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September 15, 1994 

Dear Taxation Section Members: 

As I complete my term as Chairperson, it is interesting 
to look back and consider how the Tax Section has 
evolved, how it continues to improve, and the course that 
it will take for the future. 

The primary thrust of the Organization has always been 
education of the membership. The After Hours Tax Law 
series was intended to provide a high quality CLE program 
designed to fit into the end of a busy schedule. This 
year's program was once again a great success and an 
excellent 1994-1995 schedule is now in place. The 
Michigan Tax Lawyer has been the primary method of 
disseminating information to the membership (and has been 
the biggest single part of our budget). Major revisions 
to this publication have been made in the last ten years 
which have made this publication much more useful to the 
membership and have made it a model used by Taxation 
Sections of other states. 

The addition of committees for specific tax law 
specialties has not only provided for more effective CLE 
within each particular expertise, but just as important, 
has provided an excellent opportunity for us to get to 
know other practitioners in our own specialty. 

The addition of the Summer Tax Conference (now in its 
seventh year) has also provided this combination of 
useful, timely education, together with an excellent 
opportunity to know other practitioners in our own and 
other specialties. 

The chance to get to know and work with members 
Section has been the most enjoyable aspect of my 

of the 
service 
Council 

speakers 
on the Council. Throughout the years these 
members, committee chairs, committee members, 
and participants all have formed the Taxation 
into what it is today. 

Section 

The Section must continually adjust to meet the changing 
needs of the membership. The International Law Committee 
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was recently added to address a greatly expanding area of 
the tax law. The Section has become more actively 
involved in policy making, both with the State of 
Michigan and with the Internal Revenue Service. We have 
become more active in working with other Sections, 
including working with the Probate Section on the repeal 
of the Michigan Inheritance Tax, participating in the 
multi-Section effort addressing the State Bar lobbying 
issues and attending a multi-Section seminar sponsored by 
the Legal Economics Section. I found it interesting and 
helpful to participate with these other Sections and hope 
that we are able to continue these relationships in the 
future. 

I look forward to what the next few years will bring 
under the leadership of the new officers, Reg Nizol, 
Carol Karr and Steve Feldman. I want to thank all of the 
Council members, committee chairs and our program 
facilitator for their hard work, friendship and support 
in the past year. I also want to thank my Dad, a long 
time member of the Bar, who passed away last year, for 
his many years of encouragement and support. 

I look forward to what the future will bring for this 
Section and encourage all of the members to take 
advantage of the many services offered and to take an 
active part in the Section activities. 

DMM/kc 

Chairperson 
Taxation Section 

STATE BAR OF MICHIGAN 
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Report of the lution event, a majority in interest of 

Corporation Committee the remaining members must elect to 
continue the LLC. In Rev. Proc. 94-

Mark C. Larson 
46, issued June 29, 1994, a majority 
in interest will be met if remaining 

Dykema Gossett PLLC partners owning a majority of the 
400 Renaissance Center profits interests and a majority of the Detroit, Michigan 48243 
(313) 568-6790 capital interest agree to continue. 

Profits are determined and allocated 
1. Chairperson's Message. based on any reasonable estimate of 
Being this is my final Committee profits from the date of the dissolu-
Report, I would like to extend my tion event to the projected termina-
thanks to those who have attended tion of the partnership (LLC), taking 
joint meetings of the Corporation and into account present and future 
Partnership Committees over the allocations of profits under the part-
past two years. A special thanks goes nership agreement (operating agree-
out to Tony Ilardi for his efforts in ment). 
keeping us informed of LLC develop- Being that I am not inclined to 
ments and to Stephen M. Feldman write any more, I bid you adieu and 
who refrained from editing my Com- leave you with the following quote: 
mittee Reports making them more "The art of taxation consists 
fun to write. in so plucking the goose as 

I encourage each of you to make an to obtain the largest amount 
effort during the next year to attend of feathers with the smallest 
and participate in Committee meet- possible amount of hissing." 
ings. Your peers possess a tremen- ' 
dous wealth of knowledge and experi- Jean Baptiste Colbert \\ ' 

ence which can be an invaluable 
resource. 

Report of the Employee 
2. Recent and Future Activities. 
The focus during the summer months 

Benefits Committee 
has been on the upcoming annual Deborah W. Thompson, Chairperson 
meeting in September. The Corpora- Miller, Canfield, Paddock and Stone, P.L.C. 
tion and Partnership Committees are 150 West Jefferson, Suite 2500 
planning a panel discussion on LLCs. Detroit, Michigan 48226 
The panel members will share their (313) 496-7671 
thoughts on the first year of the 

1. Chairperson's Message. statute. 
Watch your mail for notice of The summer has offered a welcome 

future meetings. Don't confuse this slowdown of out-of-the office activi-

with mail from Publishers Clearing ties. However, now that fall is upon 

House or that outfit which sends us, we need to think about and plan 

envelopes with pictures of Ed our winter meeting. I welcome any 

McMahon on them. suggestions that you may have for 
speakers and/or topics for this meet-

3. Important Developments. ing. The Committee's success is 

One of the problems in securing a measured by your participation and 

ruling from the IRS regarding our input. 

LLC statute was the lack of guidance 
2. Recent Activities. as to the meaning of "majority in 
The Committee's last meeting was interest" with respect to the continu-

4 ity of life requirement. Upon a disso- held on September 22, 1994, in De-
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troit, Michigan, in conjunction with 
the State Bar Annual Meeting. Rep
resentatives from the Detroit and 
Cincinnati District Offices presented 
a timely and informative update on 
current issues and answered ques
tions. Janna Skufca, Employee Plans 
Branch Chief, and Larry Burleson, 
Director, Detroit EP:EO Office, gave 
brief comments regarding their 
offices. Joe Harpring, Manager, 
Determination Group in Cincinnati, 
updated Committee members on plan 
qualification procedures and related 
issues. Dennis Micelli, currently in 
charge of the Closing Agreement 
Program (CAP) in Cincinnati, spoke 
regarding that program and its 
significance after the close of the 
1994 plan year. 

3. Future Schedule. 
Our next meeting will be either in 
January or February of 1995. As 
mentioned above, I would appreciate 
it if Committee members would let 
me know of any speakers and/or 
topics that would be of interest. 
Watch your mail and future issues of 
the Michigan Tax Lawyer for notices 
of upcoming meetings. 

Report of Estates and 
Trusts Committee 

Joseph A. Bonventre, Chairperson 
Clark, Klein & Beaumont 
1600 First Federal Building 
Detroit, Michigan 48226-1962 
(313) 965-8293 

1. Chairperson's Message. 
This is my final report as Chairper
son of the Estates and Trusts 
Committee, and I want to thank all 
of you for helping to make my term 
an enjoyable experience. I sincerely 
appreciate your active participation 
and the assistance provided by my 
predecessors, George Gregory, Reg 
Nizol and Dennis Mitzel. I also thank 

the Tax Council for giving me the 
opportunity to serve in this position. 

During the past two years, our 
Committee has had several meetings 
and participated in several special· 
projects including assisting in the 
passage of the Michigan Estate Tax 
Act and preparing comments on the 
Proposed Regulations on the Genera
tion Skipping Transfer Tax. We also 
had the opportunity to participate in 
a Tax Section subcommittee that 
submitted comments on the proposed 
rules regarding the Michigan Tax
payer Bill of Rights. 

My successor will be Ed Deron. 
I hope Ed finds the experience as 
rewarding as I have, and I hope all 
of the members of the Committee are 
as helpful to Ed as they have been 
tome. 

I would appreciate it if all of the 
members of the Committee would 
take a few minutes and send a short 
note to Ed indicating topics you would 
like to discuss and/or issues which 
you would like the Committee to 
address at future meetings. This 
would be invaluable to Ed in obtain
ing speakers and developing pro
grams for next year. 

2. Recent Activities. 
The Summer Tax Conference was 
held on July 7-9, 1994 at Mission 
Point Resort on Mackinac Island. 
There was a good turnout from 
Estates and Trusts practitioners. 
Everyone enjoyed the speakers, 
workshops, materials and most of 
all the opportunity to spend a couple 
of days learning alot and socializing 
with other tax professionals and their 
families. 

3"' Upcoming Meetings. 
On Thursday, September 22, 1994 at 
2:00 p.m. (location to be determined 
by the State Bar of Michigan) our 
Committee will hold a meeting in 
conjunction with the State Bar of 
Michigan Annual Meeting. The 
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speakers for this meeting will include 
Mary T. Schmidt-Smith (a share
holder at Beier Howlett, P.C.), 
Lauren Underwood (an associate at 
Beier Howlett, P .C.) and Mark 
Landau (a shareholder at Maroko, 
Landau & Posner, P.C.). First, Macy 
and Lauren will speak on Marital 
Planning in the Estates and Trusts 
Areas, including marital deduction 
options and asset protection planning 
for married couples. Second, Mark 
will speak on IRA and Pension Plan 
Beneficiary Designations. 

Report of International 
Tax Law Committee 

Richard S. Soble, Co-Chairperson 
Honigman Miller Schwartz and Cohn 
2290 First National Building 
Detroit, Michigan 48226 
(313} 256-7520 

1. Chairperson's Message. 
As the outgoing Chairmen of the 
International Tax Law Committee, 
Frank Miller and I would like to 
extend our thanks to all who, through 
their active participation, helped to 
make the Committee's first two years 
so successful. We would also like to 
introduce and welcome the 
Committee's new Chairman, Ed 
MacDonald of Chrysler Corporation. 
Ed is an extremely bright and hard 
working individual who has contrib
uted greatly to the Committee's 
success in the past and will undoubt
edly sustain its vitality in the future. 

2. Recent Activities. 
On June 9, the Committee was 
treated to a highly informative talk 
on the taxation of fmancial products, 
especially hedging transactions (such 
as hedging against foreign currency 
fluctuation). Peter Look of Ernst & 
Young's local office and a colleague 
from Washington were the speakers. 

Michigan Tax Lawyer-3rd Quarter 1994 

Their presentation included a slide 
show which greatly helped to illus
trate the rules. Many thanks to both 
of them for an excellent presentation. 

3. Future Schedule. 
The Committee will meet at 2:00 on 
Thursday, September 22 at Detroit's 
Coho Hall in connection with the 
Annual Meeting of the State Bar. We 
are fortunate to have two very fine 
speakers. Professor Michael 
Mcintyre of Wayne State University 
will speak for the first hour on devel
opments in the rules regarding the 
sourcing of income (as between U.S. 
and foreign). He will be followed by 
Denton Wolf of Deloitte & Touche, 
who will talk about the new regula
tions under Section 482 regarding 
transfer pricing. Denton has been 
preparing to participate in in-depth 
seminars on this subject, so we are 
lucky to be able to have him. 

4. Recent Developments. 
In G.M. Trading Corporation, the Tax 
Court decided that so-called "Mexican 
debt-equity swaps" are taxable. To 
finance operations in Mexico through 
a Mexican subsidiary known as 
Maquiladora, a U.S. corporation 
purchased (at a market discount) U.S. 
dollar denominated Mexican debt for 
$600,000. The debt was transferred 
to the Mexican government, in ex
change for which the Mexican govern
ment transferred $1,044,000 worth of 
pesos into an account in favor of the 
Maquiladora. The account was 
restricted in that the pesos had to be 
used to acquire land and build a plant 
in Mexico. The court held that the 
U.S. corporation realized a gain on 
the exchange and that, in determin
ing such gain, the restrictions on use 
of the pesos did not diminish their 
value. The decision is a significant 
defeat for companies that financed 
operations in Mexico using this kind 
of debt-equity swap. 
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Report of the Partnership 
Committee 

William E. Sider, Chairperson 
Jaffe, Raitt, Heuer & Weiss, P.C. 
One Woodward Avenue 
Suite 2400 
Detroit, Ml 48226 
(313) 961-8380 

1. Future Schedule. 
The Partnership Committee will meet 
in connection with the annual fall 
meeting of the Tax Section, which will 
take place this year on September 2~ 
in Detroit. Mark Larson, Tony Ilardi, 
Gary Schwartz and I will present a 
panel discussion on "Current Issues 
Regarding Limited Liability Compa
nies." We hope to focus on a number 
of transactions involving LLC's, 
including conversions, freezes, and 
estate planning matters. 

2. Recent Developments. 
On July 11, 1994, the IRS published 
Rev. Proc. 94-46, which sets forth a 
safe harbor definition of the phrase, 
"majority in interest" for purp?ses of 
the continuity of life factor rehed 
upon in determining entity c~assi~ca
tion. One of the featured articles m 
this quarter's Michigan Tax Lawyer 
offers an analysis of this Revenue 
Procedure. As the article indicates, 
while the safe harbor answers some of 
the more basic questions concerning 
the majority interest standard, many 
issues still remain confusing. 

Will the author of Private Letter 
Ruling 9421025 (May 27, 1994) please 
step forW-ard! This PLR consi~ers the 
classification of an LLC formed under 
the Michigan Act. Although the 
Ruling does not refer to Michigan as 
the state of organization, the refer
ences to various provisions of the 
Michigan LLC Act are unmistakable. 
The PLR concludes that the LLC will 
be taxed as a partnership, since it 
will lack the corporate characteristics 
of continuity of life and free transfer
ability. With respect to the majority 

interest standard, the operating 
agreement for the LLC required a 
majority in number of all members, 
along with 75% of equity members 
holding membership units. 

Report of the Practice 
and Procedure 
Committee 

Eric T. Weiss, Chairperson 
Bassey and Selesko P.C. 
1400 American Center 
27777 Franklin Road 
Southfield, Michigan 48034-2379 
(81 0) 355-5000 

1. Chairperson's Message. 
I would like to thank Miriam Van 
Goor, Taxpayer Advocate of Michig~n 
Department of Treasury for attendmg 
our meeting held on July 20, 1994 at 
the law offices of Honigman, Miller, 
Schwartz and Cohn in Detroit. She 
gave an outstanding presentation on 
the Taxpayer Rights Handbook and 
the function of the Michigan Problem 
Resolution Office. This meeting was 
a joint meeting with the State and 
Local Committee and was well at
tended. I would also like to commend 
Jim Novis and his administrative 
assistant, Bobbi Smith, for their 
organization of this event. 

2. Recent Developments. 
Drafts of the Taxpayer Rights Hand
book were provided by Miriam Van 
Goor at our last committee meeting. 
The Handbook covers various sub
jects involving the Michigan Depart
ment of Treasury, taxpayers and 
their representatives. One of the 
more important subjects covered in 
the handbook is Tax Billing and 
Appeals Process. This subject in
cludes the following categories: 
notification, billing, payment ar
rangements, appeals and penalties 
and interest. The Handbook also 
contains subjects including Employee 
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Response to Taxpayer Inquiries, 
Taxpayer Rights and Responsibilities, 
Employee Ethics, and Employee 
Conduct. Audit Guidelines and 
Collection Guidelines are also covered 
in the Handbook and should be of 
great significance to practitioners. 
Anyone with further inquiries on this 
subject can give me a call. 

3. Future Schedule. 
The next meeting of the Practice and 
Procedure Committee will be held on 
September 22, 1994 in conjunction 
with the State Bar Annual Meeting in 
Detroit. Roberta M. Hamm of the 
Office of District Counsel will be 
addressing our committee on a topic 
of her choosing. I would greatly 
appreciate hearing from anyone who 
may have questions of Ms. Hamm 
regarding the Office of District Coun
sel. Please contact me with your 
questions so that I can forward them 
to her for a response. 

I am also searching for authors to 
publish either a short subject or 
Taxfile, P.C. article for an upcoming 
publication of the Michigan Tax 
Lawyer. Such articles only need to be 
5 pages, double spaced. Please give 
me a call if you are interested. 

Report of the State and 
Local Committee 
James H. Novis, Chairperson 
2290 First National Building 
Detroit, Michigan 48226 
(313) 256-7940 

1. Chairperson's Message. 
On July 20, 1994, the Committee held 
a joint meeting with the Practice and 
Procedures Committee to address the 
Taxpayer Rights Handbook, a docu
ment required by the Taxpayer Bill of 
Rights under MCL 205.7. Attendance 
at the meeting was excellent, and our 
speaker, Miriam Van Goor, the 
Department's Problem Resolution 
Officer, distributed a draft copy of the 
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Taxpayer Rights Handbook and 
discussed the Handbook and her 
function as Problem Resolution 
Officer. We appreciate her willing
ness to travel to Detroit for the meet
ing and to extend her stay long 
enough to answer all of our many 
questions. 

My two-year tenure as the Chair
person of this Committee comes to a 
close this September. In this my final 
Committee report, I would like to 
thank all of the members for their 
participation and support. Your 
strong attendance at the Committee 
meetings has made it possible to 
attract quality speakers. The Chair
manship of the Committee will be 
assumed by Greg Nowak this fall. 
Greg has been a very active member 
for years and is currently the Practice 
Director of Multistate Tax Consulting 
in the Detroit office of Price 
Waterhouse. As discussed further 
below, Greg is also our speaker at 
the next meeting of the Committee. 

2. Next Meeting. 
The next meeting of the Committee 
will be held in conjunction with the 
Annual Meeting of the Michigan Bar 
Association on September 22, 1994 at 
2:00 p.m. in room 02-43 second level 
of Cobo Arena in Detroit. Our 
speaker will be Greg Nowak, the 
new chairperson of the Committee 
who will address new matters includ
ing an update on the Thiokol I ERISA 
preemption issue. 

3. Current Matters. 
Thiokol!SBT ERISA Preemption. 
On July 22, 1994, Judge Hillman 
issued an opinion in Thiokol v. Dept. 
o{Treasury, U.S. District Court, 
Western District of Michigan, Case 
No. 4:90-CV-12 ruling that, although 
the Single Business Tax Act "relates 
to" ERISA plans (the general stan
dard for preemption under ERISA), 
the SBT is not preempted because its 
affect on ERISA plans is too tenuous, 

() 
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remote or peripheral. The decision 
specifically acknowledges that this 
two-part standard cannot be recon
ciled with the majority opinion of the 
U. S. Supreme Court in District of 
Columbia v. Greater Washington 
Board of Trade, 506 U.S. __ , 113 
S.Ct. 580, 121 L.Ed. 2d 513 (1992) 
which found that a District of Colum
bia workers compensation statute 
which directly referenced ERISA 
plans related to ERISA and therefore 
was preempted. Thiokol is planning 
to appeal this decision to the U.S. 
Court of Appeals for the Sixth Cir
cuit. Taxpayers should continue to 
file refund claims preferably within 
the 90-day statute of limitation set 
forth in MCL 205.27a(6). Early 
refund claims filed based on the 
ERISA preemption position were 
denied, and appeals of the refund 
denials to the Michigan Court of 
Claims have been held in abeyance 
pending the Thiokol decision. In 
more recent cases, the Department 
has held the refund claims in abey
ance without denial. On a prelimi
nary basis, the Department has 
indicated informally that it is likely 
to continue to hold refund claims in 
abeyance during the appeal process. 

Michigan Net Operating Loss/ 
Itemized Deduction Issue. 
In an unreported decision issued last 
November, the Michigan Tax Tribu
nal rejected the Department's posi
tion that a Michigan net operating 
loss ("NOL'') is limited to the 
taxpayer's federal modified taxable 
income (generally equal to federal ; 
taxable income before NOL). Norman 
Beznos v. Dept. of Treasury, MTT 
Docket Nos. 167985 and 173959. 
Under the Department's position, a 
Michigan taxpayer with a Michigan 
NOL carryforward and Michigan 
source gross income that is fully 
offset by itemized deductions would 
receive no Michigan NOL deduction. 
The rejection of this position is consis-

tent with a 1987 Tribunal decision 
(Pollack v. Dept. of Treasury, 5 MTT 
314 (1987)) which the Department 
believes has been modified by statu
tory amendments added in 1987. The 
Department has appealed the Tribu
nal decision (Court of Appeals Docket 
No. 170524). Briefs have been sub
mitted, but oral arguments have not 
as yet been scheduled. 

4. Legislation Update. 
Single Business Tax. 
Effective October 1, 1994, the SBT 
rate is reduced to 2.3%. SB 1145 and 
145, 1994 PA 247 and 249. 

For tax years beginning in 1994, 
the gross receipts threshold for SBT 
liability is increased from $100,000 to 
$137,500. For tax years beginning 
after 1994, the gross receipts thresh
old is further increased to $250,000. 
HB 5090, 1994 PA 246. 

The alternative profits tax imposed 
on the adjusted business income 
("ABI") of small businesses meeting 
the various thresholds in MCL 208.36 
is reduced from 3% to 2% of ABI. HB 
5614, 1994 PA 245. 
Income Tax. 
The annual $7,500/$10,000 deduction 
for pension income in the case of 
single/joint returns has been in
creased effective October 1, 1994 to 
$30,000/$60,000. HB 4801, 1994 PA 
268. The 1994 deduction amount for 
years ending after September 30, 
1994 are annualized. Beginning in 
1995, the deduction amount is in
dexed. 

Individual taxpayers over 65 years 
of age who do not have pension in
come may deduct from the tax base 
interest or dividend income of $1,000/ 
$2,000 in the case of single/joint 
re_turns. HB 5278, 1994 PA 269. 
Sales/Use Tax Exemption 
of Nonprofits. 
Beginning in 1994, entities exempt 
from federal tax under IRC 
§§ 501(c)(3) or 501(c)(4) are exempt 
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from sales and use tax without sepa
rate application to the Department. 
Annual fund raising sales by such 
entities of less than $5,000 are also 
exempt from sales tax. HB 4661, 
1994 PA 156. 
Transfer Tax. 
As originally enacted, the state level 
real estate transfer tax was imposed 
at the rate of 2% beginning January 
1, 1995. In early 1994, the rate was 
changed to .75% (SB 999, 1994 PA 3); 
but this amendment was not given 
immediate effect initially, thereby 
delaying the effective date of the 
change until April1, 1995. This 
three-month gap period on the rate 
reduction has been eliminated by HB 
5341, 1994 PA 76 which gives imme
diate effect to the rate change. 
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IRS Announces Majority Interest 
Safe Harbor for Limited Liability Companies 

By: William E. Sider 

On June 29, 1994, the Internal Rev
enue Service issued Rev. Proc. 94-46,1 

which set forth a safe harbor defini
tion of the phrase majority in interest 
for purposes of the continuity of life 
factor relied upon in determining 
entity classification. Although the 
Revenue Procedure focuses on part
ners in a partnership, its conclusions 
apply to limited liability companies, 
and help provide much needed guid
ance to taxpayers wishing to ensure 
the pass-through tax treatment of 
LLC's. This Article will discuss the 
history of the continuity of life factor, 
the evolution of the majority interest 
standard, and the strengths and 
weaknesses of the safe harbor. The 
Article will conclude with a proposal 
for an alternative method of deter
mining majority in interest. 

History of the Continuity 
of Life Factor 
A review of the majority interest 
standard first requires an under
standing of the continuity of life 
factor found at Treas. Reg. §301.7701-
2(b)(l), of which the majority interest 
standard is a central feature. Conti
nuity of life, along with centralization 
of management, limited liability and 
free transferability of interests, 
comprise the four factors which the 
Internal Revenue Code2 (the "Code'') 
uses to distinguish between entiti~s 
doing business as associations - I 
taxable as corporations, and partner
ships. The Treasury Regulations 
state that, "[A]n unincorporated 
organization shall not be classified as 
an association unless such organiza
tion has more corporate characteris
tics than noncorporate characteris
tics."3 Various cases and rulings have 
interpreted this phrase to mean that 
an organization that lacks at least 

two of the above four factors will be 
treated as a partnership for tax 
purposes. 4 Each of the four charac
teristics has equal weight.5 Thus, for 
example, the presence or absence of 
the quintessential corporate trait -
limited liability, is given no addi
tional significance. 

Although the classification regula
tions at Treas. Reg. §301.7701-2 
govern the status of all unincorpo
rated organizations, 6 the Service 
initially considered taxing limited 
liability companies as corporations, 
arguing that LLC's fell outside the 
scope of the classification regula
tions.7 In Rev. Rul. 88-76,8 however, 
the Service applied the four-factor 
classification test to a Wyoming LLC, 
and the Commissioner held that since 
the LLC lacked the corporate traits 
of continuity of life and free transfer
ability, the LLC would constitute a 
partnership for tax purposes. Each 
subsequent Revenue Ruling address
ing the classification of LLC's has, 
like Rev. Rul. 88-76, utilized the 
four-factor test.9 As a result, whether 
an LLC will constitute a partnership 
for tax purposes will depend solely 
on whether the LLC lacks more 
corporate traits than it possesses. 

Compared to partnerships, 
taxpayers forming LLC's will have 
greater difficulty in lacking at least 
two of the four classification features. 
By definition, all LLC's possess the 
corporate characteristic of limited 
liability, and as a result, the four
factor test quickly becomes a three
factor analysis.10 Moreover, in 
those LLC's where taxpayers appoint 
a manager, the four-factor test 
narrows to a two-factor analysis since 
a manager-managed LLC will auto
matically possess the corporate trait 
of centralized management.11 Thus, 
for many LLC's, the determination 
of whether partnership tax treatment 
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exists hinges on lacking the corporate 
traits of continuity of life and free 
transferability. 12 

To lack continuity of life under 
Treas. Reg. §301. 7701-2(b)(1), the 
death, insanity, bankruptcy, retire
ment, resignation, or expulsion of 
any member of an organization must 
cause a dissolution. Treas. Reg. 
§301.7701-2(b)(2) defines a dissolu
tion as, "[A]n alteration of the iden
tity of an organization by reason of 
a change in the relationship between 
its members as determinable under 
loca1law."13 Under this definition, 
the dissolution of an organization will 
not occur merely by expiration of the 
time period established for an 
organization's activity. An LLC 
created for 10 years, or for no more 
than 30 years, will not lack the corpo
rate trait of continuity of life. To 
illustrate a dissolution, the Regula
tions give the example of the with
drawal of a general partner, since 
such action alters the agency rela
tionship among the partners which 
constitutes the identity of the organi
zation. In contrast, the Regulations 
note that the death, bankruptcy, 
insanity of a shareholder, or the sale 
of the shareholder's stock, has no 
effect whatsoever upon the identity of 
a corporation, and such events do not 
trigger a dissolution. 

Upon the occurrence of a dissolu
tion, the Michigan Revised Uniform 
Limited Partnership Act ("RULP A'') 
states that the affairs of a limited 
partnership are wound-up and its 
assets are distributed first to credi
tors and then to partners.14 In the 
case of a limited liability company, 
§808 of the Michigan Limited Liabil
ity Company Act15 (the "Michigan 
Act") provides that the affairs of a 
dissolved LLC shall be wound up, and 
its assets distributed first to creditors 
(including the State of Michigan for 
taxes), and then to members, either 
in proportion to their contributed 
capital, or in accordance with their 
operating agreement. 
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Under Michigan law, the dissolu
tion of either a limited partnership or 
an LLC, absent other circumstances, 
will cause the liquidation of the 
organization. Considering the signifi
cant adverse business and tax effects 
associated with an unplanned liqui
dation, 16 the business costs associated 
with lacking the trait of continuity of 
life would seemingly be quite high. If 
the mere death or withdrawal of a 
partner or member could result in the 
liquidation of a business, few taxpay
ers would choose to organize as 
partnerships or LLC's, in spite of the 
advantages of pass-through tax 
treatment. 

In recognition of these realistic 
business concerns, both the RULPA 
and the Michigan Act permit taxpay
ers to cure a dissolution. In the case 
of a dissolved limited partnership, 
RULPA states that a dissolution will 
not occur "[I]f, within 90 days after 
withdrawal, all remaining partners 
agree in writing to continue the 
business of a limited partnership and 
to the appointment of one or more 
additional general partners if neces
sary or desired."17 The Michigan Act 
goes a step beyond the RULPA, and 
provides that taxpayers may cure a 
dissolution if, within 90 days of a 
member's withdrawal, a majority of 
the remaining members agree to 
continue the business of the LLC.18 

By adopting a majority rather than 
a unanimity standard for reconstitu
tion, the Michigan Act departed from 
several other state LLC statutes.19 

The drafters of Michigan's Act, how
ever, recognized the material advan
tages to the lower threshold. A 
unanimity standard could render an 
LLC unworkable as a business entity. 
In a limited partnership, a dissolution 
will occur only upon the death, insan
ity, etc. of a general partner. In 
contrast, a withdrawal event with 
respect to any member of an LLC, -
even one with only a 1% interest, 
will cause a dissolution. Thus, the 
frequency of dissolutions in LLC's is 

() 
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likely to be far greater than in limited 
partnerships. On account of this 
increased frequency, if taxpayers 
were required to unanimously recon
stitute a dissolved LLC, in a limited 
liability company with more than a 
handful of members, this requirement 
would create not only a difficult 
administrative problem, but also an 
opportunity for a member to exert 
unreasonable bargaining strength. 

The cure provisions of both the 
RULPA and the Michigan Act effec
tively permit partnerships and LLC's 
to continue their existence following 
a dissolution event. Will this conces
sion to business exigencies cause a 
partnership or LLC to possess conti
nuity of life? Prior to its recent 
amendment, Treas. Reg. §301.7701-
2(b)(1), provided, "If the retirement, 
death, or insanity of a general part
ner in a limited partnership causes a 
dissolution of the partnership, unless 
the remaining general partners agree 
to continue the partnership or unless 
all remaining members agree to 
continue the partnership, continuity 
of life does not exist. See, Glensder 
Textile Company, 46 B.T.A 176 acq. 
1942-1 C.B. 8," (Emphasis Added). 

This language clarifies that 
continuity of life will not exist under 
the Regulations, provided that an 
organization's continuity is contin
gent. The Treas. Reg cites Glensder 
for support of this principle. In 
Glensder, the predecessor to the Tax 
Court determined that continuity of 
life did not exist where following a 
dissolution event, all remaining 
general partners of a limited partner
ship voted to continue the enterprise. 
The Court considered the require
ment that all members consent as a 
bona fide contingency distinct from 
the chartered life of a corporation, 
which continues regardless of the 
death or resignation of its directors 
or shareholders. 20 

Unlike the Treas. Reg. or Glensder, 
the Michigan Act requires only major-

ity approval to reconstitute a dis
solved LLC. Prior to the recent 
amendment ofTreas. Reg. §301.7701-
2(b)(1), practitioners wondered if a 
Michigan LLC which adopted the 
majority standard would still lack 
continuity of life. In other words, 
would the majority threshold consti
tute a meaningful contingency? 

Evolution of the Majority 
of Interest Standard 
Even prior to the June 1, 1993 enact
ment of the Michigan Act, the IRS 
began to retreat from the strict 
unanimity requirement. Rev. Proc. 
89-12 issued in early 1989, sets forth 
various safe harbors with respect to 
each of the four classification criteria, 
and with respect to continuity of life, 
it states: 

For a limited partnership 
formed in a state with a 
statute corresponding to the 
Uniform Limited Partnership 
Act or the Revised Uniform 
Limited Partnership Act, in 
the ,case of the removal of a 
general partner, the partner
ship agreement may not 
permit less than a majority in 
interest of the limited partners 
to elect a new general partner 
to continue the partnership, or 
the Service will not rule that 
the partnership lacks continu
ity of life. (Emphasis added)21 

This reference marks the first time 
the majority interest standard ap-

i pears in either case law or IRS rul
ings. This significant relaxation of 
the stringent unanimity requirement, 
however, received no special attention 
or discussion in the Rev. Proc. 

Roughly three years later, in April 
of 1993, the Commissioner issued 
Rev. Proc. 92-35, in which it an
nounced that it would depart from 
the strict unanimity requirement of 
Treas. Reg. §301.7701-2(b)(1), and 
would not take the position that an 
organization possessed continuity of 
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life if only a majority in interest of 
the remaining partners were required 
to reconstitute a dissolved partner
ship.22 

Following the lead of the Service in 
Rev. Procs. 89-12 and 92-35, on May 
14, 1993, the Treasury Department 
formally amended Treas. Reg. 
§301. 7701-2(b)(1) to adopt the major
ity interest standard.23 The preamble 
to the Treasury Decision states, "The 
requirement that a majority in inter
est of the partners must agree to 
continue the partnership upon an 
event of withdrawal of a general 
partner in order to prevent its disso
lution is a meaningful contingency," 
(Emphasis Added). As amended, the 
continuity of life provision now con
tains the following language: 

If the death, insanity, bank
ruptcy, retirement, resigna
tion, expulsion, or other event 
of withdrawal of a general 
partner of a limited partner
ship causes a dissolution of 
the partnership, continuity of 
life does not exist; further
more, continuity of life does 
not exist notwithstanding the 
fact that a dissolution of the 
limited partnership may be 
avoided, upon such an event 
of withdrawai of a general 
partner, by the remaining 
general partners agreeing to 
continue the partnership or 
by at least a majority in 
interest of the remaining 
partners agreeing to continue 
the partnership. See, 
Glensder Textile Co. v. Com
missioner, 46 B.T.A. 176 
(1942), acq., 1942-1 C.B.8. 

Application of the Majority 
Interest Standard to LLC's 
While advocates of LLC's reacted 
favorably to the softening of the 
unanimity requirement, until just 
recently, there existed doubt over 
whether this relaxation applied to 
LLC's. In each of the published 
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Revenue ;Rulings addressing the 
classification of limited liability 
companies, a unanimity standard was 
required for reconstitution.24 Finally, 
in Rev. Rul. 93-91,25 the Service 
considered a Utah LLC whose operat
ing agreement required only a major
ity in interest for reconstitution, and 
citing the recently amended Treas. 
Reg., the Commissioner concluded 
that the Utah LLC lacked continuity 
of life. The Commissioner reached 
the same conclusion with respect to 
the majority interest standard con
tained in an Arizona operating agree
ment, in Rev. Rul. 93-9326. 

With the publication of Rev. Ruls. 
93-91 and 93-93, Michigan taxpayers 
now have greater confidence that the 
majority interest standard of the 
Michigan Act will not cause an LLC 
to possess the corporate trait of 
continuity oflife.27 In attempting to 
capitalize on the clear business 
advantages of the majority interest 
threshold, however, practitioners 
have been frustrated in applying the 
standard. 

On its face, compliance with the 
majority interest standard does not 
seem particularly complicated. In 
many cases, where LLC members 
possess the same percentage interest 
in profits, losses, and capital, this is 
certainly the case. For example, in 
the ABCDE LLC, where all members 
have an equal share of profits and 
losses, and each has contributed 
identical amounts of capital, under 
any interpretation of the phrase 
majority in interest, the votes of at 
least three members would be re
quired. Assume, however, that 
member E contributed 60% of the 
beginning capital in exchange for a 
60% interest in profits, and each of A, 
B, C and D contributed 10% of the 
company's capital in exchange for 
10% of the venture's profits. Follow
ing member A's bankruptcy filing, if 
members B, C and D wish to reconsti
tute the LLC, but E favors termina
tion, what is the result under the 
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majority interest standard? Member 
E, following the dissolution, possesses 
67% of the profits and capital inter
ests of the remaining members, but 
members B, C and D outnumber E 
three to one. If majority interest 
requires a meaningful contingency, 
then the consent of three individuals 
is certainly more contingent than the 
consent of a single individual. Alter
natively, if majority interest targets 
the person or persons who possess the 
most significant economic stake in a 
venture, then E, with 67% of the 
remaining profits and capital of the 
LLC constitutes the majority, and he 
alone may decide whether to reconsti
tute the dissolved ABCDE.28 

Rev. Proc. 94-46 
With the issuance of Rev. Proc. 94-46, 
the Service has indicated its clear 
preference for the economic stake
holder model. In its entirety, the safe 
harbor provides: 

The requirement in §301. 7701-
2(b)(l) for continuity of life 
that at least a majority in 
interest of the remaining 
partners agree to continue the 
partnership upon a dissolution 
event will be satisfied if re
maining partners owning a 
majority of the profits interests 
and a majority of the capital 
interests owned by all the 
remaining partners agree to 
continue the partnership. For 
purposes of this section, profits 
are determined and allocated 
based on any reasonable 
estimate of profits from the 
date of the dissolution event to 
the projected termination of 
the partnership, taking into 
account present and future 
allocations of profits under the 
partnership agreement that is 
in effect as of the date of the 
dissolution event. For pur
poses of this section, capital is 
determined as of the date of 
the dissolution event. If capi-

tal accounts are determined 
and maintained through the 
date of the dissolution event 
in accordance with the capital 
accounting rules of§ 1. 704-
l(b)(2)(iv) of the Income Tax 
Regulations, then capital 
determined as of the date of 
the dissolution event repre
sents the capital account 
balances determined on that 
date. 

The safe harbor contains four key 
points. First, the phrase majority in 
interest refers to both a majority of 
the profits and capital interests of a 
partnership. Possessing either a 
majority of profits or capital will not 
satisfy the safe harbor.29 

Second, the time frame for mea
suring majority ownership of profits 
is ;not a particular moment, but a 
period of time. During the period 
stretching from the date of dissolu
tion to the date a partnership termi
nates, taxpayers must make a "rea
sonable estimate" of profits during 
this period, so that profits may be 
allocated and a majority owner 
determined. 

Third, in contrast to the measure
ment of profits, majority ownership 
of capital is calculated at a specific 
instant- the date of the dissolution 
event. 

Fourth, provided taxpayers follow 
the capital account maintenance 
rules ofTreas. Reg. §1.704-
l(b)(2)(iv), a partner's capital ac
count balance on the date of dissolu
tion will determine his capital 
interest for purposes of the safe 
harbor. 

The Rev. Proc. contains no state
ment regarding its application to 
LLC's. This omission is not surpris
ing, considering the absence of any 
LLC reference in prior notices or 
rulings covering the classification 
regulations. The principal author of 
the Rev. Proc., David McDonnell of 
the Office of Assistant Chief Coun-
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sel, however, has confirmed to this 
author that the Service clearly in
tends the safe harbor to apply to 
LLC's.30 

The most interesting aspect of the 
safe harbor is the time periods an
nounced for determining a member's 
ownership of profits and capital. 
Whereas profits must be evaluated 
over a period that may last months or 
even years, taxpayers determine 
capital using a snapshot approach. 
David McDonnell commented that the 
method implemented by the Service 
to gauge ownership of profits aims to 
take into account so-called "partner
ship flips," where partners' profit 
interests vary (i.e. flip) during the life 
of a partnership. The IRS adopted 
this language to insure that only the 
economic stakeholders of a partner
ship or LLC, as measured over the 
remaining life of the dissolved entity, 
would make the decision regarding 
reconstitution.31 In practice, however, 
the safe harbor fails to isolate the 
desired stakeholder in the case of a 
flip. The following example illus
trates this defect. 

Assume that in the QRST LLC, Q, 
a real estate developer, contributes 
$100 in capital, and R, SandT, the 
investors, each contribute $300. The 
LLC uses the $1,000 to purchase real 
estate (the "Project") which it will 
depreciate ratably over ten years. 
Q receives a 10% 
profits interest 
andR, SandT 
each receive 30% 
of the profits, 
except that on sale 
of the real estate, 
Q's profits interest 
will flip to 91% 
after all capital 
accounts have 
been restored to 
their original 
balances, and R, S 
and T will each 
receive 3%. QRST 
enters into a ten 
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year lease with a Fortune 500 tenant, 
and each year, the LLC expects to · 
report $100 of net taxable income, 
and generate cash of $200, all of 
which it will distribute to its mem
bers in accordance with their profit 
percentages. At the end of the lease 
term, QRST will sell the Project to its 
tenant, for the then fair market value 
of the real estate. 

On December 31 of year 5, T files 
for personal bankruptcy, which 
immediately causes the dissolution of 
QRST. Under the safe harbor, only 
the remaining members of the LLC 
possessing a majority of both profits 
and capital may elect to reconstitute 
QRST. 

With respect to the determination 
of profits, a "reasonable estimate" of 
profits from the date of dissolution to 
termination must be calculated. 
Under the safe harbor, neither R and 
S, together owing a post dissolution 
85% profits interest in operations32

, 1 

nor Q, possessing a 94% residual 
profits interest33, will automatically 
own a majority of profits. Rather, Q, 
R, and S, must make a reasonable 
estimate of profits for the remaining 
life of the LLC, and then calculate 
who will receive a majority of such 
profits. If the Project has a fair 
market value of $2,000 at the expira
tion of the lease, then the following 
allocations will occur: 

Table I 
Q R s 

100 300 300 

50 150 150 
.(100). (300) (300) 

50 150 150 

50 150 150 
(100) (300) (300) 

0 0 0 

100 300 300 
910 30 30 

1060 480 480 
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Table I indicates that based on the 
various assumptions, member Q will 
have a majority interest in profits. If 
the assumptions are changed, how
ever, a different outcome would 
result. For example, if the dissolution 
occurred earlier during the life of the 
LLC, or if the anticipated fair market 
value of the Project were less, mem
bers R and S could have a majority 
profits interest. 

In the example, the taxpayers 
easily obtained the information 
supporting the assump~ions; the LLC 
had a long term lease With a quality 
tenant and knew that it would sell 
the Project at the end of ten years for 
its fair market value. In practice, 
taxpayers will not so easily predict 
future operations. Moreover, once 
taxpayers obtain this information, 
they may need the assistance of their 
accountants to compute profits and 
the help of their tax lawyers to allo
cate these profits under their complex 
operating agreements. On account of 
the difficulty of obtaining anQ. predict
ing future economic results, the 
determination of profits' ownership in 
a flip situation makes compliance 
with the safe harbor frustrating, time 
consuming and costly. 

The safe harbor applied to flips, 
however, suffers from an additional 
problem of even greater significance. 
Rev. Proc. 94-46 d3rects that taxpay
ers determine capital on the date of 
dissolution. If taxpayers maintain 
capital accounts in accordance with 
§1. 704-l(b)(2)(iv) of the Regulations, 
then the safe harbor measures capital 
ownership simply by looking at the 
capital account balances of the mem
bers. In QRST, on the date of dissolu
tion the capital account balances of R 
and S each equaled $150, and the 
capital account of Q totaled $50. 
Does the safe harbor intend capital 
accounts to be booked-up on a dissolu
tion event? What if the capital ac
counts of all the members are nega
tive? Evidencing a remarkable 

oversight, Mr. McDonnell reported 
that the issue of partnership book-ups 
and negative capital account balances 
never entered the discussions of Rev. 
Proc. 94-46.34 

Under Treas. Reg. §1.704-
l(b)(2)(iv)(f), a book-up is permitted 
only upon the (i) contribution of 
money to a partnership by a new 
partner; (ii) the liquidation [not 
dissolution] of a partnership; (iii) the 
distribution of money or other prop
erty to a partner; and (iv) under 
industry practice, where the property 
of the partnership consists substan
tially of securities traded on an 
established market. While the retire
ment, withdrawal or expulsion of a 
member may involve one of these 
events, the death, bankruptcy or 
insanity of a member will probably 
not. Absent a book-up upon dissolu
tion, any unrealized appreciation (or 
depreciation) would not be reflected 
in members' capital accounts, and 
gauging members' economic stake 
solely by reference to their capital 
accounts would produce distorted 
results. 

Based upon the capital accounts 
of the QRST members, immediately 
after T's bankruptcy, RandS will 
have 86% of the remaining capital, 
and Q, the majority profits owner, 
will have 14%. Since one group of 
members has a majority of profits 
(member Q) and the other has a 
majority of capital (members R and 
8), the members of QRST fall outside 
the scope of the safe harbor. 35 

The dilemma illustrated by QRST 
results from a fundamental inconsis
tency in the safe harbor. As noted 
earlier, the method for computing 
profits aims to isolate the economic 
stakeholders of an organization, not 
measured at a particular moment, 
but during the remaining life of a 
partnership or LLC following a disso
lution. In other words, the ultimate 
economic stakeholders. In contrast, 
taxpayers determine capital without 
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any consideration given to future 
earnings or events, and absent a 
mandatory book-up, the safe harbor 
ignores even past events. Since the 
safe harbor requires majority owner
ship of both profits and capital, the 
Rev. Proc.'s efforts to bring future 
performance data into the analysis 
will always fail. 

Alternative Safe Harbor: 
While the IRS could modify the Rev. 
Proc. to produce its desired goals,36 
the very focus .of the safe harbor 
seems misguided. The determination 
of majority ownership should not be 
based on future predictions of perfor
mance, which are costly to obtain, 
difficult to assess and unreliable. 
Rather, majority ownership should 
refer to members' economic stakes as 
of the date of dissolution. Upon a 
dissolution, the current economic 
stakeholder, not one in the future, 
ought to decide whether to liquidate 
or continue a venture. To isolate the 
current economic stakeholder, the 
LLC should undergo a constructive 
liquidation. 

Practitioners have familiarity with 
constructive liquidations, since Treas. 
Reg. §1.752-2(b)(l) uses the concept 
to determine a partner's economic 
risk of loss under Code §752. The 
constructive liquidation necessary for 
the majority interest safe harbor 
would differ only in that an LLC 
would sell its assets for their fair 
market value, measured as of the 
date of dissolution. Taxable gain, if 
any, would be allocated among the 
members pursuant to their operating 
agreement, capital accounts would be 
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booked-up, and liquidating distribu
tions would be made in accordance 
with positive capital account balances, 
as prescribed by the Treasury Regula
tions.37 Under this method, the major
ity stakeholder would be the member 
or combination of members who 
receive 51% of the deemed cash distri
butions. 

Conclusion 
Rev. Proc. 94-46 provides needed 
guidance to taxpayers attempting to 
comply with the majority interest 
standard contained within the conti
nuity of life factor utilized for deter-

, mining entity classification. 
Unfortunately, as applied to flips and 
similar arrangements -the area 
where taxpayers most need guidance, 
the safe harbor produces confusing ' 
and conflicting results, exactly the 
opposite of what a safe harbor should 
offer. As a consequence, ambiguity 
will continue to cloud the majority 
interest standard, and as a result, the 
entity classification of limited liability 
companies still remains uncertain. 

William E. Sider, Esq. is a shareholder 
of Jaffe, Raitt, Heuer & Weiss, Profes
sional Corporation in Detroit, Michigan. 
Bill received his J.D. from the University 
of Michigan in 1985 and his L.L.M. in 
Taxation from New York University in 
1988. Bill is the current chairperson of 
the State Bar of Taxation Partnership 
Committee and is a former adjunct 
professor of tax at Detroit College of 
Law. Bill has written previously for the 
Michigan Tax Lawyer as well as the 
Michigan Bar Journal on a variety of tax 
topics. 
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response, the Taxpayers then submitted PLR 9333032, in which the reconstitution provision required the 
written acceptance of two-thirds in number of all owners, "which also constitute a majority in interest of all 
remaining owners." The implication of the additional language is that something other than a mere majority 
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29. This conjunctive standard is similar to the constructive termination rule described in Code §708(b)(1)(S). 

30. Telephone conference with David McDonnell on August 6, 1994. 

31. ld. 
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34. Telephone conference with David McDonnell on August 6, t994. 

35. The situation of ORST is not unique. For example, in so called freeze transactions (involving the transfer of 
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37. Treas. Reg. 1.704-1 (b)(2)(ii)(b)(2). 
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NAFTA and the U.S. - Mexico Income Tax Treaty 
Significant Changes in Doing Business in Mexico 

By: LarryJ.AinslieandEdwardD. MacDonald 

On January 1, 1994, two documents 
of major importance to U.S. busi
nesses became effective and changed 
the trade relationships between the 
United States of America (hereafter 
referred to as the U.S.) and the 
United Mexican States1 (hereafter 
referred to as Mexico). The first 
document was the North American 
Free Trade Agreement2 (NAFTA) 
which was passed after an intense 
political struggle in the U.S., Canada 
and Mexico. The second, and less 
well known document (except to tax 
practitioners), was the Income Tax 
Treaty3 between the U.S. and Mexico. 

These two agreements will have 
broadranging impacts on the forms 
and methods of conducting business 
in Mexico by U.S. concerns. Since 
they were negotiated separately, the 
agreements encourage the conducting 
of different activities, which, in some 
cases, cannot be easily reconciled 
between the two agreements. In 
many areas, the agreements will 
encourage the continuance of existing 
business practices. This paper will 
discuss the likely impacts of both 
NAFTA and the Income Tax Treaty 
from the perspective of taxes on U.S. 
companies and their foreign and/or 
domestic subsidiaries conducting 
business in Mexico. 

Background of NAFTA 
NAFTA was originally negotiated 
during the Bush administration 
with the governments of Canada 
and Mexico. The major purpose of 
NAFTA was to form a North Ameri
can trading zone which could compete 
with the European Economic Union. 
The pact was met with opposition 
in each of the three countries, but 
ultimately passed in each. In the 

U.S., NAFTA was strongly opposed by 
organized labor as well as many other 
groups fearing that the cheaper labor 
costs in Mexico would prove an irre
sistible attraction to businesses and 
result in a drain of U.S. businesses to 
Mexico. While many U.S. supporters 
of NAFTA pointed to the potential 
Mexican market of approximately 
90 million people, the critics of the 
agreement questioned whether or 
not there were sufficient numbers 
of affluent consumers in Mexico to 
establish new markets for U.S. goods 
in Mexico. 

NAFTA was finally adopted by the 
U.S. Congress in November, 1993 in 
a close vote and signed into law by 
President Clinton. Although the 
President strongly supported the 
passage of NAFTA, a majority of the 1 

Democrats in Congress opposed its 
passage, and it was adopted with. an 
unusual coalition consisting of the 
President, Republicans, and conser
vative Democrats. NAFTA is divided 
into 8 parts and numerous annexes 
and, in general, greatly liberalizes 
trade among the three signatories. 
However, much of the length of the 
agreement4 is devoted to exceptions 
from the provisions of the agreement 
and there are many transition periods 
for certain industries. For example, 
the automotive annex provides for 
the phaseout of Mexican local content 
requirements over a period of 10 
years, and allows restrictions on 
the sale of used motor vehicles into 
Mexico which will not terminate for 
15 years. 

NAFTA contains specific provisions 
relating to various industries, includ
ing the automotive industry, which 
is of major importance to the State 
of Michigan. An existing agreement 
between the U.S. and Canada has 
allowed free trade in automobiles for 
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almost thirty years. However, 
NAFTA will serve to open the borders 
for built-up automobiles from the U.S. 
and Canada to be sold into Mexico. 
Therefore, it will no longer be re
quired to assemble vehicles in Mexico 
as a prerequisite for their sale in the 
Mexican market. 

Background of The 
Income Tax Treaty 

The passage of the Income Tax 
Treaty followed a far less controver
sial route5• However, even though 
the Income Tax Treaty was negoti
ated separately from NAFTA and 
there was no organized opposition to 
the adoption of the Treaty, the ratifi
cation of the Treaty was delayed until 
the resolution of the debate surround
ing the passage of NAFTA. 

Until1991, Mexico did not main
tain any income tax treaties with 
other countries6• Although the major 
trading partner of Mexico has always 
been the U.S., a tax treaty between 
the two countries did not take serious 
form until the late 1980's. From a 
U.S. perspective, the absence of a 
tax treaty network in Mexico for the 
avoidance of double taxation of its 
citizens may appear questionable, 
but Mexico has traditionally taxed 
its citizens on a territorial basis and, 
therefore, did not believe that double 
taxation of its citizens was a serious 
issue. The U.S. has traditionally 
utilized a worldwide basis of taxation 
for its citizens, and double taxation of 
its citizens is a more serious concern, 
even though the foreign tax credit is 
designed to alleviate the issue. 

The new Tax Treaty7 does not 
follow the U.S. Model Treaty and 
contains several unusual provisions 
for a U.S. Income Tax Treaty. Several 
provisions of the Treaty are not 
contained in any of the other treaties 
to which the U.S. is a party. We will 
review several of these provisions and 
note their probable effect on U.S. 
taxpayers operating in Mexico. 

Article 5-
Permanent Establishment 
Allocating the taxation of business 
profits between treaty countries is 
one of the main concerns underlying 
income tax treaties. The central · 
element to this end in treaties is the 
notion of a "permanent establish
ment." The business profits of an 
enterprise of one country are not 
taxable in the other country unless 
the activities of the enterprise reach a 
level at which a taxable nexus exists. 
This nexus is referred to as a perma
nent establishment. 

The Article on Permanent Estab
lishment in this Treaty contains eight 
paragraphs, most of which closely 
parallel the standard provision in 
U.S. tax treaties pertaining to the 
definition of what is, and is not, a 
permanent establishment in one of 
the countries. However, paragraph 58 

of the Article contains a provision 
which modifies and potentially ex
pands the standard definition. This 
provision indicates certain subsidiar
ies in one country may constitute a 
permanent establishment in that 
country for a parent company in 
another country. 

The language of paragraph 5 
provides that a permanent establish
ment exists where a party in one 
state carries on activities on behalf 
of an enterprise in the other state if 
it "... habitually processes in the 
first-mentioned State on behalf of the 
enterprise goods or merchandise 
maintained in that State by that 
enterprise, provided that such pro
cessing is carried on using assets 
furnished, directly or indirectly, by 
that enterprise or any associated 
enterprise." Although the language 
is difficult to apply in many cases, it 
clearly appears to apply to the multi
tude of Maquiladora operations which 
are operated in Mexico in close prox
imity to the border between the U.S. 
and Mexico. These companies usu
ally perform labor intensive tasks in 
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Mexico on goods owned by the U.S. 
shareholder of the Maquiladora and 
return the processed goods to the U.S. 
shareholder in return for a cost plus 
fee payment. For example, most of 
the wiring harness assembly opera
tions for automobile companies are 
performed in Mexico through 
Maquiladora companies. The title to 
the goods is usually held throughout 
the process by the U.S. shareholder of 
the Maquiladora and, in many cases, 
title to the machinery and equipment 
located and used on the premises of 
the Maquiladora operation is also 
held by the U.S. shareholder. Man
agement of the Maquiladora company 
is often conducted by U.S. personnel, 
who reside in the U.S. and commute 
to the Mexican operations on a daily 
basis. Under these circumstances, 
the Treaty language provides that 
the U.S. shareholder has a perma
nent establishment in Mexico which 
is attributed to it through the activi
ties of the Maquiladora company. 
While this result is clearly contrary 
to the past practice on attribution of 
permanent establishments, it has 
been indicated by the Mexican tax 
authorities9 that this result was 
intended. Therefore, a U.S. share
holder may be unpleasantly surprised 
to find that the parent U.S. company 
is subject to the taxing jurisdiction 
of Mexico. 

It should also be noted that al
though the language of paragraph 5 
was intended to give the tax authori
ties the right to impute a permanent 
establishment to the parent company, 
the Mexican tax authorities have 
informally indicated that they will 
not be using this provision to impute 
permanent establishments to U.S. 
companies in the immediate future. 
However, this informal policy could 
be reversed at any time, and there 
are no assurances that future Mexi
can administrations will hold the 
same position with respect to the 
permanent establishment issue. 

Given the informality of the 
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exception from the literal language 
of the Treaty, it may no longer be 
advisable to conduct the Maquiladora 
operations in such a manner as to 
give the appearance that all actions of 
the Maquiladora are being controlled 
by the parent company. 

Article 8 - Dividends 
The payment of dividends by Mexican 
companies to U.S. parents can be 
subjected to a 10% withholding rate 
pursuant to the terms of the Treaty. 
However, the current Mexico Income 
Tax Law provides that to the extent 
the dividends are paid out of income 
previously subjected to the income 
tax in Mexico, the dividends will not 
be subjected to any withholding taxes 
by Mexico. It is anticipated that the 
Mexican law will continue to apply to 
these dividend payments, in spite of 
the Treaty language which would 
allow the 10% withholding. There is 
a most favored nation provision in the
Protocol to the Treaty executed on the 
same date as the Treaty which pro
vides that if the U.S. agrees in any 
subsequently negotiated Tax Treaty 
to an interest withholding rate of less 
than 10%, the rate will automatically 
be incorporated into the U.S.- Mexico 
Tax Treaty. The U.S. has never 
before agreed to such a provision in 
a tax treaty. An understanding of the 
U.S. Senate incorporated within the 
passage of the Treaty provides that 
the most favored nation provision 
will not be self-executing, but that 
the parties will move as rapidly as 
possible to modify the treaty to 
reflect a lower rate of withholding 
on dividends. 

Article 11 - Interest 
The article on interest also contains 
provisions which have not previously 
been incorporated in a U.S. Tax 
Treaty. The most notable provision is 
the 4.9% withholding rate for interest 
payments on publicly traded debt 
instruments and fixed income ·securi-
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ties. This rate was selected to avoid 
the kickout from the passive basket 
to the high withholding tax interest 
basket for U.S. foreign tax credit 
purposes. The reduced rate was 
originally designed to phase in over 
a ten year period, but the Mexican 
government decided to implement the 
reduced rate immediately upon the 
implementation of the treaty10• 

During the negotiations the U.S. 
requested the total exemption of 
interest payments from withholding 
taxes, but Mexico, in exchange for 
the exemption, requested that the 
U.S. agree to a tax sparing provision11 

in the Treaty. The U.S. has never 
agreed to a tax sparing provision in 
an income tax treaty, and refused to 
agree to such a provision in this 
treaty. 

Article 13 - Capital Gains 
The Treaty also addresses an issue 

relating to the tax treatment of gain 
on the sale of the stock of a Mexican 
company. Under pre-Treaty law, the 
gain on such a sale of stock could be 
taxable in both the U.S. and Mexico. 
In addition, the sale of the stock could 
be tre;1ted for U.S. purposes as do
mestic source gain, since the general 
rule is that the source of the gain is 
determined by the residence of the 
seller.12 Under Mexican law, the sale 
of the stock in a Mexican company, 
irrespective of the location of the sale, 
is subject to taxation under the 
Mexican Income Tax Law. In the 
absence of Treaty provisions for 
competent authority, the gain could 
be taxed in both jurisdictions with no 
relief to the U.S. shareholder. If the 
gain is domestic source, then the 
foreign tax credit mechanism offers 
no relief, since there is no foreign 
source income for the foreign tax 
credit limitation calculation. The 
Treaty resolves this issue and pro
vides for the resourcing of the gain 
to the extent necessary for the avoid
ance of the double taxation of the 
U.S. shareholder. 

NAFTA Provisions 
NAFTA provisions are intended to 
establish a free trade zone among the 
U.S., Canada and Mexico. However, 
there are several provisions in the 
agreement which will continue to 
allow tariffs and other restrictions 
on trade between the countries for 
several years after its adoption. 
NAFTA, although intended to allow 
competition on a more even playing 
field with the European Economic 
Union, does not involve the same 
degree of integration of the sovereign 
states as is ultimately contemplated 
in the European Union. 

With respect to taxation, NAFTA 
does not provide for the harmoniza
tion of direct and indirect taxes which 
is in the process of being imple
mented in the European Union (with 
varying degrees of success). For 
example, both Canada and Mexico 
have value added taxes imposed at 
the national level, while the U.S. 
does not. NAFTA does not specifi
cally provide that the countries will 
attempt to harmonize these taxes, 
even though they may have signifi
cant impacts on trade. 

Where NAFTA does directly impact 
taxes is in the area of customs duties 
and tariffs. For many items13 pro
duced (NAFTA contains extensive 
provisions governing Rules of Origin) 
within the signatory nations, the 
duties imposed upon the goods were 
either reduced or eliminated when 
the agreement took effect on January 
1, 1994. Although the statement of 
the intent of the agreement provides 
that closer cooperation between the 
three countries is intended, there is 
no underlying agreement, such as the 
Treaty of Rome with the European 
Union, which provides a framework 
for the process of further unification 
of the countries. 

However, the overall climate for 
investment in Mexico should be 
greatly improved with the implemen
tation of the NAFTA provisions14• 
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With certain exceptions, export 
requirements can no longer be a 
condition of investment into Mexico. 
In addition, there are more protec
tions for property (including intellec
tual property) which is invested into 
Mexico. 

One major exception is contained in 
Annex 300-A Trade and Investment 
in the Automotive Sector. Within the 
automotive sector in Mexico, various 
restrictions will continue to protect 
the companies which were operating 
in Mexico during the 1992 model 
year, the time the agreement was 
negotiated. In addition, it is provided 
that the Parties will review the status 
of the North American automotive 
sector and the effectiveness of the 
NAFTA measures at some time prior 
to December 31,2003. This review 
is provided for the purpose of the 
determination of actions which could 
strengthen the competitiveness of the 
automotive sector and the extent of 
integration in the sector. The provi
sion of such a review could be inter
preted as a protectionist measure 
although it is not clear that it was 
intended to allow the reimposition 
of controls on the automotive sector. 

Specific protections for the Mexican 
automotive industry are contained in 
Appendix 300-A.2. This appendix 
allows Mexico to continue its current 
Auto Decree and the Auto Decree 
Implementing Regulations until 
January 1, 2004 at which time they 
must be brought into conformity with 
NAFTA provisions. 

The exceptions from the general 
provisions of NAFTA will continue to 
put pressure on areas such as cross 
border transfer pricing to allow 
Mexican subsidiaries of U.S. compa
nies to meet the requirements of 
these restrictions on free trade (for 
example, local content requirements 
will be at least 29% through 2003), 
which are not repealed for 10 years. 

Although NAFTA does not directly 
affect the income tax laws of the 
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Parties, the expansion of activities 
among the three countries will cer
tainly increase the importance of the 
arm's length pricing standards15 for 
the revenue authorities of each coun
try. This, in turn, will encourage 
more taxpayers to avail themselves 
of the Advance Pricing Agreement 
process which has been recently 
established by the IRS16• 

Additionally the reduction of the 
customs duties will diminish the 
importance of U.S. Internal Revenue 
Code Section 1059A, which limits the 
cost of sales deduction for taxpayers 
who declare different values for 
income tax and customs purposes. 
Taxpayers will no longer have any 
motivation to declare a lower value 
for customs purposes, if the duties 
are removed or substantially reduced 
on goods imported into the U.S. from 
Mexico and Canada. The Internal 
Revenue Service has recently 
attempted to use Section 1059A 
as a weapon against U.S. taxpayers 
operating Maquiladoras by making 
Section 482 adjustments to the U.S. 
taxpayers on audits and disallowing 
the corresponding adjustment in the 
cost of the goods purchased from the 
Maquiladora by the U.S. taxpayer. 
Since customs values become final 
after six months and cannot be 
changed to correspond with the 
Section 482 adjustment, Section 
1059A requirements may literally 
apply. However, in these instances, it 
is not the taxpayers, but the Internal 
Revenue Service, that is creating the 
differential in the declared values. 
The NAFTA provisions should also 
reduce this type of application of 
Section 1059A by the Internal Rev
enue Service in the future. 

The reduction of the duties on 
goods moving cross border may also 
have a significant detrimental effect 
on the Maquiladora industry. One 
of the benefits which a Maquiladora 
operation offered was the duty-free 
importation of the goods into Mexico 
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as long as they were intended for 
ultimate export. The reduction of 
the customs duties will thereby 
eliminate an advantage enjoyed 
by the Maquiladora industry. In 
addition, the Maquiladora industry 
has enjoyed an administrative 
exemption from the full application 
of the Mexican Income Tax. This 
favorable treatment has been contin
ued for the 1994 calendar year, 
but commentators have questioned 
whether it will routinely be continued 
in future years17• 

The Maquiladora industry also 
faces other challenges as the Mexican 
market is opened to foreign invest
ment. Within the automotive indus
try, the rules pertaining to local 
content do not favor vertical integra
tion in the Mexican automotive 
industry. Therefore, automotive 
manufacturers in Mexico will face 
pressures to divest themselves of 
control of their Maquiladora opera
tions, in order to qualify their pur
chases of goods from the Maquiladora 
for the Mexican local content require
ments which will continue to be 
needed for 10 years. 

Conclusion 
The Income Tax Treaty and NAFTA 
will both offer additional opportuni
ties for U.S. investment into Mexico. 
However, careful consideration must 
be taken to ensure the investment 
will not be subjected to unintended 
consequences, both tax and nontax. 
Provisions of the Income Tax Treaty, 
such as Article 5 on permanent 
establishments, offer the advantages 
of certainty in areas where the guide
lines have been ambiguous in the 
past. However, these new guidelines 
also may require modification of the 
previously accepted manner for the 
conduct of business by U.S. compa
nies in Mexico. The example of the 
Maquiladora operations potentially 
imputing a permanent establishment 
to the U.S. shareholder is but one 

example where the Treaty may 
change the conduct of doing 
business. 

The new NAFTA rules will also 
encourage increased investment 
into Mexico as well as the increase 
of trade between the U.S. and 
Mexico. As always, the increase in 
business activity should trigger a 
periodic review of the overall busi
ness activities in Mexico. Although 
the guidelines of the Treaty should 
assist taxpayers in the determina
tion of whether there is sufficient 
nexus for a permanent establish
ment, it is essential that the Tax 
Department be aware of all of the 
business activities performed by the 
company in Mexico, as well as the 
activities of Mexican subsidiaries. 
Only after a review of the complete 
scope of the business operations can 
it be determined if the operations 
should be restructured. · 

Clearly there are 'opportunities 
for U.S. businesses to expand their 
operations in Mexico, which are 
facilitated by both NAFTA and the 
Income Tax Treaty. However, the 
failure to consider the tax effects of 
either an additional investment or 
expanded operations in Mexico could 
still result in unanticipated income 
tax costs in Mexico, which may not 
be fully recoverable depending upon 
the foreign tax credit position of the 
U.S. taxpayer. 

Larry J. Ainslie is Senior Tax Counsel -
International and Edward D. MacDonald 
is Staff Tax Counsel - International for 
Chrysler Corporation's Office of Tax 
Affairs in Highland Park, Michigan. Both 
authors wish to thank Brian J. Borawski, 
a Michigan State University M.B.A. 
candidate and summer intern at Chrysler 
Corporation for his assistance in the 
preparation of this paper. 
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-----------------------------ENDNOTES-----------------------------

1. The official name is the Estados Unidos Mexicanos. 

2. Pub. L. No. 103-182, 107 Stat. 2057 (1993). 

3. The official name is the Convention Between the Government of the United States of America and the 
Government of the United Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal 
Evasion with Respect to Taxes on Income. 

4. The agreement is contained in three separate volumes, each consisting of several hundred pages. 

5. The instruments of ratification were exchanged on December 28, 1993. The Treaty was originally signed by 
the parties on September 18, 1992, and ratified by the Mexican Senate on July 12, 1993 and by the U.S. 
Senate on November 20, 1993. See 94 Tax Notes lnt'l 8-21 (Jan 12, 1994). 

6. Mexico now has Income Tax Treaties with Canada (January 1, 1992), France (January 1, 1993), Germany 
(January 1, 1994), Sweden (January 1, 1993), and the U.S (January 1, 1994). The Mexican Senate has 
ratified the double taxation agreement with Spain, but the agreement has not yet entered into force. Mexico 
also has signed bilateral tax agreements with Belgium, Ecuador, Italy, the Netherlands, and Switzerland. 
These five agreements are still in the process of congressional ratification in Mexico. See also Barry Cass 
and Richard Andersen, U.S.-Mexico Treaty Combines Developed and Developing Country Models, 3 J. Of 
lnt'l Tax'n 197 (Nov/Dec, 1992). 

7. For a more detailed discussion of issues under the U.S.-Mexico Income Tax Treaty see Nicasio del Castillo 
et al., U.S. Mexico Income Tax Treaty: Practical Implications and Planning Opportunities for U.S. Investors, 
23 Tax Mgmt.lnt'l J. 128 (March 11, 1994). 

8. Paragraph 5 of Article 5 reads as follows: 

5. Notwithstanding the provisions of paragraphs 1 and 2, where a person, other than an agent of an 
independent status to whom paragraph 7 applies, is acting in a Contracting State on behalf of an 
enterprise of the other Contracting State, that enterprise shall be deemed to have a permanent 
establishment in the first-mentioned State in respect of any activities which that person undertakes 
for the enterprise, if such person: 

a) has and habitually exercises in that State an authority to conclude contracts in the name of the 
enterprise, unless the activities of such person are limited to those mentioned in paragraph 4 (' 
which, if exercised through a fixed place of business, would not make this fixed place of 
business a permanent establishment under the provisions of that paragraph; or 

b) has no such authority but habitually processes in the first-mentioned State on behalf of the 
enterprise goods or merchandise maintained in that State by that enterprise, provided that such 
processing is carried on using assets furnished, directly or indirectly, by that enterprise or any 
associated enterprise. 

9. The Mexican tax authority is commonly referred to as Hacienda and is part of the Ministry of Finance and 
Public Credit (Secretaria de Hacienda y Credito Publico). 

10. See John Turro, U.S. and Mexico Sign Long-Awaited Income Tax Treaty and Protocol, 92 Tax Notes lnt'l 
40-2 (Sept 30, 1992). 

11. Tax sparing, in a very simplified explanation, is an agreement by the parties that they will not tax a benefit 
which is granted by the other party to a taxpayer which is operating in both jurisdictions. In the absence of a 
tax sparing provision, a government granting a tax benefit to a multinational company may only shift the 
funds out of their treasury and into the treasury of the other party to the agreement, and the multinational 
party may remain neutral with respect to their overall tax burden. 

12. Internal Revenue Code §865(a). However, it should be noted that Internal Revenue Code §865(f) may 
characterize such gain as foreign source if certain tests are met. 

13. Annex 302.2, Tariff Elimination, sets forth the various time periods over which the tariffs on imported goods 
from the free trade area will be eliminated. The periods extend up to 15 years in the case of items listed in 
Category C+ on a Party's Schedule. 

14. For a general discussion of investment in Mexico see Miguel Jauregui Rojas, A New Era: The Regulation of 
Investment in Mexico, 1 U.S.-Mex. L.J. 41 (1993). 

15. Internal Revenue Code § 482; Mexico Income Tax Law§§ 64-A & 65. 

16. Rev. Proc. 91-22, 1991 I.R.B.11. 

17. Marc Levey et al., Planning for New and Existing Operations Under the U.S.-Mexico Income Tax Treaty, 80 
J. Tax'n 368, 370 (1994). 
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Public Service 
Corporation-Intangible 
Personal Property May 
be Considered in 
Determining Assessments 

Michigan Bell Corporation v Dep't 
of Treasury, 445 Mich 4 70; 
NW2d _ (1994) -

The central issue in Michigan Bell 
Telephone Co v Dep't of Treasury, 
Docket Nos. 95347-95349 (Decided 6/ 
21/94), was whether the public service 
company's intangible personal prop
erty, consisting of the "going concern" 
value of the enterprise, was properly 
considered in assessing the property 
under a statute unique to specified 
categories of public seivice property. 
The statute, 1905 PA 282, provides 
that all property of a public service 
business, including a telephone com
pany, that is "used in carrying on [its] 
business" is subject to a specific tax 
imposed in lieu of all other taxes for 
state and local purposes. 

The case had been initiated in the 
Michigan Tax Tribunal, which had 
determined that intangible elements 
of the going concern could be consid
ered in valuing the property of the 
telephone company. The Michigan 
Court of Appeals affirmed in an 
unpublished memorandum opinion. 
Before the Supreme Court, Michigan 
Bell conceded that the issue before 
the Court was not the valuation of its 
property as a "unit" or by reason of its 
existence as a "going concern". In
stead, the company alleged that 
intangible property was not a part of 
the value equation; that the property 
in question was exempt from taxation 
under the Michigan Intangibles Tax 
Act; and that taxation of the property 
under 1905 PA 282 unlawfully con
flicted with a provision of the Michi
gan Constitution that directs the 
Legislature to provide for the assess-

ment of the "property" of public 
service businesses. 

A unanimous Supreme Court 
rejected each of Michigan Bell's 
claims. The Court ruled that the 
statute's reference to the word "prop
erty" expansively incorporates intan
gible as well as tangible property. 
According to the Court, taxation of 
the company's intangible personal 
property comports with the recog
nized "unit concept" of valuing utility 
property. The Court dispensed with 
Michigan Bell's contention that the 
contested property was exempt under 
§2(e) of the Intangibles Tax Act for 
the reason that although the Intan
gibles Tax provision exempts intan
gible personal property from Michi
gan "general property taxes", the 
specific tax imposed by 1905 P A 282 
is not a general property tax. In 
addition, the Court found no constitu
tional infirmities in the assessment of 
Michigan Bell's intangible personal 
property under 1905 PA 282. 

Special Assessments
Road Widening 

Hilding v Eaton County Road Com
mission, COA Docket No. 139529 
(11/4/93); unpublished opinion per 
curiam of the Court of Appeals 

Delta Township levied a special 
assessment for road improvements 
against Petitioners for a road widen
ing project that in some places 
transformed a two-lane roadway into 
a five-lane roadway. The Township 
spread seventy-five percent of the 
cost of the improvements upon land
owners whose properties abutted 
the road. Petitioners, abutting 
landowners, challenged the special 
assessment contending that the new 
roadway posed a detriment, not an 
improvement to their property, and 
presented appraisal testimony before 
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the Michigan Tax Tribunal that under the Technology Park Develop- \) ! 

indicated that, while their property ment Act; Troy's consent to the abate-
had slightly increased after the ment, was required because Plaintiff 
widening project was concluded, the was moving its operations from Troy 
increase was not the result of the to Auburn Hills. The trial court ruled 
improvements, but instead was the that the City abused its discretion in 
consequence of general appreciation. refusing to agree to the abatement 
The appraiser also indicated that the and that the City's actions in with-
property's highest and best use was holding consent violated legislative 
as a single-family residence, and that intent. The Court of Appeals agreed, 
no rezoning of the property was holding that the Technology Park 
scheduled in the future. The Michi- Development Act does not accord a 
gan Tax Tribunal declared the special local governmental unit an absolute 
assessment invalid on grounds that right to veto a claimed tax exemption. 
there was no reasonable relationship 
between the amount of the assess-
ment and an increase in value to the Special Assessments-
subject property. Reconsideration in Light On appeal, the Court of Appeals 
affirmed the Michigan Tax Tribunal's of Kadzban 
ruling, stating that "[s]pecial assess-
ments are permissible only when the N H Motel Enterprises, Inc v City of 
improvement results in an increase in Troy, 205 Mich App 459; 518 NW2d 
the value of the land specially as- 505 (1994) 
sessed," citing the Supreme Court's 
earlier decision in Kadzban v City of This case came to the Court of Ap- (. 
Grandville, 442 Mich 295; 502 NW2d peals on remand from the Michigan 'v 
299 (1993). The Court thus specifi- Supreme Court for reconsideration of 
cally rejected the Eaton County Road its affirmance of a judgment rendered 
Commission's assertions that it did by the Michigan Tax Tribunal which 
not have the burden of showing an invalidated a special assessment 
increase in value to the assessed issued by the City to Petitioner. On 
property, and that having to engage remand, the Court of Appeals again 
in such task would be unduly burden- affirmed, finding that in light of the 
some. In addition, the Court deter- Supreme Court's decision in Kadzban 
mined that the testimony offered by v City of Grandville, 442 Mich 495; 
Petitioners' appraiser qualified as 502 NW2d 299 (1993), its prior 
expert testimony, and that the Tribu- conclusion that no value accrued 
nal therefore did not err in allowing to Petitioner (the owner of the 
his testimony at hearing. Northfield Hilton) as a consequence 

of the special assessment was correct. 

Tax Abatements-City's 
Expanding on its previous decision, 
the Court of Appeals observed that 

Right to Veto Abatement the Petitioner overcame the burden 
it had to rebut the presumption of 

Marposs Corp v City of Troy, 204 
validity that attached to the special 
assessment ''by showing a substantial 

Mich App 156; 514 NW2d 202 (1994) or unreasonable disproportionality 

The City of Troy refused to consent to 
between the amount assessed and the 
value which accrued," and sustained 

a tax abatement requested by Plain- the Tribunal's rejection of evidence 
tiff from the City of Auburn Hills marshalled by Respondent to show 

~ 28 



Michigan Tax Lawyer-3rd Quarter 1994 

that value had accrued to the hotel 
as a consequence of the road improve
ments. 

Tax Tribunal
Untimely Appeal 

Curis Big Boy, Inc v Dep't of Trea
sury, _ Mich App ; NW2d 
(1994) - -

In this case, the taxpayer filed his 
petition with the Michigan Tax 
Tribunal more than 30 days of the 
date of the Michigan Department 
of Treasury's denial of his refund 
request [Editor's Note: The filing 
deadline in nonproperty tax cases has 
since been extended to 35 days after 
an assessment, decision or order, see 
MCL 205.22; MSA 7.657(22)]. The 
Tax Tribunal granted the Depart
ment's motion to dismiss, which was 
grounded in the untimeliness of the 
taxpayer's appeal. In the Court of 
Appeals, th-e taxpayer contended that 
the single business tax administra
tor's denial of his refund claim did 
not constitute a final decision of the 
Department because the denial did 
not advise him of his right to appeal; 
the Court of Appeals disagreed, 
stating that no such advisory is 
required relative to refund claim 
denials. The Court also rejected the 
taxpayer's contention that the period 
for filing an appeal was tolled while 
he and the Department were in the 
process of negotiating a resolution 

· to the case, for the reason that there 
was no evidence that such negotia
tions were taking place. Finally, 
the Court found no merit in the 
taxpayer's assertion that the circum
stances of the case were such that the 
'!~ 'f:ib.unal could exercise equity 
JUrisdiCtiOn to permit his appeal. 

"Cost Company" is a 
Separate Joint Venture 
under the SBTA; 
Taxpayer Cannot Exclude 
Interest Expense from 
Tax Base 

Consolidated Aluminum Corp v Dep't 
of Treasury, _Mich App_; 
_NW2d_(1994) 

In Consolidated Aluminum the 
Michigan Court of Appeals 'upheld the 
Michigan Tax Tribunal's affirmance 
of a final assessment issued by the 
Department of Treasury which re
flected the Department's dispute with 
CoD:alco's computation of its single 
busmess tax base using information 
extracted from the consolidated 
financial statements of Conalco and a 
"cost company", Ormet. In addition, 
Conalco had determined not to add 
back interest expense to its tax base 
given that most of such expenses 
were attributable to non-Michigan 
sources. The Department of Treasury 
contended that Ormet was a separate 
entity and must be individually 
considered for single business tax 
purposes in light of the Court of 
Appeals' prior decision in Wismer & 
Becker Contracting Engineers v Dep't 
of Treasury, 146 Mich App 690; 382 
NW2d 505 (1985) (note that Conalco 
did not hold an 80% ownership inter
est in Ormet to qualify for the provi
sion of consolidated returns under 
pertinent provisions of the Single 
Business Tax Act). The Court of 
Appeals categorized the relationship 
between Conalco and Ormet as a joint 
venture and construed Wismer & 
ljlecker as requiring that a taxpayer 
mclude its interest in a joint venture 
which itself would be subject to the ' 
Single Business Tax Act if it con
ducted business activities in Michi
gan, when computing its single 
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business tax liability. The Court 
further rejected Conalco's claim that 
inclusion of Ormet in its tax base 
would comport with economic reality 
and therefore should be accom
plished. 

As to the question of the propriety 
of Conalco's failure to incorporate 
interest expense in its tax base, the 
Court applied the holdings of the 
Michigan and United States Supreme 
Courts in Trinova Corp v Michigan 
Dep't of Treasury, 433 Mich 141; 445 
NW2d 428 (1989) affd 498 US 358; 
111 S Ct 818; 11 LEd 2d 884 (1991) 
to hold that "Conalco's request for 
relief under §69 must fail because 
Conalco's arguments focus upon 
geographic apportionment of these 
interest expenses, without making 
the requisite showing that the total 
business activity attributed to Michi
gan after application of the three
factor formula of §45 is out of all 
appropriate proportion to actual 
business transacted in this state." 

Special Assessments
Contractual Agreement 
to Pay Real Property 
Taxes 

G&A Inc v Nahra, 204 Mich App 329; 
NW2d (1994) 

Plaintiff and Defendant entered into 
a lease agreement which required 
Plaintiff to pay all real property taxes 
during the terms of the lease agree
ment, but said nothing about pay
ment of special assessments. 
Plaintiff brought a declaratory judg
ment action in circuit court request
ing that the court find that payment 
of a special assessment imposed for 
off-street parking improvements was 
the obligation of Defendant. The trial 
court ruled that the contractual 
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reference to "real property taxes" 
as the obligation of Plaintiff did not 
include special assessments, which 
are not taxes, and that under the 
terms of the lease agreement, Plain
tiff was not obligated to pay the 
special assessment. 

Inheritance Tax
Grandnephew not 
Entitled to Personal 
Exemption 

In re Welsch Estate, 204 Mich App 43; 
NW2d (1994) 

A provision of the inheritance tax act 
provides that a personal exemption , 
from inheritance tax is accorded 
where a mutually acknowledged 
parent and child relationship exists. 
In this case, the grandnephew of the 
decedent claimed entitlement to a 
personal exemption because he 
shared the decedent's household and 
developed a close personal relation
ship with her. The probate court 
denied the grandnephew's exemption 
claim on grounds that the facts did 
not disclose the existence of a mutu
ally acknowledged parent and child 
relationship. The Court of Appeals, 
while not foreclosing the possibility 
that a grandnephew could be involved 
in a situation in which there is a 
mutually acknowledged parent and 
child relationship under appropriate 
circumstances, affirmed the trial 
court's judgment. 

Patrick R. Van Tiflin and Michele L. 
Halloran prepared the state tax case 
summaries in this issue. Pat and Michele 
are members of the law firm of Howard & 
Howard Attorneys, PC. in Lansing. Pat 
directs the firm's state and local tax 
practice; Michele is a former Hearing 
Officer with the Michigan Tax Tribunal. 
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Expediting Exemption Requests 
Richard I. LoebP 

Many proposed business arrange
ments involving employee benefit 
plans run afoul of the restrictions on 
"prohibited transactions" imposed 
under Section 4975 of the Code and 
the parallel provisions of Sections 
406 and 407 of ERISA. Violations 
of§ 4975 can result in a 5% per year 
excise tax on the total amount of the 
transaction, as well as a 100% tax if 
the transaction is not corrected; 
additionally, violations of the ERISA 
provisions can result in suits for 
breach of fiduciary duty against 
the plan fiduciaries. 

However, Section 408(a) of ERISA 
provides a mechanism by which the 
U.S. Department of Labor can grant 
both individual and class exemptions 
from the restrictions against prohib
ited transactions and, pursuant to 
Reorganization Plan Number 4 of 
1978, Labor's interpretative and 
exemptive authority generally 
displaces that of the Department 
of Treasury. In other words, even 
in situations such as IRAs and 
Keogh plans which typically are not 
subject to ERISA, an exemption (if 
any) may nevertheless be issued by 
Labor and if so issued will be binding 
on Treasury. 

Practitioners have long lamented 
the fact that Labor has issued 
relatively few class exemptions 
(these have generally been sponsored 
either by insurance or securities and 
investment industry trade groups). 
Further, the processing of individual 
exemption requests has typically been 
so protracted that the exemption 
could not be obtained within the time 
strictures relevant to the transaction, 

or the combination of time and ex
pense made the exemption impracti
cal from a business perspective. Such 
laments have risen to a steady chorus 
over the last few years, and even the 
Department of Labor's own ERISA 
Advisory Council has been critical of 
the processing of individual exemp
tion requests. 

Separate and apart from these 
considerations, in 1989 the Commit
tee on Fiduciary Responsibility of the 
American Bar Association's Probate 
and Trust Division attempted to 
identify the loosely-defined "common 
law'' of individual exemptions, i.e., 
the conditions generally imposed or 
required by the Department before 
it will grant an exemption for a 
particular transaction. One motiva
tion for the project was the belief 
that a comprehensive analysis might 
enable applicants and their counsel 
reasonably to anticipate the condi
tions that would likely be imposed 
in a given situation in order to gain 
exemption. This effort culminated 
in a Report appearing in the Summer 
1994 issue of the Real Property, 
Probate and Trust Journal. 

As the Report was being completed, 
it became clear to the editors of the 
Report that there were definite 
patterns to the approved exemption 
requests, and that these patterns 
might lend themselves to the estab
lishment of fairly well-defined guide
lines for the issuance of exemptions. 
The leadership of the Committee 
approached Olena Berg, Assistant 
Secretary of Labor, to volunteer 
the results of its efforts toward an 
attempt to streamline the exemption 
proc~ss. With the cooperation of 
Ms. Berg and the Department's staff, 

1. Mr. Loebl served as co-editor of the Report described herein, as one of the Committee on 
Fiduciary Responsibility's liaisons to the Department of Labor and as one of the panelists discussing 
the prohibited transaction exemption process at the American Bar Association's annual meeting in 
August 1994. 
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guidelines in 
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the end of 
1994, 
probably in 
the form of a 
pamphlet or 
similar 
publication. 
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significant progress has indeed 
been made toward streamlining the 
exemption process. 

The procedures for seeking an 
exemption are found in Labor Regula
tions at 29 C.F.R. §§ 2570.30 et seq. 
The information required to be sub
mitted in the exemption request is 
described in §§ 2570.34 and .35, but 
applicants have generally found 
that the Department has demanded 
additional or supplemental informa
tion. In some cases, the exemption 
application was referred from the 
initial reviewer to a supervisor who 
would ask for information beyond 
that requested by the initial reviewer. 
By the time the applicant gathered 
that information and forwarded it 
(via the initial reviewer) to the super
visor, everyone at the Department 
had forgotten the details of the trans
action and would delay the applica
tion while refreshing their memory. 
In a few instances, there were several 
rounds of requests for additional 
information by supervisors, resulting 
in long delays and substantial ex
penses for the applicant. Many 
practitioners took the view that it 
was better for a plan to make a bad 
business deal that was not a prohib
ited transaction than to make a good 
deal that required an exemption. 

At the American Bar Association's 
annual meeting in August 1994, the 
Department of Labor and the Com
mittee on Fiduciary Responsibility 
of the American Bar Association's 
Probate and Trust Division held a 
panel discussion at which the prelimi
nary results of the common effort to 
streamline the exemption process 
were announced. These efforts are 
a draft set of guidelines relating to 
certain types of transactions for 
which the Department has described 
the specific parameters which must 
be satisfied and the additional infor
mation which must be submitted in 
order for the Department to process 
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the exemption request in a relatively 
short period. It is expected that 
requests meeting these criteria will 
not, in the ordinary course, be de
layed by requests for additional 
information nor will they be subject 
to reviews by supervisors at higher 
and higher levels of the Department. 
The Department hopes to issue the 
guidelines in final form by the end 
of 1994, probably in the form of a 
pamphlet or similar publication. 

The draft guidelines have some 
common threads applicable to all 
the types of transactions they cover., 
These are the requirements that the 
property at issue be valued by an 
independent appraiser or by some 
other objective independent means 
of valuation; that the transaction 
be approved by an independent 
fiduciary; and that no more than 
25% of the plan's assets be used in 
the transaction. The types of transac
tions covered by the guidelines are: 
(1) a cash sale by the plan; (2) a loan 
by the plan (which might include 
financing of inventory); (3) a sale to 
the plan with (or without) a lease
back; ( 4) a lease by the plan; and 
(5) a receipt of stock rights by a plan 
~. absent an exemption, a plan 
may not hold warrants for the 
employer's stock). The draft guide
lines also describe who is a qualified 
independent appraiser and the mini
mum contents of a suitable appraisal 
report, as well as who is an indepen
dent fiduciary for these purposes. 

Following these guidelines may be 
more expensive or less desirable from 
a business perspective, but the plan 
will have to balance the advantage 
of an expedited (and perhaps certain) 
exemption approval against the 
possibility that the exemption appli
cation will be delayed or even fail to 
be granted. Based on the results 
shown in the Committee's Report, 
the types of standard transactions 
covered by the guidelines comprise at 
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least 80% of all the reported favorable 
exemption grants. Furthermore, 
there is the anticipation that if 
enough exemption applications can 
qualifY for expedited processing 
under the guidelines, the Department 
will be better able to focus its efforts 
on the more complex or more unusual 
transactions that fall outside the 
guidelines. 

Richard I. Loebel practices Employee 
Benefits in the Detroit office of Miller, 
Canfield, Paddock and Stone, P.L.C. He 
graduated summa cum laude from the 
University of Detroit School of Law and 
is a member of the American, Michigan 
and Detroit Bar Associations. He is a 
frequent writer on Employee Benefits 
topics. 
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