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TAXATION SECTION 

STATE MICHIGAN 

September 1, 1992 

Dear Taxation Section Members: 

The past twelve months have been an extremely productive 
period for the Taxation Section. The achievements of the 
Section are attributable to the significant contributions which 
have been made by each Counci 1 member, Committee Chairperson, 
our Professional Coordinator, Karen Nizol, and my fellow 
officers, Jeff Levine and Dennis Mitzel. I sincerely thank 
each one of them. 

There are several recent contributions 
activities which merit particular attention: 

to Section 

First, the Fifth Annual Summer Tax Conference which was 
held in July at the Grand Traverse Resort was an outstanding 
success. The success of the Conference was due to the hard 
work of the· Conference Chairperson, Reg Nizol, and our 
Professional Coordinator and Reg's spouse, Karen Nizol. 

Second, the term of Pat Calore as the Editor of the 
Michigan Tax Lawyer has come to an end. Her successor is Steve 
Feldman. Under Pat's excellent leadership, the Michigan Tax 
Lawyer has continued to be one of the best publications of any 
state bar tax section in the country. 

Third, the After-Hours Tax Series (which is a program of 
late-afternoon tax seminars) has enjoyed, under Carol Karr•s 
leadership, a particularly successful year. Carol has also 
arranged for an excellent program for the 1992-93 year which 
wi 11 commence with a presentation by Scott Carl son on 
September 29, 1992 with respect to the recently fi na 11 zed one 
class of stock regulations for subchapter S corporations. 
Scott is employed by the IRS Chief Counsel's Office in 
Washington, D.C. and is the principal draftsman of these 
important regulations. The seminar will be held at 3:00p.m. 
at the Sheraton Oaks Hotel in Novi. A video tape of the 
seminar will be presented on October 8, 1992 at 3:00 p.m. at 
the L.V. Eberhard Center in downtown Grand Rapids. 

PAST COUNCIL CHAIRPERSONS 

ALLAN J. CLAYPOOL OSCAR H. FELDMAN LOUIS W. KASISCHKE JOHN W. McNEIL B. COURTNEY RANKIN 
JOHN J. RAYMOND, SR. 

PETER S. SHELDON 
WILLIAM J. SIKKENGA 
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Fourth, the Council recently established the International 
Committee to provide practitioners in Michigan with a forum to 
discuss and consider international tax issues. The 
Co-chairpersons of this committee are Frank Mi 11 er and Rick 
Soble. The first formal meeting of the Committee will be held 
on September 16, 1992 at 2:00 p.m. as part of the State Bar 
Annual Meeting in Lansing. 

My term as Chairperson of the Section ends in September. I 
have very much enjoyed the past year as Chairperson and the 
previous seven years of activities for the Section. Thank you 
for permitting me to serve the Taxation Section and the 
opportunity to establish many friendships. I strongly 
encourage each of you to actively participate in the Section•s 
activities. 

RC/mes 
C0186H 

Q:r~k 
RQr Cook 
Chairperson 
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Report of the 
Corporation Committee 
Michael A. lndenbaum, Chairperson 
150 West Jefferson, Suite 2500 
Detroit, Michigan 48226 
(313)496-7679 

1. Chairperson's Message. 
Although the membership roster 
continues to grow, we are always 
soliciting new members. If you or 
anyone you know is involved in issues . 
dealing with federal tax aspects of 
corporate taxation, please call or 
write me and I will include your 
name on our roster and hope that 
you will attend our future meetings. 

2. Recent Activities. 
The most recent meeting of the 
Corporation Committee was held on 
Tuesday, May 19, 1992 at the offices 
of Kemp, Klein, Umphrey Endelman 
& Beer, P.C. in Troy, Michigan. 

At that meeting, Mr. Gary 
Schwarcz discussed the recently 
proposed regulations under Code 
Sections 704 and 752. In addition, 
Mr. Richard Soble discussed his 
article which was published in the 
January 1992 Journal ofTaxation 
regarding self-employed health 
insurance tax issues. 

3. Future Schedule. 
The next meeting of the Corporation 
Committee will be held on Wednes
day, September 16, 1992 in conjunc
tion with the State Bar Annual 
Meeting in Lansing, Michigan. The 
topics of discussion for that meeting 
will include the partnership liability 
sharing rules set forth in newly 
finalized regulations and a discussion 
of current items of interest in the 
Corporate Tax Area. I hope to see 
you all there. 

4. Important Developments. 
The Internal Revenue Service has 
recently issued several Revenue 
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rulings regarding the application of 
Code Section 108(e) (lO)'s stock for 
debt exception. In addition, Treasury 
Regulations were recently issued 
addressing the application of Code 
Section 382 to a restructuring of a 
corporation in a Title II or similar 
case. Finally, Treasury has recently 
issued proposed Regulations under · 
Section 338 which represents a major 
change in the current stock and asset t, 

consistency rules. These items will be 
discussed at the September 16th 
meeting. 

Finally, on May 29, 1992 the IRS 
published final regulations relating to 
the requirement that an S corporation 
have only one class of stock. Scott 
Carlson, an attorney adviser at the 
IRS National Office, and one of the 
authors of these regulations, is sched
uled to speak at an ICLE after hours 
tax conference on September 29, 1992 
in Novi, Michigan. This Conference 
will be taped and shown in Grand 
Rapids the following week. Don't miss 
this rare opportunity to attend either 
Mr. Carlson's live lecture or taped 
presentation. Call Mike Indenbaum 
(313) 963-6420, or Carol Karr, ' 
(616) 459-8311, for more details. 

Report of the Employee 
Benefits Committee 
Janet G. Witkowski, Chairperson 
One Woodward Avenue, Suite 2400 
Detroit, Ml 48226 
(313) 961-8380 

1. Chairperson's Message. 
I hope all our Committee members 
had a pleasant summer and am 
looking forward to seeing many in 
September at the Annual Meeting. 
Our Committee meets September 16, 
as described below under ''Future 
Schedule". 

2. Recent Activities. 
On May 4, 1992, the Committee met 
at the Dearborn Inn. Four of our 

( 

~: 
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members gave informative and excel- Report of the Estates lent presentations. John McKendry, 
Jr. described F ASB 106: Accounting & Trusts Committee 
for Retiree Fringe Benefits; Frances George W. Gregory, Chairperson 
Paul Davis discussed current issues 625 Purdy Street 
concerning cafeteria plans; Sherril Birmingham, Ml 48009-1738 
Siebert presented a guide to prepar- (313) 646-4200 
ing Form 5500; and Chris Rizik spoke 
about current issues and recent cases 1. Chairperson's Message. 
dealing with COBRA continuation The final Michigan Treasury Inherit-
coverage. Thanks to all our speakers ance Tax/Probate Form Order for 
for making our 1992 annual "talent Interim Payment of Michigan 
show" a success! Inheritance Tax, Treasury Form 

6562, P.C. a, is out. As reported in 
3. Future Schedule. last month's issue, payments are 
The next meeting of the Committee due 105 days after death. Payment 
will be held at 2:00p.m. on Wednes- of at least 50% of the tax within 105 
day, September 16 in Rooms 3 and 4 days of death with an approved 
of the Lansing Center. This meeting extension eliminates the 8% penalty. 
will be held in conjunction with the Payment of another 25% within nine 

e State Bar Annual Meeting. Check months of death eliminates the 5% 
your State Bar meeting materials for per month penalty. These payments 
further information. This meeting also substantially reduce interest. 

(t will feature Janna Skufca, Employee You can order these forms and the 
Plans Branch Chief for the Cincinnati new Michigan Inheritance Tax Re-
Key District and Larry Burleson, turn (when issued) at 1-800-FORM-2-
Manager of the Detroit EP:EO Me (367-6263). H.A. Draper, Probate 
office who will update us on new Administration in Michigan: A 
developments. Systems Approach (3rd ed., I.C.L.E. 

On October 13 (Detroit) and 92 sup.) pp 600a - 600x contains 
October 22 (Grand Rapids), the drafts of these forms. I.C.L.E. will 
Mer Hours Tax Series will feature sponsor presentations on the new law 
a session on qualified domestic in Grand Rapids on September 11, 
relations orders (QDRO's) led by 1992 and in Troy on September 23, 
employee benefits specialists David 1992. 
Rosenberger and Deborah Thompson 
and family law specialist James 2. Recent Activities. 
Crowley. This program is designed On May 14, 1992, David Horvath 
both for family law practitioners who (Michigan Inheritance tax Examiner 
negotiate and draft QDRO's and for Oakland County, former Acting 
employee benefits lawyers who advise Manager of Michigan Inheritance 
plan administrators. I expect this to Taxes, and compiler of the Official 
be a most valuable session and en- Michigan Tax Guide, published by 
courage anyon,e dealing with QDRO's West Publishing) presented two 
to attend. Michigan Inheritance Tax topics to 

the Committee in Lansing. First, he 
discussed the Inheritance Tax Bill 
passed by both Houses on May 14, 
1992 (copies were distributed to all '(- participants). Second, he presented 
a rough first draft of the proposed 
Michigan Inheritance Tax Return. 
A few copies of the new Michigan 5 

..;.t 
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Inheritance Tax Legislation and the 
first proposed Michigan Inheritance 
Tax forms are left. If you call or write 
either Geri Spratt or myself at my 
office we will mail you copies. 

3. Future Schedule. 
At this year's State Bar Convention, 
on September 16, 1992, Robert B. 
Joslyn of Joslyn, Keydel, Wallace & 
Carnery, Detroit, Michigan; Stephen 
W. Jones of Beier- Howlett, 
Bloomfield Hills, Michigan; Dennis 
Mitzel of Berry, Moorman, King & 
Hudson, P.C., Detroit, Michigan; and 
William Tetrick, Estate and Gift Tax 
Attorney, Internal Revenue Service, 
Detroit District, Detroit, Michigan, 
will discuss as a panel "A Planners 
Nightmare, Generation Skipping Tax: 
Where Are We Now?" The panel will 
discuss this developing topic at the 
office of Foster, Swift, Collins & 
Smith, 313 South Washington 
Square, Lansing, Michigan in their 
lower conference room. 

On October 22, 1992, from 3:00 to 
5:00p.m., Austin A. Kanter, CLU, 
ChFC, of American Benefits Group 
will present the income tax and other 
non-estate tax aspects of life insur
ance for estate planners at the 
Radisson in Southfield, In addition to 
transfer for value rules and other 
income tax aspects, he will address 
how to read and analyze a proposal 
for life insurance. 

Report of the Partnership 
Committee 
Gary Schwarcz, Chairperson 
211 West Fort Street 
Fifteenth Floor 
Detroit, Ml48226 
(313) 965-9725 

1. Chairperson's Message. 
On May 19, 1992, the Partnership 
Committee, the Real Estate Section's 
Committee on Federal Income Tax 
Aspects of Real Estate Transactions 
and the Corporation Committee held 
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a joint meeting to discuss the recently 
issued final Treasury Regulation 
under Code Sections 704 and 752. 

2. Future Schedule. 
The next Partnership Committee 
meeting will take place on September 
16, 1992, from 2 to 4 p.m. at Michigan 
National Bank, 124 West Allegan 
Street, Lansing, Michigan, in connec
tion with the annual meeting ofth~ 
State Bar. The topic(s) of the meeting 
will be announced. 

On October 28, 1992, the Partner
ship Committee, the Real Estate 
Section's Committee on Federal In
come Tax Aspects of Real Estate 
Transactions and the Corporation 
Committee will conduct a joint meet
ing to discuss the new Treasury 
Regulations regarding the single class 
of stock requirement applicable to S 
Corporations. The meeting will be 
held at 3:30p.m. at the offices of 
Kemp, Klein, Umphrey, Endelman & 
Beer, P.C. located at 201 W. Big 
Beaver Road, Troy, Michigan. 

3. Important Developments. 
On July 21, 1992, the Service issued a 
notice of proposed rule making relat
ing to continuity oflife of limited 
partnerships. The notice contains 
proposed regulations which would 
amend Treasury Regulation Section 
301. 7701-2(b)(1). 

Prior to such amendment, Treasury ' 
Regulation Section 301.7701-2(bX1) 
stated that a limited partnership will 
not be found to have the corporate 
characteristic of continuity of life 
where upon the dissolution of a lim
ited partnership as a result of the 
retirement, death, or insanity of a 
general partner, the partnership will 
not be continued unless the remaining 
general partners agree to continue the 
partnership or unless all the remain
ing members agree to so continue. 

Pursuant to the proposed amend
ment, a limited partnership would 
lack continuity oflife where the part
nership may be continued by the 

( 

~) 

( 
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remaining general partners agreeing presentation was very informative 
to continue the partnership or by at and, hopefully, will become a perma-
least a majority in interest of the nent program for the Committee. 
remaining general and limited part-
ners combined agreeing to continue 3. Future Schedule. 
the partnership upon an event of The meeting in conjunction with 
withdrawal of a general partner. The annual State Bar meeting will be held 
amendment clarifies that the dissolu- on September 16, 1992 at 2:00 P.M. 
tion event is not limited to the retire- The meeting will be held at the First 
ment, death, or insanity of a general of America Bank-Central, 101 S. 
partner, but also to all other events of Washington Square, Lansing, Michi-
withdrawal of a general partner. gan 48933. The featured speaker will 

be William Bigby, Chief, Collection 

Report of the Practice Division of the Internal Revenue 
Service, Detroit District, who will 

and Procedure speak on current developments in 
Committee the Collection Division. 

Thomas G. Mies, Chairperson 
Report of the State and 32900 Five Mile Road 

Suite 4 Local Tax Committee e Livonia, Ml 48154 
Phone: (313) 421-5055 Thomas D. Hammerschmidt, Jr., - 1. Chairperson's Message. 

Chairperson 
One Detroit Center 

A number of members of the Commit- 500 Woodward Avenue, Suite 4000 
tee previously participated in an ad Detroit, Michigan 48226-3425 
hoc committee on the Michigan (313} 223-3500 
Taxpayer's Bill of Rights, in conjunc-
tion with the State and Local Tax 1. Chairperson's Message. 
Committee. Recently, a number of As ~Y term as the Chairperson of the 
bills have been entered in the Michi- State and Local Tax Committee comes 
gan House of Representatives to an end, I would like to thank the 
(i.e. House Bill Nos. 5772, 5773 and Committee members for their support 
5775) which, to a certain extent, and participation in our Committee 
attempt to incorporate some of the meetings and activities. As I've writ-
principles which the ad hoc commit- ten in the past, I urge Committee 
tee recommended. Any Committee members and non-members alike to 
members with interest in this subject make every effort to attend the quar-
can contact the Chairperson for copies terly Committee meetings. We have 
of the bills as introduced. had some great presentations overthe 

last two years on a number of issues 
2. Recent Activities. affecting the state and local tax prac-
On June 25, 1992, the Committee tice which, along with the "recent 
invited members of the Estates and developments" segment of our meet-
Trusts Committee for a presentation ings, have benefited all participants. 
by Brian Trindell and Mike Mulcahy By the time you read this, we will 
of the Internal Revenue Service have had another Committee meeting 
Examination Division and Appeals at the State Bar's annual meeting in \- Division, respectively, Messrs. Lansing and will have heard from 
Trindell and Mulcahy addressed Department of Treasury tax policy 
various estate and gift tax issues that officials about what's in store for the 
were of interest to the attendees. The future. Again, my thanks to all of our 7 
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other speakers over the last couple of 
years. I look forward to seeing you at 
future Committee meetings. 

2. Recent Developments. 
On July 31, 1992, the Michigan 
Supreme Court issued its long
awaited decision in Caterpillar, Inc., 
v Michigan Department of Treasury. 
The Supreme Court reversed the 
Court of Appeals by a 4-3 vote and 
held that the capital acquisition 
deduction ("CAD") provisions of the 
SBT were constitutional as enacted. 
Caterpillar had challenged the CAD 
provisions as discriminating against 
interstate commerce in violation of 
the commerce clause of the U.S. 
Constitution because apportionment 
of the CAD utilizing the payroll and 
property (but not the sales) factors 
favored Michigan-based business 
taxpayers. 

In an opinion that some have 
criticized as being a bit too conclusory 
and defensive in support of the SBT, 
the majority opinion concluded that 
apportionment of the CAD using the 
two- factor apportionment formula 
was a constitutionally permissible 
method of matching the CAD benefits 
for investment in business assets 
with the business activity attributed 
to Michigan by three- factor appor
tionment of the "tax base." The 
opinion stated the CAD met the four 
prong test set forth by the Supreme 
Court in Complete Auto Transit for 
evaluating commerce clause chal
lenges to state taxation of activities 
in interstate commerce. The opinion 
appeared to rely in large part upon 
the U.S. Supreme Court's validation 
of use of the three-factor apportion
ment formula as applied to the SBT 
in Trinoua, 498 US __ , 112 L Ed 2d 
884 (1991). Two separate dissenting 
opinions would have struck down all 
or portions of the CAD, although for 
differing reasons. 

Michigan Tax Lawyer-3rd Quarter 1992 

At this writing it is not known 
whether Caterpillar will file a . 
petition for cert with the U.S. 
Supreme Court. One thing about 
the Caterpillar decision, however, is 
certain. The decision has moved the 
state one step closer to protecting 
against the possibility of an estimated 
half billion dollars of SBT refunds to 
multistate businesses which have 
filed protective refund claims based 
on the previous lower court decisions. 
Michigan can ill-afford the additional 
financial difficulties that substantial 
SBT refunds would create. 

Watch for further developments 
in future issues of the Michigan Tax 
Lawyer and at future State and Local 
Tax Co~mittee meetings. 

c 
l 
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The Impact of Section 2703 on Estate 
Planning for Closely Held Corporations 
Shareholder agreements are critical 
docum~n~s in the life of a corporation. 
Yet, Withm the family context practi
tioners have hardly known whether to 
draft, amend, or revoke buy-sell 
agreements as Congress proceeded 
first to enact and subsequently 
amend Section 2036(c). The IRS 
~uddie~ the waters further by issu
mg Notice 89-99 interpreting Section 
2036(c). Congress then responded by 
:ep~ali~g Section 2036(c) and replac
mg It With Chapter 14 (including 
Section 2703) to "clarify matters".l 
Almost two years old now, Section 
2703 clearly applies to buy-sell agree
ments and similar arrangements. So 
if you have not paid much attention to 
this new Code section (or didn't even 
know it existed), its time to catch up 
because it looks like this one is here 
to stay. 

Section 2703 deals with a critical 
issue in the use of shareholder 
agreements: setting a price for the 
purchase of stock in a closely held 
corporation at death which is also 
respected by the IRS for estate tax 
purposes. 

As discussed below, Section 2703 
does not apply to all restrictive agree
ments, but its very existence seems 
to clarify their use in all situations. 
The Service has often challenged and 
attempted to restrict the use of share
holder agreements to set the value of 
property for estate tax purposes. The 
apparently perceived need for Section 
2703 is to prevent abusive use of 
res~rictive.agreements. The following 
article reVIews the requirements of 
Section 2703 and discusses planning 
opportunities which have survived its 
enactment. 

I. Section 2703 in General 
Section 2703 applies for transfer tax 
purposes to restrictive agreements 
entered into or granted after October 

8, 1~90, or agreements substantially 
mo~fied after that date. Specifically, 
Sectwn 2703(a) provides that "the 
value of any property shall be deter
mined without re~ard to-

(1) any option, agreements, or other 
right to acquire or use the prop
erty at a price less than the fair 
market value of the property 
(without regard to such option, 
agreement, or right), or 

(2) any restriction on the right to 
sell or use such property." 

This Section not only covers share
holder buy-sell agreements, but also 
partnership agreements, articles of 
incorporation, corporate bylaws, and 
even restrictions implicit in the 
capital structure of an entity. 2 While 
leases are .not specifically listed, the 
examples m the Regulations make it 
clear that a lease may constitute a 
restriction that will be disregarded 
in valuing the property for Federal 
estate tax purposes ifit does not meet 
the requirements of the statute. 

The Regulations contain an 
important exception for Agreements 
between unrelated parties. If the 
transferor and his family own less 
than 50 percent by value of the prop
erty subject to the right or restriction 
then.Section 2703(a) will not apply. ' 
Family members for this purpose are 
des~ribed in Section 25.2701-2(b)(5), 
whiCh broadly defines family to in
clude siblings, nieces and nephews. 
An agreement falling under this 
exception may set the value of prop
erty for estate tax purposes if that is 
an objective and the agreement is 
properly drafted. 

II. Using a Restrictive 
Agreement to Establish a 
Value for Estate Tax Purpose 
Buy-sell agreements have been used 
for years to establish a price for the 
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purchase of the stock of a deceased 
shareholder under either an option or 
contract which is also binding for 
estate tax purposes.3 Prior to the 
enactment of Section 2703, Treasury 
Regulations acknowledged that an 
option or contract to purchase stock 
may affect the estate tax value of that 
stock if the agreement is a bona fide 
business arrangement and not a 
device to pass the decedent's stock to 
the natural objects of his bounty for 
less than full and adequate consider
ation. 4 IRS rulings have conceded 
that substantial weight should be 
given to a price contained in a 
buy-sell agreement for estate tax 
purposes.5 

Going somewhat further, the courts 
had developed the following require
ments for establishing a value for 
stock for estate tax purposes by 
means of a shareholder agreement6

: 

1) The price for the shares must be 
fixed in the agreement; 2) The 
shareholder's estate must be obli
gated to sell at the fixed price at 
death; 3) The price must be binding 
on the shareholder during his lifetime 
as well as after his death; and 4) The 
agreement must be a bona fide busi
ness arrangement and not merely a 
device for passing the shares to the 
natural objects of the shareholder's 
bounty for less than adequate and full 
consideration. 

Prior law continues to apply to all 
restrictive agreements, whether 
between related or unrelated parties. 
Moreover, in the family context, the 
additional rules of Section 2703 must 
also be considered. As previously 
stated, property covered by a Section 
2703 agreement is to be valued with
out re2'ard to the agreement. The 
general rule of Section 2703(a) can 
be avoided, however, if the agreement 
meets each of the following require
ments: 

(1) It must be a bona fide business 
arrangement. 

(2) It must not be a device to trans-
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fer such property to the natural 
objects of the transferor's bounty 
for less than full and adequate 
consideration in money or 
money's worth; and 

(3) At the time the right or restric
tion is created, the terms of the 
right or restriction must be 
comparable to similar arrange
ments entered into by persons 
in an arm's length transaction. 

Historically, the ''bona fide business 
purpose" requirement has always 
been a facts and circumstances test. 
The Courts have generally accepted 
the desire to maintain family owner
ship and control and to provide conti
nuity of management as a bona fide 
business purpose. 7 A number of 
courts had gone further to hold that 
the existence of a business purpose 
negated the possibility that the agree
ment was a device to transfer prop
erty to the transferor's family for less 
than full and adequate consideration. 8 

The Eighth Circuit then held the 
other way in St. Louis County Bank v. 
United States, 764 F.2d 1207 (8th Cir. 
1982), conceding that the agreement 
had a business purpose of mainte
nance of family control, but finding a 
tax avoidance motive in the fact that 
the health of decedent was poor, the 
sale price was substantially below fair 
market value and the agreement had 
not been enforced against other 
parties. 9 These facts were so poor 
for the taxpayer and so easily distin
guished that the case was of little 
help to the Service. Now Section 2703 
makes it clear that the business 
arrangement and device tests must be 
met independently. The clarification 
in the law is significant and will 
require that agreements between 
family members, usually parents and 
children, be carefully considered and 
documented if the objective is to 
establish a value that will be accepted 
for estate tax purposes. 

The third requirement of Section 
2703(b), the "comparability test," is 

c 
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new and injects a great deal of uncer
tainty in these agreements. To meet 
the exception, the terms of the option, 
agreement, right or restriction must 
be "comparable to similar arrange
ments entered into by persons in an 
arms' length transaction." Under the 
Committee Reports and Regulations, 
this requires that the taxpayer show 
that the "agreement is one that could 
have been obtained in a fair bargain 
among unrelated parties in the same 
business dealing with each other at 
arm's length." Finally, it is stated, 
"this determination generally will 
entail consideration of such factors as 
the expected term of the agreement, 
the current fair market value of the 
property, anticipated changes in 
value during the term of the arrange
ment, and the adequacy of any 
consideration given in exchange for 
the rights granted."10 

As to whether the agreement meets 
the "comparable to similar arrange
ments" test, the Committee Reports 
and Regulations indicate that this 
standard cannot be met by simply 
showing isolated comparables but 
requires a demonstration of the 
general practice of unrelated parties. 
It is understood that more than one 
valuation methodology may be gener
ally accepted within a particular 
business, in which case one of the 
several valuation methods may be 
used. In unusual cases where 
comparables for the particular indus
try involved are difficult to find 
because the business is unique, 
comparables from similar businesses 
may be used.U 

III. Can the "Comparability test" 
heMet 
The "comparability test" has no 
parallel under prior law. The Regula
tions seem to require that you use an 
accepted and recognized "valuation 
methodology" for the particular 
business or industry, which do not 
presently exist. 12 And in fact it is 
highly unlikely that standard meth-

odologies will ever be created for 
small closely held companies. There 
are far too many variables to consider, 
some of which cannot by quantified. 
In the absence of such valuation 
methodologies, it cannot be predicted 
with certainty that any formula 
created for valuing stock under a buy
sell agreement will meet the "compa
rability" test. 

As a starting point in analyzing the 
comparability test, the Committee 
Reports highlight the types of agree
ments at which this provision is 
directed. 13 The first target are those 
agreements which contain an option 
price which is unreasonable from its 
inception. In the past courts had 
allowed an option price under a 
binding agreement which was unrea
sonable even at the time the agree
ment was executed to fix a value for 
estate tax purposes. Even if a court 
required that the price be reasonable 
when made, the price need not have 
approximated fair market value at 
the date of death, provided that the 
agreement met all of the require
ments to be binding for estate tax 
purposes. 14 

The comparability test is also 
directed at those agreements which 
contain a set price for the stock, with 
no basis or justification other than tax 
avoidance motivation, or an artificial 
formula with no procedure for periodic 
review and adjustment. On the other 
hand, the Committee also recognized 
that buy-sell agreements are common 
business planning arrangements that 
many times have a legitimate busi
ness purpose. 15 

A buy-sell agreement can no doubt 
be used to set the estate tax value of 
stock in the buy-sell agreement at its 
fair market value on the date of 
death. An agreement which sets the . 
value based on the results of an 
independent appraisal performed at 
that time using federal estate tax 
rules will likely be binding on the IRS 
for estate tax purposes. The Service 
will be hard pressed to argue that an 
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agreement using an independent 
determination of fair market value 
does not meet the comparable arm's 
length agreement test of Section 
2703.16 This type of agreement does 
not freeze estate tax values, but it 
should establish a price in the agree
ment that will also be accepted for 
estate tax purposes, which may under 
the circumstances be a primary 
objective as discussed below. 

Another acceptable method may be 
the use of a formula by which the 
purchase price for stock will be deter
mined periodically. This is a common 
practice among the shareholders of 
closely held businesses. The problem 
here is that the services of a profes
sional appraiser may be required to 
establish a formula which is appropri
ate for the size and nature of the 
business. The basis on which the 
formula is established should be w~ll 
documented. For example, companies 
in some industries are known to sell 
at a multiple of annual or monthly 
sales or earnings. Business owners 
are usually well aware of the custom
ary valuations in their industry and 
can be a valuable resource for obtain
ing comparable sales and industry 
data from the area. 

The agreement will have to call for 
periodic review and revision of the 
formula, particularly if the business 
experiences growth or unusual cir
cumstances. If this approach is 
selected, the Regulations require that 
the taxpayer show that the "agree
ment is one that could have been 
obtained in a fair bargain among 
unrelated parties in the same busi
ness dealing with each other at arm's 
length." In making this determina
tion, the Regulations suggest several 
factors to consider. 

The first issue is the expected term 
of the agreement. The obvious con
cern here are those agreements which 
purport to fix the estate tax value of 
stock for a shareholder dying forty 
years after the agreement is ex
ecuted.17 The Committee Reports also 
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suggest that a contract fixing the 
price of stock some ten years hence is 
unreasonable. 

A second related factor to consider 
is anticipated changes in value during 
the term of the agreement. An agree
ment containing a fixed value for the 
price of stock will have to be reconsid
ered and valued on a regular basis. 
However, even an agreement contain
ing a formula for valuation which 
takes into account changes in a 
company's earnings and assets on a 
periodic basis may not be acceptable 
beyond a certain period of time. 

The third factor is the adequacy of 
any consideration given in exchange 
for the rights granted. This issue also 
has bearing on whether the agree
ment constitutes a device to transfer 
property to the natural objects of one's 
bounty for less than full and adequate 
consideration, the second prong of the 
Section 2703(b) requirements. There 
may be an argument for upholding an 
artificial book value formula in situa
tions where the parents are attempt
ing to induce a child to remain in the 
family business in lieu of pursuing a 
lucrative career elsewhere. This 
argument was raised by the taxpayer 
in Estate of Lauder18 although the 
court did not rule on this issue or 
discuss its merits. The success ofthis 
argument will depend on whether 
negotiations among family members 
resulting in the agreement of a junior 
family member to devote his or her 
life to the family business in exchange 
for an opportunity to purchase the 
business upon another family 
member's death at a bargain price 
constitutes an arm's length transac
tion for purposes of Section 2703.19 If 
this approach is taken, the reasons for 
entering into the agreement, the 
opportunities given up, the issues 
discussed and the history of price 
negotiations should be well docu
mented.20 

The final factor to consider in 
determining whether the right or 
restriction meets the comparable 

c 
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arm's length transaction test is the cumstances of the business may 
current fair market value of the prevent the use of generally accepted 
property or shares subject to the right methodologies for valuing stock in a 
or restriction. The term "fair market shareholder agreement. The parties 
value" is defined for estate and gift may be uncomfortable with the uncer-
tax purposes as the price at which the tainty inherent in setting a purchase 
property would change hands between price for stock that will be determined 

'I a willing buyer and a willing seller, by an independent appraiser at death 
neither being under any compulsion or will be the value as finally deter- If a buy-sell 
to buy or sell and both having reason- mined for estate tax purposes. agreement 
able knowledge of relevant facts. 21 If a buy-sell agreement between between family 
The principles of this willing buyer/ family members does not meet the members does willing seller standard for the estate requirements of Section 2703, several 
tax valuation of closely held stock adverse tax consequences are possible. not meet the 
have been discussed and analyzed in First, if the value established in the requirements 
regulations, rulings and case law. agreement is far below the value of Section 
Recognizing that there is rarely an ultimately placed on the property for 2703, several 
active market for the shares of closely Federal estate tax purposes, the adverse tax 
held stock, the usual approach is to estate may receive less from the sale consequences consider all of the relevant factors, of the property than the estate tax 
such as earning capacity, dividends, obligation it is required to pay. are possible. - book or net asset value, good will, For example, assume that father 
economic outlook for the industry and owns 75% of a business and his son 

((I the company, and lack ofmarketabil- owns the other 25%. They have a buy-
ity of the shares being valued. The sell agreement entitling son (or the 
application of these principles in company) to buy out the father's 
practice has not been so simple. interest at his death for $750,000. 

This price is based on the fact that 
IV. Estate Tax Consequences when the agreement was signed, the 
of an Agreement not Meeting value of the company was $1,000,000. 
the Requirements of Section 2703 At father's death, the value of the 
Section 2703 presents a problem for company has grown to $3,000,000 and 
the owner of any business in which because father's share is valued under 
other family members are primarily Section 2703 without respect to the 
involved. There are many non-tax agreement, it is included in his estate 
related motives for entering into stock at a value of $2,250,000. Assuming 
restriction and transfer agreements. father's total taxable estate is 
They are commonly used to prevent $3,000,000, the estate taxes on his 
transfers to outsiders, provide a stock amount to approximately 
market for minority shareholders, $1,125,000, far more than the estate 
allow owners to plan for future liquid- realizes from the sale of that stock. 
ity needs, provide for continuity of Furthermore, if the father's will or 
management and an orderly transi- trust contains a standard form provi-
tion of ownership, and avoid expen- sian stating that all taxes are to be 
sive appraisals in determining paid without apportionment from the 
purchase price. residue of his el?tate, most of the 

Business owners set prices or remaining assets of his estate will be 
formulas in their buy-sell agreements utilized in paying that tax. Any 
in order to achieve the desired eco- children not involved with the busi-(- nomic objective. And this is often as ness will be understandably unhappy. 
true in the family context as it is in Second, if the stock is left to a 
the unrelated party context. Cash surviving spouse who is required 
flow realities and other unique cir- under a buy-sell agreement to sell at 13 
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far below the estate tax value, the 
marital deduction may be signifi
cantly impaired. Under the reasoning 
of recent marital deduction rulings, 22 

it is likely that the transfer of prop
erty subject to a bin.ding obligation to 
offer it for sale for a price below its 
estate tax value will be treated as a 
terminable interest. Furthermore, if 
there are no assets from which to pay 
the additional estate taxes, other 
than marital assets, the increased 
taxes will further reduce the amount 
passing to the spouse, further reduc
ing the marital deduction and in
creasing taxes. 

The issue of payment of estate 
taxes should be addressed in the 
estate plan of any business owner 
who is a party to a binding buy-sell 
agreement on his or her death. Sec
tion 2703 and its future application 
create additional uncertainties in this 
area. If it is possible that the value · 
established in the agreement will not 
be controlling for estate tax purposes, 
payment of the tax on that property 
should be considered and allocated 
appropriately. 

V. Existing Agreements 
A buy-sell agreement executed before 
October 9, 1990, is not subject to 
Section 2703, so long as it is not 
substantially modified after that date. 
If avoidance of Section 2703 is sought, 
the safest course is to avoid modifying 
grandfathered agreements. On the 
other hand, the failure to modify may 
under some circumstances bring the 
agreement within Section 2703, as 
explained below. 

Substantial modifications include: 
1) Any discretionary modification if it 
results in more than a de minimis 
change to the quality, value, or timing 
of the right or restriction; 2) The 
failure to periodically update the 
right or restriction if required by the 
terms ofthe agreement, unless it can 
be shown that updating would not 
have resulted in a substantial modifi
cation; and 3) The addition of any 
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family member as a party to a right 
or restriction unless the addition is 
mandated by the agreement or the 
added family member is assigned to 
a generation no lower than the lowest 
generation occupied by individuals 
already party to the agreement. 

The regulations provide some 
guidance on what is nm a substantial 
modification: 1) A modification 
required by the terms of the agree
ment; 2) Any discretionary modifica
tion of the agreement if it does not 
change the right or restriction; 3) A 
modification of a capitalization rate 
used to value the property if it is 
modified in a manner that bears a 
fixed relationship to a specified 
market interest rate; and 4) A modifi
cation which results in an option 
price that more closely approximates 
fair market value. 

This last restriction seems to 
permit a modification if it results in a 
higher price for the property under 
the terms of the agreement, assuming 
that the c_urrent price under the 
agreement is below fair market value. 
It may impact on those grandfathered 
agreements which require that the 
parties meet periodically to set a 
value for the stock. If, upon failure to 
update the agreement, the stock is to 
be valued according to a formula 
based on book value, for example, 
then failure to update the valuation 
could be a substantial modification, 
unless the formula price results in a 
higher valuation for the stock. 

Finally, it should be noted that the 
1990 Act which produced Chapter 14 
also requires the Secretary of the 
Treasury to study buy-sell agree
ments and discretionary rights that 
have the potential for distorting 
transfer tax value. The results of the 
study are required to be reported no 
later than December 31, 1992. 

VI. Lack of Marketability and 
Minority Discounts become 
Important Planning Techniques 
It is clear that following the enact-

(
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ment of Chapter 14, discounts for lack 
of marketability and minority inter
ests have taken on a far more impor
tant role in estate planning for closely 
held corporations. The use of tradi
tional methods to freeze estate values 
have been sharply curtailed. How
ever, as confirmed by the legislative 
history of Chapter 14 and the recent 
Newhouse case23, the minority dis
count is alive and well. 

The implications of current devel
opments and rulings are beyond the 
scope of this Article, but in light of 
the limited opportunities now avail-

able for accomplishing any type of 
estate freeze or leveraging a gift of 
stock, a planning strategy that takes 
advantage of available discounts may 
be your best bet. 

--------------------------------------------------------FOOTNOTES---------------------------------------------------------
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I. Introduction and its interrelationship with the 
The status of retirement plan assets Employee Retirement Income Secu-
in a Bankruptcy context has been rity Act of 1974 (ERISA)12 and state 
unclear until the recent Supreme law. Section 541(aX1) of the Bank-
Court decision in Patterson v , ruptcy Code provides a broad defmi-
Shumate1• Until that guidance, plan tion of"property of the estate." This 
administrators were occasionally broad definition is narrowed by the 
faced with a Hobson's choice of either exclusion in Bankruptcy Code 
incurring the wrath of the bankruptcy §541(c)(2), which provides: 
judge who orders the administrator to "A restriction on the transfer 
pay over plan assets of the debtor or of a beneficial interest of the 
risking disqualification of the plan by debtor in a trust that is enforce-
violating the anti-alienation provi- able under applicable nonbank-
sions ofERISA. The anti-alienation ruptcy law is enforceable in a 
provisions prohibit payment of plan case under this title." 
assets to a creditor2• The federal The Bankruptcy Code does not circuit courts were split on the issue 
of whether assets in qualified retire- provide a definition of "applicable ( 
ment plans were included or excluded non bankruptcy law", thus, requiring 

the courts to fashion a definition from the bankruptcy estate. This based on the Bankruptcy Code and ~ article will discuss the conflict be-
tween the federal circuits as well as legislative history. 

how that conflict was resolved by The reasoning of the Fifth Circuit 

Patterson and what its impact is on Court of Appeals in its opinion in 

Michigan practitioners. Matter of Goff, 706 F.2d 574 (CA 5 
1983), is representative ofthose 

II. The Issue and the Conflict courts which have found that quali-

The exclusion issue addressed by the fied plan assets are not excluded from 

Patterson Court was addressed by a debtor's bankruptcy estate. In that 
case, the court enunciated a three eight of the federal Circuit courts of step analysis in reaching its conclu-appeal. The Fifth8, Eighth\ Ninth5, 

and Eleventh6 Circuits have held that sions. 

a debtor's interest in a qualified plan "First, we examine the explic-
is nm excluded from his or her bank- itly narrow legislative intent 
ruptcy estate. These Circuits then behind the facially broad refer-
analyzed whether such property is ence in section 541(c)(2) to 
either fully or partially exempt under "applicable nonbankruptcy 
applicable federal or state law. Alter- law." Second, we consider the 
natively, the Third7, Fourth8, Sixth9

, overall congressional scheme 
and Tenth1° Circuits decided that embodied in the Bankruptcy 
such assets are excluded from the Code. * * * Third, we assess the 
bankruptcy estate and thus they did relationship and effect upon 
not need to address the exemption ERISA of the intent of the 
issue. Bankruptcy Code."13 

This conflict among the Circuit The Goff court began its analysis 
courts arose out of differing interpre- with a review of the legislative his-

~ tations of the property exclusion tory of §541(c)(2). The legislative 

16 
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preserves the restrictions on transfers 
from a spendthrift trust. This is 
interpreted by the Goff court to mean 
that §541(c)(2) refers only to spend
thrift trusts. 14 The second part of the 
Goff case addresses the overall 
scheme embodied in the Bankruptcy 
Code. The court found other provi
sions of the Bankruptcy Code make 
explicit reference to federal law or 
pension law, including ERISA, when 
federal as opposed to state law is 
intended.15 Finally, the Gof[decision 
assesses the relationship between 
ERISA and the Bankruptcy Code. 
Here the court determined that the 
Bankruptcy Code was intended to 
have a broad definition of the prop
erty of the estate while at the same 
time ERISA was not intended to 
affect the operation of other federal 
law.16 Based on this analysis, the 
Goff court was "lead to the inexorable 
conclusion that §541(c)(2)'s reference 
to 'applicable nonbankruptcy law' was 
an acknowledgement of traditional 
state spendthrift law, and not of 
ERISA."17 Thus, the court held that 
the exclusion of property from a 
debtor's bankruptcy estate under 
§541(c)(2) was limited to trusts which 
qualified as state spendthrift trusts 
under state law and that federal law 
was not "applicable nonbankruptcy 
law" under the language or intent of 
this statute. 

The Sixth Circuit took an alterna
tive approach in its analysis in In re 
Lucas, 924 F.2d 597 (CA 6 1991). In 
finding that qualified plan assets are 
excluded from a debtor's bankruptcy 
estate, the Lucas court stated that 
"We reject a narrow interpretation of 
the phrase 'applicable nonbankruptcy 
law' in §541(c)(2) as protecting only 
those debtor's interests which also 
constitute traditional spendthrift 
trusts under applicable state law, 
finding that the plain and unambigu
ous language of the statut~ encom
passes federal law other than that 
arising under Title 11 as well as state 
statutory and case law."18 Thus, the 

dichotomy between the Courts of 
Appeals was sufficiently established 
to warrant the Supreme Court's 
examination of the issue. 

III. The Resolution 
The Supreme Court granted certiorari 
on an appeal from the Fourth Circuit 
case of Patterson v. Shumate, 943 
F.2d 362 (CA 4 1991). In Patterson, 
the respondent, Mr. Shumate, was a 
vested participant in his employer's 
tax-qualified pension plan. The plan 
contained the anti-alienation provi
sion necessary to satisfy the require
ments of ERISA. In 1984, Mr. 
Shumate filed a petition for bank
ruptcy which was subsequently 
converted to a Chapter 7 proceeding. 
The bankruptcy trustee, Mr. 
Patterson, petitioned the Bankruptcy 
Court to recover Mr. Shumate's 
interest in the pension plan. Mr. 
Shumate petitioned the District Court 
to compel the plan trustee to pay his 
interest in the plan directly to him, 
arguing that his interest in the plan 
should be excluded from the bank
ruptcy estate. The bankruptcy pro
ceeding was then consolidated with 
this latter action in the District court. 

The District court held that Mr. 
Shumate's interest in the plan was 
not excluded from the bankruptcy 
estate. In so concluding, the court 
reasoned that the phrase "applicable 
nonbankruptcy law" referred only to 
state law and not to federal law. The 
court found that under applicable 
state law, Mr. Shumate's interest in 
the plan did not meet the require
ments of a state spendthrift trust, 
and thus, was not excludable from the 
bankruptcy estate. As noted earlier, 
the basis for this line of reasoning is 
the legislative history which contains 
references to state spendthrift trusts. 

The Fourth Circuit Court of Ap
peals reversed the lower court holding 
that a debtor's interest in a qualified 
plan, which is subject to the anti
alienation restrictions of ERISA, is 
excludable from the bankruptcy 
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estate under §541(c)(2) of the Bank
ruptcy Code. The court, following its 
decision in In re Moore, 907 F.2d 1476 
(CA 4 1990), found that the plain 
language ofthe statute encompassed 
not only state law but also federal 
law. The bankruptcy trustee ap
pealed the Court of Appeals decision 
to the United States Supreme Court. 

The Supreme. Court, in affirming 
the Court of Appeals decision, held 
that "Plainly read, [§541(c)(2)] encom
passes any relevant nonbankruptcy 
law, including federal law such as 
ERISA."19 The court stated that such 
a conclusion is consistent with other 
references to sources of law in the 
Bankruptcy Code. The court also 
found it significant that "Congress, 
when it decided to do so, knew how to 
restrict the scope of applicable law to 
'state law' and did so with some 
frequency."2° Furthermore, the court 
dismissed, on two counts, the 
petitioner's claim that "contempora
neous legislative materials" sup
ported his position. First, the court 
took exception to the lower court's 
examination of contemporaneous 
legislative materials given that the 
language of the statute was clear and 
unambiguous. Second, even if was 
appropriate to examine such materi
als, the court could find no conclusive 
evidence of clear legislative intent in 
the materials relevant to the issues of 
this case. 

Because the court reached the 
conclusion that a debtor's interest in 
a qualified plan is excluded from his 
bankruptcy estate, it did not need to 
address the exemption issue. 

IV. Impact on Michigan 
Practitioners 
The decisions which held that only 
spendthrift trusts are exempt from 
the bankruptcy estate led many 
attorneys to counsel clients that they 
should attempt to qualify their plans 
as spendthrift under state law. This 
advice would include telling clients to 
establish a plan in a state where 
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qualified plans are deemed to be 
spendthrift trusts.21 With the advent 
of Patterson these precautions are no 
longer necessary. The court made 
clear the anti-alienation provisions 
alone provide full protection from 
creditors for qualified plans. 

The Patterson court noted that the 
anti-alienation provisions have been 
strictly enforced outside of the bank
ruptcy arena. It cited Guidry v 
Sheetmetal Workers Pension Fund22 

where a plan fiduciary was found to 
have embezzled retirement plan 
funds. The court held the anti-alien
ation provisions prevented defrauded 
participants from reaching the fidu
ciaries plan assets in the plan he 
defrauded. Absent some action by 
Congress, discussed below, practitio
ners can safely counsel clients that 
money in an ERISA qualified plan is 
safe from creditors both in and out of 
bankruptcy. 

It should be noted that Patterson 
applies only to those plans covered by 
ERISA. Other retirement plans 
including IRAs, 457 Plans, 403(b) 
Annuity Plans, non-qualified plans 
or other arrangements which are not 
required to include the anti-alienation 
provisions are not excluded from the 
bankruptcy estate under §541(c)(2) of 
the Bankruptcy Code. 

The lack of protection in an IRA 
should be considered when rolling 
assets out of a qualified plan into an 
IRA. For example, a retiring physi
cian who practices in a high risk field 
such as obstetrics, should carefully 
consider whether to leave his or her 
assets in the ERISA qualified plan 
rather than rolling them into an IRA 
where they might be subject to credi
tors. If the physician's assets are 
titled as entireties properly with his 
or her spouse and therefore protected 
from creditors of the physician alone, 
then bankruptcy would be a feasible 
alternative to protect retirement 
assets with few negative ramifica
tions. 

A conservative approach would be 

0 
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to leave the assets in the qualified ruptcy Code: 
plan indefinitely until distributed "(3XA) Subject to subparagraph (B), 
pursuant to the terms of the plan. A assets and benefits accumulated for 
middle ground might be to leave the the benefits of a debtor pursuant to 
assets in the qualified plan for the pension, profit sharing, stock bonus, 

I 
period of the malpractice statute of or other plan qualified under section 
limitations or some shorter period 401 (a), 403(a), 403(b), or 408(k), or a 
during which claims would probably governmental plan under 414(d), or 

J arise. 457 of the Internal Revenue Code of 
Even though IRAs are not pro- 1986 and any rights of debtor to such 

tected under Patterson, they are not assets or benefits shall be excluded 
wholly without protection. Section from the property of the estate. 
522(10Xe) of the Bankruptcy Code "(B) Subparagraph (A) does not 

The Michigan provides an exemption for payments apply to plan assets or benefits attrib-
under a retirement plan "to the utable to contributions of the debtor bankruptcy 
extent reasonably necessary for the to the extent that such contributions exemptions 
support of the debtor and any depen- were in excess of the applicable limits protect IRAs 
dent of the debtor". This provision on such contributions under section and IRA includes IRAs as well as 403(a), 401(k), 401(m), or 415 of the Internal 

distributions 403(b) and ESOP Plans. The distinc- Revenue Code of 1986." 
tion between the protection under This addition would further support from levy by 

~· re §522(10Xe) and that under §541(c)(2) the result reached in Patterson by creditors. 
(i discussed in Patterson is that excluding retirement plan assets from 

'Y - §522(10Xe) provides an exemption the bankruptcy estate. The author 
only to the extent necessary for won't hazard a guess as to whether 
support of the debtor and dependents the House will also pass the Bill or 
while §541(cX2) excludes the assets whether the President will sign it into 
from bankruptcy entirely. law in an election year. Suffice it to 

IRAs are also protected by Michi- say that Congress is aware of the 
gan statute. The Michigan bank- issue and practitioners should watch 
ruptcy exemptions protect IRAs and for further developments. 
IRA distributions from levy by credi-
tors.23 The amounts contributed to VI. Conclusion 
the IRA within 120 days ofthe bank- The Supreme Court has finally re-
ruptcy filing are excluded from this solved an issue which has troubled 
protection. To take advantage of the plan administrators who are caught 
Michigan statute, the debtor must between the qualification require-
elect state bankruptcy exemptions. ments for a plan under ERISA and 
The Michigan statute also includes bankruptcy judges who demanded 
exemptions for qualified plans under plan assets. All plans which are 
401 and 403(b). The protection for required to include the anti-alienation 
qualified plans is largely superfluous provisions of §206(dX1) of ERISA are 
after Patterson which protects these now protected from the reach of 
assets without resort to any state creditors even in bankruptcy. Those 
law. plans or agreements not required to 

include anti-alienation provisions 
V. Federal Legislation need to look to other federal or state 

Practitioners should keep an eye exemptions to protect those assets. 
out for federal legislation which may Congress may further complicate the 

~ 
further regulate this area. In June, matter but for now we have a final 
the United States Senate passed a determination regarding interpreta-
Bill which would add the following tion of the existing statutes. Those 
language to §541(c) of the Bank- who have followed this debate among 19 
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the federal circuits and have been 
perplexed as to how language which is 
apparently clear on its face could lead 
to such disparate interpretations may 
be amused by Justice Scalia's concur
ring opinion which states: 

"When the phrase 'applicable 
nonbankruptcy law' is considered in 
isolation, the phenomenon that three 
Courts of Appeals could have thought 
it a synonym for 'state law' is mystify
ing. When the phrase is considered 
together with the rest of the Bank
ruptcy Code (in which Congress chose 
to refer to state law as, logically 
enough, "state law"), the phenomenon 
calls into question whether our legal 
culture has so far departed from 
attention to text, or is so lacking in 
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agreed-upon methodology for creating 
and interpreting text, that it no 
longer makes sense to talk of'a 
government oflaws, not of men'." 
Scalia's concurrence concludes "I 
trust that in our search for neutral 
and rational interpretive methodology 
we have now come to rest, so that the 
symbol of our profession may remain 
the scales, not the seesaw." The 
author hopes so too. 

John W. Perso!:(·spebi~nz'~~;i~·<Jt; 
employee plans #ith .tlli:H~·~s.t 
of Willingham ~ :t~b~e!:i 1?-C~ • 
would like . .to ackiJowl~dge;t 
of. Eric Zetterholmciff:th~P~M~t~t 
article. ·. · ·· · ·• · ·•> 
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3. Matter of Goff, 706 F.2d 574 (CA 5 1983). 
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6. In re Lichstrahl, 750 F.2d 1488 (CA 11 1985). 
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9. In re Lucas, 924 F.2d 597 (CA 6 1991). 

10. In re Harline, 950 F.2d 6S9 (CA 10 1991). 
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12. 29 u.s.c. §1001 ~ 

13. Goffat581. 

14. ld. at 582. 

15. ld. 

16. ld. at 587. 

17. ld. at 581. 

18. ld. at 598. 

19. Patterson at 4551. 

20. Patterson at 4551. 

21. See Michigan Bar Journal, pg 994, September 1991. 
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Capital Acquisition 
Deduction
Constitutionality under 
the Commerce Clause 

Caterpillar, Inc v Dep't of Treasury, 
_Mich_; _NW2d_(1992) 

In granting leave to appeal to Cater
pillar and leave to cross-appeal to the 
Michigan Department of Treasury on 
October 4, 1991, the Supreme Court 
limited the issues to be offered on 
appeal to "(1) whether, prior to the 
passage of 1991 PA 77, the capita_l 
acquisition deduction [CAD] proVI
sions in MCL 208.23(a) and (c); MSA 
7.558(23)(a) and (c) violated U.S. 
Const, art 1, §8, cl3 [the Commerce 
Clause]; and, if so, (2) whether the 
lower courts erred by limiting the 
effect of their rulings to tax years 
beginning after September 30, 1989; 

· and (3) what relief, if any, should the 
plaintiff receive?" 

In its decision in Caterpillar, the 
majority affirmatively answered the 
first question delineated in its grant 
of leave to appeal in holding that the 
CAD provisions contained in the 
Single Business Tax Act do not offend 
the Commerce Clause. Given the 
nature of its d~cision, the Court saw 
no need to address the remaining 
issues briefed and argued by the 
parties. It appeared that the question 
of the constitutionality of the CAD 
had not been preserved for appeal to 
the Michigan Supreme Court, because 
the Department of Treasury had not 
appealed the trial court's ruling that 
the CAD was unconstitutional to 
the Court of Appeals; moreover, the 
opinion issued by the Court of 
Appeals expressly noted that the 
Court was not confronted with the 
constitutionality of the CAD, but 
only with the remedy to be utilized to 
correct the constitutional deficiency. 
Justice Riley's opinion for the 
Supreme Court majority addressed 

this concern in footnote 6, in which 
the Court opined that the 
Department's brief in the lower 
appellate court reflected "a positive 
effort to argue constitutionality in 
the Court of Appeals"; however, the 
Supreme Court also observed that it 
has the power, supported both by 
court rule and policies attendant to 
consideration of issues of constitu
tional magnitude, to raise the issue 
Sl!ll sponte. 

The Court's Commerce Clause 
analysis commenced with a multi
page recitation of case law in support 
of the proposition that legislative 
enactments-particularly those 
involving the imposition of taxes-are 
presumed to be constitutional. The 
majority opinion then analyzed the 
CAD in terms of the four-factor test 
stated in Complete Auto Transit, Inc 
v Brady, 430 US 274, 279; 97 S Ct 
1076; 51 LEd 2d 326 (1977), em
ployed to ascertain whether a statute 
violates the Commerce Clause. 

According to the Supreme Court, 
the first component of the Complete 
Auto test-what the Court referred 
to as "substantial nexus"-is satisfied 
because Caterpillar engaged in busi
ness activity in Michigan during the 
years in question. With respect to the 
second prong of the operative test, 
fair apportionment, the Court found 
the CAD provisions to be both inter
nally and externally consi~tent. As, 
for the third facet of the relevant test, 
whether the SBT's CAD provisions 
discriminate against interstate com
merce, the Court rejected the notions 
that the CAD provisions are discrimi
natory on their face, evidence a 
discriminatory purpose or have a 
discriminatory effect. With specific 
regard to the alleged discriminatory 
effect of the CAD provisions, the 
Supreme Court majority discounted 
the validity of the Court of Claims' 
conclusion to the contrary, stating 
that the trial court had not fully 
analyzed all prongs of the pertinent 
test and had not had the benefit of 

' 
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the decision of the United States 
Supreme Court's decision in Trinova, 
Inc v Michigan Dep't of Treasury, 498 
US_; 111 S Ct 818; 112 LEd 2d 
884 (1991). Finally, the Court found 
that the fourth aspect of the Complete 
Auto test-fair relation to services 
provided by the taxing state-is 
satisfied because, in conducting 
business in Michigan during the tax 
years in issue, Caterpillar "h~s re
ceived the benefits of a 'civilized 
society' that Michigan provides." 

In dissent, Chief Justice Cavanagh, 
joined by Justice Levin, focused upon 
the third prong of the Complete Auto 
test and concluded that the CAD 
provisions discriminate against 
interstate commerce both facially and 
in effect; according to the dissent, 
"the CAD apportionment scheme, 
when analyzed carefully in light of 
the underlying apportionment for
mula applied to the SBTA itself, is 
revealed to be a subtle but classic 
example of interstate economic pro
tectionism forbidden by the Com
merce Clause." With respect to the 
goals to be served by the CAD appor
tionment formulae, the dissenting 
Justices found that the goal: 

completely fails to justify the 
discriminatory nature and 
effect of the apportionment 
formula the state has chosen 
to achieve that goal. All of the 
demonstrated discriminatory 
effects could easily have been 
avoided by simply apportion
ing both components of the 
CAD by the same three-factor 
formula used to apportion the 
SBT itself. The state has not 
argued, and could not reason
ably argue, that applying the 
SBT three-factor apportion
ment to the CAD would fail to 
achieve its asserted goal in 
this regard. Indeed, the state 
has already amended the CAD 
statute in response to the 
lower court decisions in this 
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case to provide for precisely 
such an apportionment of the 
CAD for tax years beginning 
after September 30, 1989. 

As concerns the retroactivity and 
remedy issues, the Cavanagh!Levin 
dissent did "not attempt to reach a 
definitive conclusion," but clearly 
indicated the Justices' perception that 
the state would not be permitted to 
collect a tax in violation of the Com
merce Clause. 

In a second dissent, Justice 
Brickley stated that he would hold 
that the CAD for personal property is 
invalid on the basis of a rule, one 
culled from Westinghouse Electric 
Corp v Tully, 466 US 388; 104 S Ct 
1856; 80 LEd 2d 388 (1984), that 
"[b]asing a deduction on a change in a 
subset of a company's instate activity 
relative to its total activity is uncon
stitutional." However, the Brickley 
dissent would. not extend the same 
ruling to the CAD for real property. 

Sales Tax- Inclusion of 
Delivery Charges within 
"Gross Proceeds" 
Subject to Tax 

James v Dep't of Treasury, unpub
lished opinion per curiam of the Court 
of Appeals (6/26/92; Court of Appeals 
Docket No. 132896) 

The taxpayer in this case operated 
furniture outlets and delivered pur
chased furniture to customers' homes 
for an extra charge. The customer 
was not required to have the furni
ture delivered, and the delivery 
charges were separately invoiced, 
were competitive and produced a net 
profit to the taxpayer. The Michigan 
Department of Treasury assessed the 
retailer for unpaid sales taxes, alleg
ing that the delivery charges should 
have been incorporated within the 
"gross proceeds" subject to imposition 
of the Michigan sales tax. The Court 
of Appeals affirmed the determina-
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tion of the Court of Claims that the 
delivery charges were not properly 
included within the sales tax base. 
The Court concluded that, under the 
circumstances presented, the provi
sion of delivery services by the tax
payer constitutes "some other kind of 
business" within that provision of the 
Sales Tax Act [MCL 205.52(2); MSA 
7.522(2)] which states that if a tax
payer "engaged in the business of 
making sales at retail ... is engaged 
in some other kind of business" not 
taxable under the Act which is not 
subject to sales tax, the tax applies 
only to gross proceeds emanating from 
the retail business, so long as the 
taxpayer maintains distinct business 
records. The Court confirmed that a 
taxpayer may be engaged in separate 
businesses, one generating taxable 
gross proceeds, the other not, even if 
the two businesses are somehow 
related; the Court emphasized that 
the question of the taxability of deliv
ery services is not dependent upon an 
analysis of the kinship the charges 
have to the retail enterprise, but 
instead depends upon whether the 
purchaser acquires title to the goods 
before or after delivery. In this case, 
the Court found that the facts clearly 
established that delivery was entirely 
separate from the taxpayer's retail 
sale offurnitu.re, and that the charges 
for such were not part of the 
taxpayer's sales tax base. 

Charitable Ad Valorem 
Real Property Tax 
Exemption - Headlands 
Conference Center 

Chauncey and Marion Deering 
McCormick Foundation u Wawatam 
Twp (After Remand), unpublished 
opinion per curiam of the Court. of 
Appeals (7/24/92; Court of Appeals 
Docket No. 133210) 

In Chauncey and Marion Deering 
McCormick Foundation, the Michigan 
Court of Appeals, upon consideration 
of the matter after remand to the 
Michigan Tax Tribunal for a determi
nation of whether Petitioner was 
entitled to a charitable exemption 
from ad valorem real property taxes, 
upheld the !Tribunal's decision that 
the disputed real property, a 520 acre 
parcel known as the Headlands 
Conference Center, qualified for 
exemption. On appeal, Wawatam 
Township did not contend that 
Petitioner's activities as a whole 
failed to meet the criteria that they 
exist as "a charitable gift for the 
benefit of the general public without 
restriction or for the benefit of an 
indefinite number of persons," but 
instead urged that Petitioner be 
deemed ineligible for exemption 
because (1) the availability of the 
Headlands property was not readily 
made known to the general public, 
and accordingly did not meet the 
generally-accepted definition of 
charity; (2) the property was not used 
solely for the purposes for which 
Petitioner was incorporated; and (3) 
Petitioner did not occupy or use the 
land "in any appreciable quantum for 
the stated purposes." 

The Court of Appeals disagreed on 
all three points, ruling that the record 
disclosed competent material and 
substantial evidence to support the 
conclusion that the Headlands is 
available for the benefit of an indefi
nite number of persons; that the fact 
that the Headlands Indian Health 
Careers Program is permitted to use 
the premises does not violate the 
entity's articles of incorporation 
prohibiting operation of a post-sec
ondary educational institution or 
vocational school; and that the unde
veloped nature of much of the prop
erty did not prohibit the grant of an 
exemption. 
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Tax Lien - Priority over 
Taxpayer's Assignment 
of Seized Funds to 
Counsel 

In re Forfeiture of $126,174, 191 Mich 
App 443 (1991) 

Certain cash funds were seized from 
the taxpayer as a consequence of his 
arrest on controlled substances 
charges. The taxpayer retained 
counsel to represent him in proceed
ings stemming from the charges and, 
as payment for legal services to be 
rendered, agreed in the retainer 
agreement to assign to counsel his 
rights in a portion of the seized funds. 
The assignment was executed sev
enty-nine days before the Michigan 
Department of Treasury issued final 
assessments in amounts exceeding 
sums included within the cash funds 
and issued a notice of tax levy. The 
taxpayer contended that the assign
ment of the funds to counsel took 
precedence over the Department's tax 
lien, while the Department argued 
that its lien had priority pursuant to 
statute, and that counsel acquired the 
same rights the taxpayer had in the 
funds. 

The Court of Appeals agreed with 
the Department, holding, that under 
MCL 205.29(1); MSA 7.657(29)(1) a 
tax lien had already attached to the 
taxpayer's property at the time the 
assignment of the funds to counsel 
occurred. The Court rejected the 
notion that the validity of the state's 
lien was somehow affected by a 
change in the form of the taxpayer's 
property, or by the assignee's lack of 
actual notice of the lien. Moreover, 
the panel found that counsel was not 
a "purchaser" for purposes of MCL 
211.686; MSA 7.753(56), which sets 
forth circumstances under which a 
state tax lien will be void. [Editor's 
Note: For a companion case involving 
the validity of the Department's tax 
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assessments, see Martin v Dep't of 
Treasury, MTT Docket No.118169 
(1991).] 

Personal Property Tax
Board of Review 
Requirement Enforced 

Simmons Airlines, Inc v Negaunee 
Township, 192 Mich App 456 (1992). 

In petitioning the Michigan Tax 
Tribunal for relief from its personal 
property tax assessments Simmons 
Airlines, Inc. claimed that its airport 
hangars were exempt. However 
Simmons had failed to appeal to' the 
local board of review, a prerequisite 
to bringing an appeal before the 
Michigan Tax Tribunal. 

The Court of Appeals affirmed the 
Michigan Tax Tribunal's rejection of 
the taxpayer's claim that board of 
review protest is not required when 
the claim of excessive valuation is 
asserted in the context of a defense 
to a collection action in circuit court. 
Ins~ holding, the Court distinguished 
preVIous cases permitting transfer of 
cases from the circuit court to the 
Trib_unal. Here, Simmons merely 
rec~1ved the opportunity to request 
rev1ew by the Michigan Tax Tribunal 
w:hi~e the circuit court retained juris
dictiOn, and there was no tolling of 
the requirement that the taxpayer 
file its appeal with the Michigan Tax 
Tribunal within 30 days of an adverse 
ruling by the municipality. 

Property Taxation -
Priority of Tax Lien over 
Bank's Security Interest 

Michigan National Bank v 
Auburn Hills, 193 Mich App 109 
(1992). 

Michigan National Bank acquired 
certain personal property through the 
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default of one of its customers, where- tain corporate officials, the Tribunal 
upon the bank exercised its lien declined to consider parol evidence 
pursuant to a perfected security designed to explain or alter the terms 
interest and took possession of the of what, in its estimation, was an 
customer's assets. Subsequently, the unambiguous contract of sale. In 

~ City of Auburn Hills exercised its tax affirming the assessment, the Tribu-
lien with respect to the same personal nal concluded that Guardian was a 
property. Before the Michigan Tax successor corporation and conse-
Tribunal, the bank asserted that it quently had personal liability for its 
was entitled to a refund of property predecessor's unpaid taxes. 

jj 
taxes paid because the city had 

Use Tax- Industrial overvalued certain personal property 
and the bank's perfected security Processing Exemption interest had priority over the city's 
tax lien. for Food Processor 

The Court of Appeals agreed with 

I 
the Tax Tribunal that 1934 PA 38 Elias Brothers Restaurants, Inc v 
makes personal property taxes a first Dep't of Treasury, MTI Docket Nos. 

l lien superior to all other claims, 112177 & 144938 (April3, 1992) 
whether prior or subsequent to the 

j 
tax lien. The Court also opined that, Section 9(4)(g) of the Michigan Use - while there may be exceptions for Tax Act provides that the use tax 

' " property purchased "in the regular shall not apply to property sold to an 

Cl course of retail trade," or where the industrial processor for use or con-
claim is backed by a federal lien, sumption in industrial processing, 
those exceptions do not apply in the but excludes from the definition of 
instant case. industrial processing "the preparation 

Successor Liability-
of food and beverages by a retailer for 
retail sale." In Elias Brothers Restau-

Parol Evidence Rule rants, Inc, the Michigan Tax Tribunal 
addressed the taxability under the 

Guardian Protective Services v Dep't 
Use Tax Act of a commissary, part of 
Petitioner's business enterprise, 

of Treasury, MTI Docket No. 104046 which prepared and distributed food 
(December 20, 1991) products both to company-owned 

Called upon to determine whether a 
restaurants and those run by franchi-
sees. Assessments issued to Peti-

successor corporation was liable for tioner reflected Respondent's 
the unpaid withholding taxes of its determination that, although 
predecessor, the Michigan Tax Tribu- Petitioner's commissary acted as a 
nal, in Guardian Protective Services, wholesaler in its provision of the 
rejected the taxpayer's contention products to franchise outlets, thus 
that it had purchased only certain rendering Petitioner eligible for the 
accounts of the corporation, not the industrial processing exemption with 
entire business. The Tribunal ana- respect to these sales, tax was due on 
lyzed the terms of the purchase products prepared and distributed in-
agreement and, with specific refer- house. The Tribunal rejected the 
ence to numerous provisions con- Department's reliance upon authority 
tained within the document, found gleaned from another state as "too 
that it reflected the sale of the whole remote," finding instead that imposi-

/ 8 enterprise. Although Guardian tion of use tax upon the deemed retail 
attempted to demonstrate the con- portion of Petitioner's activities would 25 trary through the testimony of cer-
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contravene the notion that the indus- The Petitioner in Fourth Seacoast 
trial processing exemption in part Publishing Co published "cargo 
exists so that no pyramiding of the industry informational books" funded 
tax will occur; in addition, the Tribu- through advertising receipts which 
nal, following the dictates of Michi- were printed and delivered to Peti-
gan Allied Dairy Ass'n v State Board tioner in Michigan, and provided by 
ofTaxAdministration, 302 Mich 643; Petitioner free of charge to users. 
5 NW2d 516 (1942), declined to Petitioner claimed that the books 
apportion the use tax between exempt qualified for exemption from payment 
and nonexempt uses. of use tax under a provision of the 

Michigan Use Tax Act which exempts 
Sales Tax- Taxpayer's controlled circulation publications, as 

Failure to Maintain property acquired for purposes of 
resale, and under the Commerce 

Adequate Books and Clause; Petitioner also claimed that 

Records -Audit Test it was eligible for waiver of the 10% 

Period 
negligence penalty assessed by Re-
spondent, in particular because it had 
paid the assessed tax and interest 

Great Lakes Sportswear Industries, under amnesty provisions. The 
Inc v Dep't of Treasury, MTT Docket Tribunal rejected Petitioner's conten-
No. 154047 (July 1, 1992) tions on all counts. ( In determining that Petitioner 
In Great Lakes Sportswear Industries, could not avail itself of the controlled 

( Inc, the Michigan Tax Tribunal circulation publication exemption set 
upheld Respondent's determination to forth in §4(n) of the Use Tax Act, the 
rely upon a twelve-month test period Hearing Officer looked to the five 
in ascertaining sales tax deficiencies criteria for such publications set forth 
on the part of a clothing retailer, in 39 USC 4421, and found that the 
where Petitioner offered no evidence contested publications did not meet 
tending to dispute either the validity two of the stated criteria, those 
or the accuracy of Respondent's use requiring publication on a quarterly 
of the test period selected, and where basis and defining such publications 
the Tribunal deemed that the as- as ones "not owned and controlled by 
sumptions of Respondent's auditor one or several individuals or business 
were reasonable. concerns and conducted as an auxil-

iary to and essentially for the ad-

Use Tax- Exemption vancement of the main business or 

Claimed under 
calling of those who own or control 
them." The Tribunal additionally 

Controlled Circulation refused to acknowledge that the 

Publications, Purchase property sought to be taxed repre-
sented purchases for resale because 

for Resale and the publications were distributed to 

Commerce Clause users free of charge for purposes of 

Provisions; Waiver of 
advertising and promotion. As for the 
Commerce Clause claim tendered, the 

Negligence Penalty Tribunal rejected Petitioner's claim 
that taxation of its purchases of the 

Fourth Seacoast Publishing Co v publications is constitutionally pro-
( Dep't of Treasury, MTT Docket No. hibited, concluding that publications 

101209 (April22, 1992) "contracted for, purchased, and 
26 delivered in Michigan for immediate 
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transport to an out of state location state, concluding instead that the 
are taxable." Finally, the Tribunal transaction which gave rise to the 
afforded Petitioner no relief from the income involved the disposition of 
negligence penalty imposed, stating intangible personal property, stock. 
that reasonable cause for waiver of 
the .P~nalty was not demonstrated by Sales and Withholding 
PetitiOner's efforts in contacting 
postal authorities and the printer to Taxes - Corporate 
inquire about the taxability of its Officer Liability 
purchase transaction, and that the 

(l facts did not reveal a right to waiver Christel v Dep't of Treasury, MTT 
of the penalty under statutory am-
nesty provisions. 

Docket No. 148716 (June 11, 1992) 

Personal Income Tax-
Petitioners, the sole shareholders in 
a business which became insolvent, 

Allocation of Capital contended in their appeal to the 

Gain on Distribution of 
Michigan Tax Tribunal that they 
were not liable for Michigan sales 

Installment Obligation and withholding taxes because they 
delegated the responsibility of pay-

e Garrett v Dep't of Treasury, MTT ment of taxes to the corporation's 

Docket No, 126302 (May 21, 1992) general manager who signed all but 
one tax return and wrote the vast 

'!t Garrett involved a Michigan resident majority of corporate checks. In 

who was the sole shareholder of the reliance upon the evidentiary criteria 

c?mmon stock of a Kentucky corpora- set forth in the Department of 

tlon. Upon liquidation pursuant to Treasury's Revenue Administrative 

the provisions of 26 USC 337 the Bulletin (RAB) 1989-38, the Tribunal 

corporation sold its equipmez{t-all determined that the involvement of 

located in Kentucky-on an install- both Petitioners in corporate affairs 

ment basis and distributed the was sufficiently "tax specific" to 

~nstallment note to the taxpayer render them liable for the 

m exchange for all of his corporate corporation's unpaid tax obligations 

shares. In 1987, the taxpayer for they signed annual reports and ' 

received payment on the installment sales tax registration applications in 

obligation, considered the payment as their corporate officer capacities had 

representative of the selling price of check-writing authority, and si~ed 
his stock, and reported a long term certain returns as corporate officers. 

capital gain on ScheduleD of his US Although Petitioners claimed that 

1040, but excluded this sum from his their situation was akin to that 

Michigan income tax return. Respon- demonstrated in Bedikian v Dep't of 
•I dent sought to tax the gain as income Treasury, MTT Docket No. 104045 

I 
properly allocable to Michigan under (1991), the Tribunal observed that 

MCL 206.112(3); MSA 7.557(1112)(3). "~he situation in Bedikian is very 

I 
The Michigan Tax Tribunal different from that in the present 

I adopted the position advocated by case." 

Respondent, and in so doing expressly Use Tax - Software disavowed Petitioner's contention 

·.~ 
that the income was properly Customization not within 
allocable to Kentucky because the Industrial Processing installment obligation represented 
payment for equipment situated that Exemption- Purchase 27 
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for Resale and 
Demonstration 
Exemptions 

Professional Guidance Systems v Dep't 
of Treasury, MTI' Docket No. 111890 
(May 11, 1992) 

Petitioner, a retailer of turn-key 
computer systems for the real estate 
industry which include the provision 
of hardware, software, training and 
technical support, claimed that its 
purchases of two computers and 
related materials qualified for exemp
tion from imposition ofthe use tax 
either as property used or consumed 
in industrial processing, purchased 
for resale, or used for demonstration 
purposes. Respondent determined 
that Petitioner was ineligible for the 
claimed exemptions and issued its 
use tax assessment. 

In the proceeding before the Michi
gan Tax Tribunal, in the course of 
which Petitioner reiterated the bases 
for its exemption claim, the parties 
presented a stipulation delineating 
the percentage of time the computers 
were devoted to a variety of purposes 
(~, the parties agreed that the 
equipment was used 59% of the time 
to modify a base system after delivery 
to the customer and 5% for demon
stration purposes); Petitioner con
tended that 75% ofthe properties' 
aggregate uses were devoted to ex
empt uses, but that the purchases 
were wholly exempt from payment of 
use tax under the rationale espoused 
in Michigan Allied Dairy Ass'n v State 
Board of Tax Administration, 302 
Mich 643; 5 NW2d 516 (1942) [sic: 
the Tribunal's opinion mis-cites the 
title of this case as Dairy Board Ass'n 
v Board of Tax Administration]. The 
Tribunal held that Petitioner was 
eligible for an industrial processing 
exemption in the amount of 1% of the 
amount of the assessment (for pro
gram development), but denied the 
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taxpayer the benefit of the greater 
share of the exemption to which it 
claimed entitlement on grounds that 
the stipulated functions (those relat~ 
ing to customization, trouble-shooting 
of previously-customized programs 
and development of customized 
programs and installation) "almost 
exclusively" related to the custom
ization of software which, according 
to the Tribunal, does not qualify as 
industrial processing under the Use 
Tax Act. In addition, the Tribunal 
refused to recognize that the proper
ties were purchased for resale pur
poses inasmuch as the taxpayer 
admitted that the equipment was 
devoted to its own uses, and later was 
sold only to alleviate cash flow diffi
culties, and without discussion held 
that Petitioner was eligible for a 
demonstration exemption measured 
by 5% of the amount of the assess
ment. [Editor's Note: This case 
should be analyzed in tandem with 
the decision of the Michigan Tax 
Tribunal in Elias Brothers Restau
rants, Inc v Dep't of Treasury re
viewed as part of this collection of 
cases.] 

Single Business Tax~ 
Interest Income 
Generated from 
Taxpayer's Leasing 
Activities is Properly 
Excluded from Tax Base 
and Incorporated within 
Sales Factor; Employer
Employee Relationship 
for Purposes of 
Determining Compen
sation; Administrative 
Discrimination 

Prulease, Inc v Dep't of Treasury, 
MTT Docket No. 91414 (July 8, 1992) 

{'\ 

f 

(, 

( 



Michigan Tax Lawyer-3rd Quarter 1992 

The taxpayer, a Delaware corpora
tion with its principal offices in 
Massachusetts, is engaged in the 
business ofleasing equipment and 
lending money; during the tax years 
under consideration, no loans were 
generated at any Michigan locations. 
In computing its single business tax 
liability for the years in issue, 
Prulease subtracted interest income 
generated by reason of its leasing and 
lending efforts from its total tax base 
before apportionment and added 
interest income to the sales factor of 
the formula used to apportion its tax 
base to Michigan. The Department 
disapproved of the approach adopted 
by the taxpayer-contending instead 
that interest income was to be in
cluded in the taxpayer's tax base and 
excluded from the sales factor-on 
grounds that, as a non-financial 
corporation, its lending activities did 
not qualify as "business activities" 
under the Single Business Tax Act 
(SBTA) and that interest income 
represents "investment interest" not 
subject to the provisions of the Act. 

In concluding that Prulease's 
deduction of interest income from its 
tax base on its single business tax 
returns was proper, the Tribunal 
noted the SBTA's differential treat
ment of financial and nonfinancial 
corporations relative to the deduction 
of interest, and found assistance in 
language contained in the decisions 
of the Michigan Court of Appeals and 
Michigan Supreme Court in J C 
Penney Co, Inc and Trinova. Fur
ther, the Tribunal confirmed the 
validity of the taxpayer's inclusion of 
interest sums in the sales factor of 
the apportionment formula, looking 
to the definition of the term "sale" set 
forth in §7(1) of the SBTA in light of 
all three leasing arrangements en
gaged in by Prulease (a straight lease, 
in which the taxpayer retained title 
to the property; a lease and security 
agreement which the Tribunal held 
represented a conditional sale; and 

an unsecured loan, the making of 
which constituted doing business in 
Michigan so as to subject Prulease to 
a levy of single business tax). Al
though the Department argued that 
the interest sums could not be incor
porated within the §7(1) definition of 
"sale" pursuant to the decision of the 
Court of Appeals in USX Corp v Dep't 
of Treasury, 187 Mich App 256; 466 
NW2d 294 (1990), the Tribunal 
distinguished the circumstances 
surrounding the USX case on grounds 
that the interest income in issue in 
this case clearly was derived from 
Prulease's business activities. 

The Tribunal also examined the 
facts surrounding an employee shar
ing arrangement extant between 
Prulease and a related entity, con
cluding that the Department errone
ously included compensation for 
certain employees within the 
taxpayer's tax base. 

Finally, no relief was afforded the 
taxpayer with respect to its claim 
that the position adopted by the 
Department evidenced discriminatory 
application of the law because it 
contravened the Department's own 
statements disclosed in informal 
"Questions & Answers" it had 
developed. 

Real Property Taxation -
Public Golf Course 
Valuation 

Anthony L. Barclae d I b I a Kimberley 
Oaks Gol{Club v St. Charles Twp, 
MTT Docket No. 97601 (May 4, 1992). 

The owner of an 18-hole golf course 
situated on approximately 189 acres 
appealed his real property assess
ment to the Michigan Tax Tribunal. 
The Tribunal rejected the appraisals 
of the respective parties, both of 
which had developed a "going con
cern" value, deducting the contribu
tory value of personal property and 
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the clubhouse which was subject to a 
commercial facilities tax exemption. 
The Tribunal instead developed an 
independent true cash value conclu
sion based primarily upon market 
data supplied as part of the market 
approach contained in the township's 
appraisal. The Tribunal selected a 
value that approximated the average 
selling prices of four golf courses. 

Real Property Taxation -
County Property Tax 
Exemption Denied 

Wayne County v Romulus, MTI' 
Docket No. 110923 (June 11, 1992). 

Wayne County, the owner of a sub
stantial amount of vacant property in 
the City of Romulus, claimed that the 
property was exempt from real prop
erty taxation under MCL 211.7m; 
MSA 7. 7(4j), which provides that 
"property owned by, or being acquired 
pursuant to an installment purchase 
agreement by a county, ... used for 
public purposes ... is exempt from 
taxation." The Michigan Tax Tribu
nal withheld the exemption in this 
case, stating that it is authorized only 
where the county's ownership coin
cides with a present use for a public 
purpose. In this instance, the exemp
tion was not available because the 
property was vacant and the county 
held it for a future public purpose. 
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standards set forth in Section 482 of 
,,• ',,., ;_,,,~,·-

by: David J. Furstenberg 
the Internal Revenue Code and the 

Section 482 of the Internal Revenue regulations thereunder in negotiating 
Code authorizes the Internal Revenue an agreement with the foreign compe-
Service to reallocate income among tent authority. 
related corporations in order to pre-
vent evasion of taxes or to clearly Who is Competent Authority? 
reflect the income of these companies. The U.S. competent authority is the 
Where section 482 adjustments Assistant Commissioner (Interna-
involve a U.S. corporation and a tional), assisted by the Tax Treaty 
related foreign entity, the potential Division. The Assistant Commis-
for double taxation is present. Under sioner (International) acts only with 
the Mutual Agreement Article of tax the concurrence of the Associate Chief 
treaties, an administrative procedure Counsel (International). The Assis-
exists whereby taxpayers can seek tant Commissioner (International) is 
assistance from U.S. competent authorized to engage in negotiations 
authority alone, or in conjunction with a foreign competent authority 
with the competent authority of the without a taxpayer request in situa-

~e 
treaty country. tions deemednecessary to protect 

As the world grows smaller, the U.S. interests. 
number of disputes involving transfer 

(I) pricing issues between U.S. corpora- Procedures When Adjustment 
tions and their foreign subsidiaries Proposed by Treaty Country 
has exploded as the IRS seeks addi- When a treaty country proposes to 
tional tax revenue. tax a U.S. taxpayer's income in 

The Service has dramatically contravention of a tax treaty, the 
increased its efforts in this area taxpayer must file a written request 
resulting in the increased likelihood for competent authority assistance 
that tax practitioners will be con- as soon as practical after the treaty 
fronted by this issue. This article will country's position has been suffi-
briefly discuss the competent author- ciently developed, whether or not 
ity procedures. an adjustment has been formally 

proposed. 
Revenue Procedure 91-23 The statement requires a great 
Rev. Proc. 91-23, IRB 1991-11, 18, deal of information, including (a) 
sets forth the procedures taxpayers reference to the specific treaty provi-
must follow to request U.S. competent sions pursuant to which consideration 
authority assistance. Generally, is requested; (b) names, addresses 
competent authority assistance and taxpayer identification numbers 
should be requested when the actions of taxpayer and related persons 
of the U.S., the treaty country, or both involved and taxable years involved; 
will result in taxation that is contrary (c) IRS Center where taxpayer and 
to provisions of the treaty. If compe- any related persons file tax returns; 
tent authority assistance is appr9pri- (d) whether taxpayer's federal tax 
ate, the U.S. competent authority will returns were examined or are cur-
consult withthe foreign competent rently under examination; (e) descrip-
authority, with the goal of reaching tion of the type of income, property or 

;J tl\ an agreement acceptable to the U.S., property transfer involved, including 
/ to the treaty country and to the amount of tax and accrued interest 

taxpayer. The U.S. competent author-
ity will be guided by the arm's length 

involved; m status of any tax exami-
35 
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nation in the treaty country; (g) 
amount of cumulative adjustment or 
credit to taxpayer's U.S. tax return if 
U.S. competent authority accepted 
the position of the treaty country; (h) 
whether issues in question were 
previously considered as part of an 
advance pricing agreement in the 
U.S. or foreign country (see Rev. Proc. 
91-22, IRB 1991-11, 11); (i) powers of 
attorney; (j) amended tax returns; 
and (k) a separate document in which 
taxpayer consents to disclosure to 
foreign competent authority of all 
information contained in the request 
for U.S. competent authority. 
Practitioners should review Rev. 
Proc. 91-23 for more specific require
ments as well as additional informa
tion that may be requested by U.S. ·· 
competent authority. 

Procedures When Adjustment 
Proposed by the U.S. 
When the U.S. proposes to adjust a 
taxpayer's income in a manner that 
improperly denies the taxpayer a 
benefit or safeguard under the terms 
of a tax treaty, the taxpayer must file 
a written request for competent 
authority as soon as practical after 
the amount of the proposed adjust
ment is determined and communi
cated in writing to the taxpayer. A 
copy of the request must also be filed 
with the office of the IRS where the 
taxpayer's case is pending, and to the 
Office of the Chief Counsel if a suit is 
pending in a U.S. Court. 

Taxpayers generally must pursue 
their right of administrative review 
with Appeals before requesting 
competent authority assistance 
unless U.S. competent authority 
waives this requirement. 

If the dispute remains unresolved 
after completion of the competent 
authority proceedings, the IRS will 
not allow further considerations by 
Appeals unless the U.S. competent 
authority, with the concurrence of the 
Associate Chief Counsel (lnterna-
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tional) and the National Director of, 
Appeals, agrees. Where additional 
issues not related to competent 
authority matters are present, the 
IRS examination procedure continues 
under the normal procedures with 
respect to all issues not under compe
tent authority consideration. 

The form of the written request for 
competent authority parallels the 
requirements when the adjustment is 
proposed by a treaty country. 

Rev. Proc. 91-23 also provides a 
small case procedure with simplified 
requirements. This procedure is 
available to corporate taxpayers when 
the total proposed adjustment and 
U.S. tax liability does not exceed 
$100,000 and $25,000, respectively. 
The ceilings are $50,000 and $10,000 
for individual taxpayers. 

Granting of Request for 
Competent Authority Assistance 
Practitioners should be aware that 
the acceptance of requests for assis
tance are not mandatory. Further, 
denial of taxpayer requests are not 
subject to administrative or judicial 
review. However, as indicated in 
Rev. Proc. 91-23, taxpayers are 
encouraged to seek U.S. competent 
authority assistance and the user fees 
set forth in Rev. Proc. 90-17, 1990-1 
C.B. 4 79 do not apply to competent 
authority requests. This indicates 
the desire of the U.S. to effectively 
utilize the competent authority 
procedure to resolve tax disputes. 
Denials may occur under the follow
ing circumstances: (a) taxpayer is not 
entitled to the treaty benefit in ques
tion; (b) taxpayer is only willing to 
accept an agreement which is unrea
sonable or prejudicial to the U.S.; (c) 
taxpayer does not agree that compe
tent authority negotiations are a 
government to government activity 
that does not include taxpayer's 
participation in the negotiation 
proceedings; (d) taxpayer furnishes 
insufficient information (e) taxpayer 

(, 

( 

(, 
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acquiesced in a foreign adjustment 
and made a correlative adjustment on 
its U.S. tax return without seeking 
U.S. competent authority assistance; 
or (f) taxpayer fails to comply with 
Rev. Proc. 91-23 or fails to cooperate 
with the IRS or U.S. competent 
authority so that the ability of U.S. 
competent authority to negotiate and 
conclude an agreement is significantly 
imp£lded. 

Protective Measures 
Rev. Proc. 91-23 requires taxpayers 
to take protective action with U.S. 
and foreign tax authorities to insure 
that agreements reached by compe
tent authority are not barred by 
administrative, legal or procedural 
barriers, such as applicable statutes 
of limitations. 

Failure to Request Competent 
Authority Assistance 
A taxpayer's failure to request 
competent authority assistance can be 
costly. Treasury Regulationsection 
1.901-2(e)(5)(i) provides that amounts 
paid to foreign tax authorities that 
would not have been due if the treaty 
country had made a correlative 
adjustment may not constitute a 
creditable foreign tax. Rev. Proc. 
91-23 indicates that failure to request 
competent authority assistance will 
constitute a failure to exhaust all 
effective and practical remedies as 
required by the regulations. It is 
imperative that taxpayers, and their 
tax counsel, do not ignore this poten
tial pitfall. 

Conclusion 
If U.S. and foreign competent 
authorities reach an agreement, the 
taxpayer is not required to accept it. 
The taxpayer may ~ithdraw the 
request and pursue its other rem
edies, including litigation. 

The procedures discussed in this 
article are necessarily general. Prac-

titioners should review all applicable 
requirements in detail if faced with a 
transfer pricing issue. As taxpayers 
increasingly engage in international 
transactions, more practitioners will 
be faced with competent authority 
proceedings. 
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Recent Developments in Computers for Attorneys,·· f:flxl;T~~*n·~~! L,. ,· . ;',, • ;;, '' 
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by: Richard C. Kraus 14" SuperVGA monitor cost about 
$7,500, without a printer. 

Since the introduction of personal In the last year, the cost of com put-
desktop computers into the law office ing power has plummeted. The entry 
in the 1970's, the key developments in level computer now has a 386SX 
the computer industry have been processor running at 20 or 25 MHz, 
technological in nature. However, in with 2 to 4 MB RAM and a hard disk 
1992 and probably into 1993, the most of 80 to 120 MB. Such systems can be 
important developments have been purchased for as little as $1,000. The 
economic. For a variety of reasons, mid-level systems are based on 

The availability the price of computer systems with 386DX processors operating at 25 to 

of computers the capacity to run sophisticated and 33 MHz and are available for about 
demanding applications has dropped $1,500, including hard disk and 

with high drastically. As a result, such high- monitor. The current state-of-the-art 
speed powered systems are easily within the processor for IBM-compatibles is the 
processors, reach of any law practice. 486 chip, which runs at speeds from 

'i 
large amounts Although the cost savings on any 33 MHz to 66 MHz, with a 100 MHz 
ofRAM and office equipment is welcome news for chip coming out in the near future. A 

,'! attorneys, the most important conse- 486 system operating at 50 MHz, 'I 
I enormous 

' 
quence of the availability of powerful with 8 MB RAM and a 200MB hard () I storage systems at reasonable prices is the disk can be purchased for $2,500 to 

capacity at ability to run software applications $3,000. ( reasonable which are far beyond the traditional In the early years of the PC indus-
prices word processing and accounting try, purchasers were willing to pay 
promises to programs. The availability of com put- premium prices for the high-quality 

change the ers with high speed processors (the computers manufactured by well-
microprocessor chip which executes known companies such as IBM, 

ways in which software and hardware codes), large Compaq and Digital Equipment. 
attorneys use amounts of RAM (the memory used to However, it has become increasingly 
computers. run programs) and enormous storage common to obtain computers directly 

capacity (the media used to retain from the manufacturer, such as Dell, 
files) at reasonable prices promises to Gateway 2000, and Zeos, or through 
change the ways in which attorneys heavily discounted mail order dis-
use computers. tributors and "superstores". As a 

In the early 1980's, an IBM XT or result, even the top line brands have 
Compaq Deskpro equipped with an drastically cut prices and introduced 
8088 processor running at 4. 77 MHz, lower-cost products. 
with 256 kilobytes ofRAM, a 10 This competition at the retail level 
megabyte hard disk, and a 12" mono- has been aided by developments at 
chrome monitor, represented the the manufacturing level. Until re-
state-of-the-art for law offices at a cently; Intel was the only manufac-
cost of about $5,000.1 In the mid turer of chips for use in IBM-com-
1980's, the next generation of IBM- patibles. However, several companies 
compatible computers used an Intel have now released competitive chips, 
286 processor operating at 12 MHz, which has resulted in significant price 
with 640 KB RAM, a 20MB hard cuts. Increased production capacity 
drive, and a 12" VGA monitor, at a has also resulted in a substantial 
cost of about $7,500. In fact, in 1990, decrease in the cost of RAM chips; 
a high-end law office computer with a this has led to standard configura-
386 processor running at 16 MHz, 1 tions of 2 to 4 MB, with many users 

38 MB RAM, a 40MB hard drive, and a finding that the modest additional 
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cost to upgrade to 8 to 16 MB of RAM 
is well spent. 

The reason for having as much 
RAM as possible is the growing 
prevalence of Microsoft Windows and 
IBM OS/2. 2 Most attorneys are 
familiar with DOS systems which 
require the user to enter commands 
from the keyboard. Windows is a 
"graphical user interface" or "GUI" 
which permits the user to select 
programs and perform various opera
tions by pointing and clicking with a 
mouse or trackball device, thus elimi
nating the need to learn and remem
ber the sometimes arcane commands 
entered at the DOS prompt. Windows 
also allows "multitasking'', i&..., run
ning several programs simulta
neously. As an example, a database 
could be re-indexed or a large spread
sheet recalculated in the background 
while the user types in a word pro
cessing document. 3 In addition, 
Windows is required to operate cer
tain types of graphically oriented 
applications, such as desktop publish
ing. 

In the next few years, most users 
will have to select an operating sys
tem to replace DOS. The current 
version of Windows is not an operat
ing system, but rather an overlay on 
DOS. IBM has developed OS/2, which 
is a complete graphically oriented 
operating system which replaces 
DOS. Microsoft plans to release 
Windows NT in late 1992, which, like 
OS/2, is a 32-bit operating system 
which takes full advantage of the 
latest hardware. While the details· 
are too involved for this article, the 
key point to remember is that Win
dows, Windows NT and OS/2 work 
best with as much RAM and as fast a 
hard disk as possible. Although the 
developers claim that Windows can 
run with 2 MB of RAM and OS/2 can 
run with 4 MB, it is far better to have 
at least 4-8 MB for Windows and at 
least 8 MB for OS/2. In light of the 
low prices for SIMM's (RAM chips), 

the upgrade to 8 or 16 MB is a wise 
choice. 

The cost of hard drives have also 
dropped substantially. The current 
price for a 200 MB drive is about the 
same as a 20 MB drive only 5 years 
ago. As software programs become 
more and more powerful, they also 
become much larger. For example, 
OS/2 requires 30 MB of hard disk 
space just by itself, without any 
separate applications. Windows 
takes up about 15 MB, while pro
grams which operate under Windows 
tend to be quite large. For example, 
word processing programs such as 
Word for Windows, AmiPro and 
WordPerfect for Window~ require an 
average of 15 MB space. The stan
dard hard disk on newer systems 
ranges from 80 to 120MB; it is very 
common to find hard disks with 200 
to 350 MB of storage. In fact, hard 
drives with capacities measured in 
gigabytes ( 1 billion bytes or 1000 MB) 
are available, at prices under $2,000. 
Another form of mass storage, 
rewriteable optical disks, are also 
coming onto the market. These offer 
essentially unlimited storage capac
ity, since the disks can be removed 
and stored when full and a new disk 
inserted into the drive. 

The availability of fast processors 
and large amounts of RAM and hard 
disk space offer significant opportuni
ties to attorneys. In the last two or 
three years, optical scanners have 
become much more accurate and 
faster. A scanner permits the user to 
create digital images of documents, 
such as pleadings, research, or exhib
its, which can be indexed for retrieval 
and viewing. If the document needs 
to be edited, the scanned image can 
be run through "optical character 
recognition" software which looks for 
shapes which are recognized as 
letters and numbers and produces a 
text or word processing document. 
OCR software has advanced signifi
cantly, so that the accuracy of the 
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A scanner 
permits the 
user to create 
digital images 
of documents, 
such as 
pleadings, 
research, or 
exhibits, which 
can be indexed 
for retrieval 
and viewing. 
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resulting document is very high. 
Both scanning and OCR processing 
work best with as much RAM and 
hard disk storage as possible. The 
ability to take large stacks of docu
ments and input them into a com
puter without re-keying all of the 
text has obvious advantages for the 
law office. Scanners are particularly 
helpful in managing large files with 
numerous documents. While the 
main focus has been on litigation 
support, the potential uses are only 
limited by the attorney's imagina
tion. 

Any discussion of the newest 
computer systems inevitably raises 
concerns about purchasing equip
ment which may be "out-of-date" 
within a matter of months. Manufac
turers have started addressing these 
concerns by introducing 
"upgradeable" computers. In the 
past, it was necessary to replace 
the entire motherboard in order to 
upgrade to a faster processor; in 
many cases, such upgrades were 
not technically possible. With an 
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"upgradeable" computer, the proces
sor chip is designed so that it can be 
pulled out and a replacement chip 
plugged into the same socket. (Intel 
has introduced a series of chips which 
fit into an empty socket on 486SX 
systems and doubles the internal 
processing speed.) This allows up
grading to a faster processor without 
the need to replace the entire system. 

------------------------------------------------FOOTNOTES--------------------------------------------------

1. For demonstration purposes, this article will use IBM and IBM-compatible systems. The downward trend in 
pricing has also affected other systems, although to lesser degrees. As an example, Apple Computer has 
been lowering prices and increasing the capabilities of the Macintosh line of computers. However, due to the 
lack of any real competition from Apple-compatible computers, the pricing changes on Apple computers have 
been less drastic than with IBM-compatibles. 

2. However, having large amounts of memory is beneficial even if the user is only going to run DOS-based 
software applications. For example, WordPerfect 5.1 for DOS can be speeded up appreciably by loading 
certain parts of the program into extended or expanded memory (i..i... the RAM memory existing above the 
base memory of 640K and the upper memory between 640K and 1 MB). 

3. The current version of DOS 5.0 also permits "task-switching", which keeps several programs open in memory 
and available for use with a key-press. However, the programs cannot be used simultaneously. 
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