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August 16, 1999 

Dear Taxation Section Members: 

As my term as Chair of the Taxation Section comes to an end, I realize now, more 
than ever, that the efforts of many people are necessary to this Section's success. A series 
of thank yous are the order of the day. 

First, as of September 30, 1999, Edward Deron, Edward MacDonald, and Gregory 
Nowak will end their tenure on the Taxation Section Council. Ed Deron served for 2 years 
as Chairperson of the Estates and Trusts Committee. While on the Council, he served as 
editor of the Michigan Tax Lawyer, among other positions. Ed MacDonald served as the 
Membership and Outreach Coordinator and as the liaison to the Michigan Bar Journal after 
serving as Chair of the International Committee for 2 years. Greg Nowak served as the 
liaison to the MACPNAttomey Conference and also guided the Section's effort on the 
development of a world wide web site. Previously, Greg had served a~ Chair of the State 
and Local Committee. 

We also will be losing three committee chairs. Tom Spillane has served as Chair of 
the recently-created Business Entities Committee while Ch~ck Lax and Aaron Sherbin have 
served as Chairs of the Employee Benefits and Practice and Procedure Committees, 
respectively. Thank you to Tom, Chuck, and Aaron for all of their fine efforts during the 
past 2 years. 

Third, Kelli Weiss deserves a tremendous amount of gratitude not only from the 
Council and Committee Chairs but from the Section as a whole. Her behind-the-scenes work 
is often under -appreciated but has not gone unreoognized, especially by the members of the 
Council who have worked with her. 

Finally, I would like to thank all of the members of the Taxation Section Council and 
Committee Chairs for their work during the last year. As many first-time Council Members 
and Committee Chairs soon learn, there is a lot of work to be done at the Section level and 
it would be impossible to carry out the mission of the Taxation Section without everyone's 
help. 

PAST COUNCIL CHAIRPERSONS 

ALLAN J. CLAYPOOL 
STEPHEN H. CLINK 

JOHN J. COLLINS, JR. 

OSCAR H. FELDMAN 
STEPHEN M. FELDMAN 

EUGENE A. GARGARO, JR. 

CAROLJ.KARR 
LOUIS W. KASISCHKE 

JOHN L. KING 
DONALD M. LANSKY 
JEFFREY A. LEVINE 

ARNOLD W. LUNGERSHAUSEN 

JERRY D. LUPTAK 
JOHN W. McNEIL 

JACK E. MITCHELL 
DENNIS M. MITZEL 

J. LEE MURPHY 

REGINALD J. NIZOL 
ROBERT B. PIERCE 

B. COURTNEY RANKIN 
JOHN J. RAYMOND, SR. 

DAVID M. ROSENBERGER 

BENJAMIN 0. SCHWENDENER, JR. 
JOHN N. SEAMAN 

PETERS. SHELDON 
WILLIAM J. SIKKENGA 

I. JOHN SNIDER, II 
LAWRENCE R. VAN TIL 

ROGER COOK 
CLIFFORD H. DOMKE 

J. BRUCE DONALDSON 

ERNESTGETZ 
JOSEPH D. HARTWIG 

STEPHEN I. JURMU LAWRENCE J. MURPHY ANDREW M. SAVEL 



It has been a pleasure and an honor to serve as Chair of the Taxation Section 
during the last year. I am confident that next year's Chair, Joe Bonventre, will take the 
Section from where it is today to even greater success. 

Very truly yours, 

Robert R. Stead, Chairperson 
State Bar of Michigan Taxation Section 
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Committees Michigan Tax Lawyer-3rd Quarter 1999 '\ Report of the Business enue Service personnel. Joining us 

~.! 

will be Catherine M. Jones, Chief, EP Entities Committee Branch 1, Northeast Key District, and 
Thomas B. Spillane, Jr., Chairperson Janna Skufca, Chief, EP Branch 2, 
Dykema Gossett PLLC Northeast Key District. The program 
1577 North Woodward Avenue will principally focus upon the Inter-
Suite 300 nal Revenue Service's reorganization 
Bloomfield Hills, Michigan 48304-2820 (with an emphasis on the EP func-
(248) 203-0754 tion), the status of the determination 

letter program, and a review of new 
1. Future Meetings. guidelines issued by the Internal 
The next meeting of the Business Revenue Service affecting the Em-
Entities Committee will be in Grand ployee Plans Co:q1pliance Resolution 
Rapids at the State Bar Annual System. 
Meeting on September 15, 1999 at 
2:00 p.m. The meeting will cover 2. New Chairperson. 
"Current Tax Developments for This meeting constitutes the final 
Corporations, Partnerships and meeting that I will serve as Chairman 
Limited Liability Companies." of the Employee Benefit Committee. 

Larry Schiller ofDeloitte & Touch, 
2. New Chairperson. L.L.P. has been appointed as new 
A new Chairperson will be appointed Committee Chairperson for the next 
to the Business Entities Committee term. I have enjoyed the opportunity 
at the Annual Meeting. Future to serve the members of the employee 
meetings will be announced in mail- benefit bar in the State of Michigan tlY ings to the members of the Commit- and thank all of my Committee mem-
tee. New members are encouraged to hers for their assistance. 
join and any suggestions for topics for 
future meetings are always welcome. 

Report of Estates 
Report of the Employee and Trusts Committee 
Benefits Committee· Michael 0. Love, Chairperson 

National City Bank of Michigan/Illinois 
Charles Lax, Chairperson 1001 South Worth Street 
Maddin, Hauser, Wartell, Roth, Birmingham, Ml 48009 
Heller & Pesses (248) 901-3979 Voice and Phone Mail 
28400 Northwestern Highway (248) 901-2447 Fax 
P.O. Box 215 michael_o_love@ national-city.com 
Southfield, Michigan 48037-0215 
(248) 827-1877 1. Recent Activities. 

Members of the Committee attended 
1. Future Meetings. the Summer Tax Conference spon-
The next meeting of the Employee sored by the Taxation Section. Sev-
Benefits Committee will take place in eral informative presentations were 
conjunction with the Annual Meeting given. 
of the State Bar of Michigan in Grand Mr. Robin Ferriby and Mr. George 
Rapids, Michigan, on Wednesday, Gregory prepared an article on tax 
September 15, 1999. The meeting aspects of the Estates and Protected 
will serve as our Committee's annual Individuals Code for the Michigan 
liaison meeting with Internal Rev- Tax Lawyer. 

" 4 
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Michigan Tax Lawyer-3rd Quarter 1999 Committees - 2. Future Meetings. Tax Committee is to be held at the 
A meeting of the Committee is Annual State Bar Conference in 
planned for September 15, 1999. Grand Rapids, Michigan, on Septem-
This meeting will take place in Grand her 15, 1999, at the Amway Grand 
Rapids, in conjunction with the State Plaza Hotel. The featured speaker 
Bar of Michigan Annual Convention. is Brian Sullivan, Tax Manager, 

The Committee has invited Mr. Deloitte & Touche, L.L.P. The topic 
Robin Ferriby to reprise his presenta- of the meeting is current develop-
tion on Tax Aspects of the Estates and ments in international taxation. Mr. 
Protected Individuals Code, for mem- Sullivan will focus on recent changes 
be.rs attending the State Bar Annual in the United States' taxation of 
Convention. Mr. Ferriby is one of the foreign investments by U.S. persons. 
principal drafters of the Estates and If you are interested in having your 
Protected Individuals Code. He will name added to the International Tax 
discuss several items of interest to Committee mailing list, or to either 
tax practitioners and estate planners speak at an upcoming meeting or 
under the law which will take effect prepare an article for Tax Notes, 
next year, including: Reduce to Zero please contact Joy Donahue at 
rules of construction, tax apportion- (313) 568-6709 or respond by 
ment, tax powers of trustees and e-mail to jdonahue@dykema.com. 
personal representatives, charitable 
forms of gift and distributions, quali-
fied family owned business interest Report of the Practice 
deduction matters, Rev. Rul. 64-19 and Procedure 

(t considerations pertaining to transfers 
to a surviving spouse, and other Committee 
subjects under the Estates and Pro-

Aaron H. Sherbin, Chairperson tected Individuals Code. Mr. Ferriby 
will expand on and supplement an Finkel, Whitefield, Selik, Raymond, 

article written by he and Mr. George Ferrara & Feldman, P.C. 
32300 Northwestern Highway 

Gregory on this topic for the Michigan Suite 200 
Tax Lawyer. Farmington Hills, Michigan 48334-1567 

(248) 855-6500 

Report of the 1. Future Meetings. 

International Tax The next meeting of the Practice and 

Law Committee 
Procedure Committee will be during 
the State Bar of Michigan Annual 

Alice M. Naski, Co-Chairperson Meeting in Grand Rapids, Michigan. 

Deloitte & Touche, L.L.P. Our Committee will be holding a joint 

600 Renaissance meeting with the State and Local Tax 
Detroit, Michigan 48243 Committee on September 15, 1999. 
(313) 396-3446 The topic of our joint meeting is 

Sherrill D. Wolford, Co-Chairperson 
Audit, Review and Appeal Procedures 
involving state tax matters. Ms. June Dykema Gossett Summers-Haas, Ms. Patricia Snow, 400 Renaissance Center 

Detroit, Michigan 48243 Mr. Michael Martin and Mr. Peter 
{313) 568-6849 Kopke will be speaking on audit, 

review and appeal procedures, start-

~ 
1. Future Meetings. ing with the audit and through the 
The next meeting of the International court of claims. 

L 
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2. New Chairperson. 
It is my pleasure to announce that 
Trevor Wetherington will be taking 
over as the Chairperson for the · 
Practice and Procedure Committee 
beginning September 15, 1999. 
Trevor currently works with Ernst 
& Young, and before that time, 
spent several years with the Internal 
Revenue Service, Detroit District, 
District Counsel's office. 

Report of the State and 
Local Tax Committee 
Joanne B. Faycurry, Chairperson 
Miller, Canfield, Paddock & Stone, P.L.C. 
150 West Jefferson 
Suite 2500 
Detroit, Michigan 48226-4415 
(313} 496-7678 

1. Recent Activities and 
Developments. 
At the 12th Annual Summer Tax 
Conference, held at the Grand 
Traverse Resort in Acme, Michigan, 
on July 10, 1999, June Summers
Haas, Director of the Legal Hearings 
Division of the Department ofTrea
sury, spoke on current issues and 
developments in State Taxation. 
Some of the recent legislative devel
opments include: HB 4745- Single 
Business Tax Legislation; HB 4 7 44 -
Use Tax Legislation; and SB 544-
Sales Tax Legislation. Ms. Haas 
also discussed recent Department of 
Treasury Bulletins including: SBT 
Nexus Bulletin 1998-1; and Use Tax 
Nexus Standards Bulletin 1999-1 
(approved May 12, 1999). Recent 
case law development was also dis
cussed. The Summer Tax Conference 
was well attended and Ms. Haas' 
presentation was well received. 

2. Future Meetings. 
The next meeting of the State and 
Local Tax Committee is scheduled for 

Michigan Tax Lawyer-3rd Quarter 1999 

September 15, 1999, at the Annual 
State Bar Conference in Grand Rap
ids, to be held at the Amway Grand 
Plaza Hotel, in the Kendall Room, 
from 2:00 p.m. to 4:00 p.m. This 
meeting will be held jointly with the 
Practice and Procedures Committee. 
The featured speakers are June 
Summers-Haas, Director of Legal 
Hearings Division, Department of 
Treasury; Michael Martin, Supervi
sor, Audit Division of the Department 
of Treasury; Patricia Snow, Hearing 
Referee, Hearings Division of the 
Department of Treasury (Informal 
Conferences); and Peter M. Kopke, 
Chief Clerk Michigan Tax Tribunal. 
The speakers will discuss audit and 
appeal procedures within the Depart
ment of Treasury, and hearings in the 
Court of Claims and Tax Tribunal. 

Please be advised that only those 
persons in attendance at the meeting 
will be provided with the handed out 
materials. 

If you have not yet received a notice 
of the meeting and would like to 
attend, and/or if you are not on the 
State and Local Tax mailing list and 
would like to be included, please 
contact Marie Fiocchi, secretary to 
Joanne Faycurry, Chairperson of the 
State and Local Tax Committee, at 
(313) 963-6420, Ext. 2443. 

.\ 
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Section 367(d): Pitfalls of Forming Foreign Entities 
with Intangible Assets Developed in the United States 

By: Sherrill D. Wolford 

A. Introduction 
When planning the capitalization 
of a new entity, taxpayers generally 
assume that appreciated property can 
be contributed tax free as long as the 
nonrecognition rules of section 351 
are met. 1 However, this is not neces
sarily the case when appreciated 
property is contributed in the course 
of capitalizing a foreign entity. Under 
section 367, transfers which would 
qualify for nonrecognition treatment 
if they were consummated entirely 
within the United States will not be 
afforded nonrecognition treatment 
if the contribution of appreciated 
property is made to a foreign entity.2 · 

Generally, section 367(a) denies 
nonrecognition treatment of the 
exchange by treating the foreign 
corporation as not being a corporation 
for purposes of the applicable nonrec
ognition section, thereby failing to 
comply with a substantial require
ment of the nonrecognition sections.3 

When section 367 applies to a 
transfer under section 351 or 361, the 
special rules of section 367(d) apply 
to prevent taxpayers from taking 
advantage of favorable U.S. tax laws 
governing the deductibility of costs 
associated with the development of 
intangible assets.4 Prior to section 
367(d), taxpayers who had taken 
current deductions for expenses 
incurred in the development of an 
intangible asset subsequently trans
ferred the intangible asset to a for
eign entity in a tax free transaction. 
Once the intangible asset was in the 
hands of the foreign entity, the for
eign entity would oversee the use and 
subsequent licensing of the intangible 
outside of the U.S., thereby avoiding 
U.S. tax on income earned by the 
intangible until the profits from the 

: foreign entity were repatriated in the 

form of a dividend to the U.S. parent. 
In order to restrict this practice, 

Congress enacted section 367(d) 
which provides that a U.S. entity 
transferring certain intangible assets 
to a foreign entity must include 
deemed payments based on the 
productivity or use of the intangible 
asset in its income for a period of up 
to 20 years, regardless of whether any 
actual royalties or dividends are 
received from the foreign transferee. 5 

The application of section 367(d) will 
be most undesirable when the U.S. 
transferor transfers intangible assets 
in exchange for a minority interest in 
a foreign joint venture or when a 
controlled foreign entity is not ca
pable of making cash distributions to 
its U.S. parent. Ifthe U.S. transferor 
is not able to compel an actual distri
bution of cash from the foreign entity 
it may end up in a position where it 
will have to recognize income on an 
annual basis without receiving any 
cash distributions to help offset the 
corresponding tax burden. 

The purpose of this article is to 
discuss the U.S. income tax conse
quences that U.S. transferors of 
intangible assets face when making 
transfers that are subject to section 
367(d). This article will begin by 
delineating the types of intangible 
assets subject to the provisions of 
section 367(d) followed by a discus
sion of the deemed royalty payment 
including its effect on the U.S. 
transferor's ability to use foreign tax 
credits as well as the effects under 
subpart F. Finally, this article will 
discuss strategies for structuring the 
outbound transfer of intangible assets 
so that the transferor may be able to 
avoid the application of section 
367(d). 

For the sake of illustration, this 
article will follow the effects on a U.S. 
transferor ("Transferor") contributing 

Feature 
Articles 
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to the capitalization of a newly tivity or use of the patent.11 The 
i) 

formed, foreign joint venture ("Ven- use of the term "sale" under section 
ture") solely with cash and a patent 367(d) is somewhat misleading as it 
that has been developed in the implies that Transferor will recog-
United States. In exchange for its nize gain on the transfer only to the 
contribution of cash and the patent, extent that the fair market value of 
Transferor will receive a one-third the transferred intangible exceeds 
interest in Venture with the remain- its basis. However, according to the 
ing two-thirds being owned equally regulations, Transferor must annu-

The fact that by another U.S. entity and a foreign ally include an amount in its ordi-
Transferor entity.6 Transferor intends to allow nary gross income based on the 
must recognize Venture to exploit the patent outside productivity or use of the patent 

the deemed of the U.S. by either using the patent without regard to whether Trans-
in the course of its business opera- feror receives any actual payment 

paymentas . tions or licensing the patent for use from Venture or to whether Trans-
part of its outside the U.S. by other foreign feror had an adjusted tax basis in the 
taxable income entities. patent.12 Transferor must continue 
each year to include these payments in its 
regardless of B. Assets Included Under income over the entire useful life 

whether any Section 367(d) of the patent but not for a period 
The patent transferred by Transferor in excess of twenty years. 13 

actual payment is an intangible asset of the type The fact that Transferor must 
is received subject to section 367(d). The regula- recognize the deemed payment as 
raises the tions define property subject to part of its taxable income each year 
potential for section 367(d) as including patents, regardless of whether any actual .\\ 
double inventions, knowhow, licenses, fran- payment is received raises the poten-

taxation. chises and contracts. 7 The list of tial for double taxation. For ex-
intangibles excluded from section ample, if Transferor recognizes a 
367(d) includes operating intangibles, deemed royalty in Year 1 and sub-
foreign goodwill and going concern sequently, in Year 2, Venture pays 
value, and any intangible asset which a cash dividend to Transferor repre-
has no substantial value independent senting the income derived from the 
of an individual's services.8 Further- use of the patent, Transferor would 
more, section 367(d) does not apply to be taxed in Year 1 on the deemed 
copyrights, letters, memorandum or royalty payment and in Year 2 on the 
artistic compositions which are held actual dividend distribution. In order 
by the taxpayer for whom they were to eliminate this potential for double 
created. 9 Intangibles which are taxation, the regulations permit 
excluded from section 367(d) are Transferor to establish a separate 
covered under the provisions of account receivable for each year 
section 367(a).10 equal to the amount that the deemed 

royalty included in income exceeds 
C. The Deemed Royalty Payment the amount of actual payments 
The principle mechanism used by received from Venture. 14 Thus, when 
section 367(d) to discourage taxpay- the actual payment is received in 
ers from transferring developed Year 2 it can be applied against the 
intangibles to foreign entities is the balance on the account receivable 
deemed royalty payment. Upon rather than being taken into the 
transferring the patent to Venture, income ofTransferor.15 To the extent 
Transferor will be treated as if it that the account receivable remains 
had sold the patent to Venture in unpaid for three years after the year -) 
exchange for deemed annual royalty in which it was established, Trans-

8 payments contingent on the produc-

J 
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in its Venture stock by the unpaid would be required to pay current U.S. 
amount in lieu ofwriting off the taxes on the actual royalty payments 
account. 16 received by Venture according to the 

statutory regime of subpart F in 
D. Collateral Effects of Deemed addition to paying U.S. taxes on the 
Payments Under Section 367(d) deemed royalty payment which must 
Prior to the Taxpayer Relief Act of be included in income. In order to 
1997, the deemed royalty payments eliminate the potential double taxa-
re~eived by Transferor were treated tion that could occur if Transferor 
as U.S. source income. In certain were to be taxed on both the deemed 
situations, treating the deemed royalty and subpart F income, the 
royalty as U.S. source income limited section 367(d) regulations treat the 
Transferor's ability to use foreign tax amount of any deemed royalty as an 
credits under the foreign tax credit expense allocable to the subpart F 
limitation formula of section 904Y income of Venture thereby eliminat-
This created the potential for double ing taxation of the subpart F income 
taxation on the income derived from to the extent that the deemed royalty 
the use of the patent in cases where is included in Transferor's income.23 

Venture was not entitled to a foreign 
tax deduction because the deemed E. Strategies To Avoid or Limit 
royalty payment existed only for U.S. the Effect of Section 367(d) 
income tax purposes and where Taxpayers seeking to avoid the 
Transferor was in an excess foreign application of section 367(d) should 

{t tax credit position. 18 The Taxpayer consider several options when trans-
Relief Act of 1997 repealed the U.S. ferring intangibles for use outside of 
source treatment of deemed royalties the United States. These options 
under section 367(d) and provided include a sale or exchange of the 
that such payments are now to be intangible, a license of the intangible, 
treated as foreign source income to or entering into a qualified cost-
the extent that an actual royalty sharing arrangement for the devel-
payment would be considered foreign opment of the intangible. Each 
source. 19 Treating the deemed roy- arrangement presents different tax 
alty as foreign source income will and economic effects that the trans-
increase the likelihood that Trans- feror will need to consider before 
feror can avoid double taxation of deciding on a form for the transaction. 
the deemed royalty through the Furthermore, transferors need to be 
application of the foreign tax credit. 20 aware that transactions avoiding 

Another area where the potential section 367(d) may be scrutinized and 
for double taxation may arise is in recast by the IRS when the form of 
the subpart F arena. Under subpart the transaction significantly differs 
F, certain income of a foreign corpo- from the substance of the transaction. 
ration that is controlled by a U.S. 
entity must be recognized by the U.S. Sale of Patent 
entity regardless of whether any The first option available to 
actual dividends are paid to the U.S. Transferor is a sale of the patent 
entity.21 Unless Venture uses the to Venture in a separate transac-
patent in the active conduct of a tion occurring after the initial 
trade or business, actual royalty capitalization ofVenture.24 A 

\1 
payments received by Venture will be sale of intangibles can occur as 
classified as foreign personal holding either a fixed price sale or as a ' " 

company income which is a type of sale contingent on the use or 

l 
income subject to the rules under productivity of the patent. In 9 
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either case, the rules of section U.S. tax liability by increasing 
tY 

367(d) will not apply unless the the proportion of Transferor's 
transfer takes the form of a sale worldwide income that is foreign 
(or a license) merely as a sham. source.29 As was the case with 
As with a sale of any asset, the fixed price sale, the "com-
Transferor will recognize gain mensurate with income" stan-
to the extent that the sale price dard of section 482 will apply to 
of the asset exceeds Transferor's the contingent price sale. How-
adjusted basis in the asset. ever, in the case of a contingent 
However, the fixed price sale to price sale, it is much less likely 
Venture presents two potentially that the purchase price will be 
negative effects that Transferor subject to later adjustments 

Transferor will 
may wish to avoid. First, gain because each year's payment 
from the sale of the patent may will be based on the actual use 

recognize gain not benefit Transferor's foreign or production of the patent in 
to the extent tax credit position (if Transferor that year. 30 

that the sale is in an excess credit position) 
price of the because the gain will be treated License of Patent 
asset exceeds as U.S. source income.25 Second, Instead of selling the patent to 

Transferor's 
the sale price must comply with Venture, Transferor could con-
the "commensurate with income" sider granting Venture a license 

adjusted basis standard of section 482 or else be to use the intangible outside of 
in the asset. subject to readjustment under the U.S. along with the right to 

the lump-sum payment rules of sublicense the intangible to other 
section 482.26 The consequences users. 31 The use of a licensing t' of readjustment will be most arrangement is similar to the 

;' 

severe if the patent has little contingent price sale because, to 
proven value at the time of the the extent that the use of the 
transfer but substantially in- patent derives royalties outside 
creases in value following the ofthe U.S., the royalties will be 
transfer. In this case, the IRS treated as foreign source in-
could adjust the purchase price come.32 However, if Venture is 
in later years in order to make it a controlled foreign corporation, 
commensurate with the income the look-through rules will apply 
attributable to the patent. 27 and the royalty payments will be 

If a contingent price sale is placed in the general limitation 
used, Venture will make pay- basket for purposes of the foreign 
ments to Transferor based on the tax credit where they are much 
actual use of the patent. A sale more likely to be useful to Trans-
price contingent on the use or feror. 33 Thus, the licensing 
productivity of the intangible arrangement could provide 
asset may present several advan- significant advantages over the 
tages over a fixed price sale. The contingent price sale with respect 
most significant advantage of the to the foreign tax credit. 
contingent price method is that If the transfer is structured 
under the income sourcing rules, as either a contingent price sale 
contingent payments are treated or a license, Transferor must 
as royalties and sourced to the be careful to avoid leaving the 
country where they are used.28 transfer open to attack as a sham 
Thus, receipt of payments on a transaction. If the transaction is 

f contingent basis should improve successfully attacked as a sham 
Transferor's ability to utilize the under section 367, then the 

10 foreign tax credit to reduce its deemed royalty rules of section 
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367(d) will be applied to the· 
transaction as a whole.34 If a 
contingent price sale or a license 
arrangement is used, Transferor 
must be careful not to make the 
contingent payments based on 
the net annual profits ofVenture 
in order to avoid the appearance 
that an equity interest was 
received in exchange for the 
patent. Also, if the transaction 
is structured as a license, Trans
feror must avoid giving Venture 
exclusive licensing rights for a 
long period of time because the 
more rights Transferor gives up, 
the more the transfer seems like 
a capital contribution or a sale 
rather than a mere license. 

"Qualified Cost Sharing 
Arrangement" 
As an alternative to the sale or 
licensing of the patent, Trans
feror could enter into a "qualified 
cost sharing arrangement" (a 
"QCSA") with Venture.35 Under 
the QCSA, Transferor would use 
its own research and develop
ment facilities to develop the 
patent. Then, as the costs of 
development are incurred by 
Transferor, Venture must make 
an annual contribution to Trans
feror in order to reflect its invest
ment in the development of the 
patent.36 In exchange for its 
annual contributions, Venture 
will receive the exclusive right to 
exploit the patent in a specified 
geographic area outside of the 
United States.37 The amount of 
the annual contribution must be 
determined based on the benefits 
likely to be derived by each party 
from their use of the patent.38 

In cases where the patent has 
already been partially developed 
by one of the parties, the new 
party to the transaction must 
make a "buy-in" payment that 
is reflective of the future value 

expected to be derived from the 
pa:tent.39 The advantage ofthe 
qualified cost sharing arrange
ment is that no cross border 
transfer of the intangible asset 
would actually occur, thereby 
avoiding the application of sec
tion 367(d) to the transfer as 
well as avoiding the recognition 
of gain by transferor on a sale 
of the assets. 

Before entering into a QCSA, 
Transferor should consider the 
fact that if the research fails to 
produce a viable product, the 
QCSA may result in the shifting 
of deductions from Transferor to 
Venture. Also, when drafting the 
provisions of the QCSA, Trans
feror needs to keep in mind that 
allocations of cost under the 
QCSA may be subject to review 
and subsequent reallocation by 
the IRS in cases where the ar
rangement does not accurately 
reflect the benefits derived by 
the parties. In order to avoid 
later adjustments by the IRS, the 
QCSA should provide for annual 
evaluation and adjustment of the 
obligations of each participant. 

F. Conclusion 
In general, U.S. taxpayers using 
intangible assets to form a foreign 
subsidiary or joint venture could 
face some particularly undesirable 
tax consequences under the deemed 
royalty rules of section 367(d). How
ever, with foresight and careful 
planning the potentially negative 
effects may be controlled or substan
tially eliminated through the use of 
one of the aforementioned devices. 
In any individual situation, the 
particular facts of the business ar
rangement must be considered and 
weighed against the available alter
natives in order to choose the course 
of action that will produce optimum 
results from both a business and a 
tax perspective. 
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-------------------------------ENDNOTES-------------------------------

1. For purposes of this article, all section references are to the Internal Revenue Code of 1986, as amended. 

2. I.R.C. § 367(a). Section 367 generally applies to tax-free exchanges described in sections 332, 351, 354, 
356, and 361. 

3. I.R.C. § 367(a). 

4. I.R.C. § 174. 

5. I.R.C. § 367(d); Treas. Reg.§ 1.367(d)-1T(c)(3). 

6. This ownership arrangement most clearly reflects a situation where the U.S. transferor would not have 
control over the cash distributions from the foreign entity. However, equally undesirable results could arise 
where a wholly-owned foreign entity is not in a position to make cash distributions to its U.S. parent. 

7. Treas. Reg.§§ 1.67(d)-1T(b); 1.367(a)-1T(d)(5)(i). Intangible assets subject to section 367(d) are defined 
in the regulations by cross reference to section 936(h)(3)(b). 

8. I.R.C. § 936(h)(3)(B); Treas. Reg. § 1.367(a)-1T(d)(5)(i)-(iv). 

9. Treas. Reg. § 1.367(d)-5T(c). 

10. Treas. Reg.§ 1.367(d)-1T(b). 

11. Treas. Reg.§ 1.367(d)-1T(c)(1). 

12. Treas. Reg. §§ 1.367(d)-1T(c)(1 ); 1.482-2(d); 1.482-3. In order to determine what constitutes an appropriate 
arms-length charge for the use of the intangible asset, the "commensurate with income" provisions of section 
482 must be applied. 

13. Treas. Reg.§ 1.367(d)-1T(c)(3). The regulations also provide that if an intangible derives its value from 
secrecy or legal protection, its useful life terminates when the property is no longer secret or loses its legal ~\\\. 
protection. ./ . 

14. Treas. Reg.§ 1.367(d)-1T(g). 

15. Treas. Reg.§ 1.367(d)-1T(g). Payments received from a foreign transferee must be designated as 
payments upon a particular account and must be deducted from that account. 

16. Treas. Reg.§ 1.367(d)-1T(g)(1)(ii). 

17. I.R.C. § 904(a). Under section 904(a), the foreign tax credit available to an individual taxpayer cannot 
exceed the lesser of foreign taxes paid (or deemed paid) or the result of the following equation: [Total U.S. 
Tax Liability x (Foreign Source Income/World Wide Income)]. Additionally, in order to prevent U.S. taxpay
ers from crediting high foreign taxes on one stream of income against the U.S. taxes on another stream of 
income that has borne little foreign tax, a taxpayer must compute a separate foreign tax credit with respect to 
income that falls into one of nine different limitation "baskets." The use of multiple baskets greatly increases 
the likelihood that some foreign taxes cannot be used against U.S. taxes. 

18. I.R.C. § 904(a). A taxpayer with unused foreign tax credits prefers to have as much of its worldwide income 
as possible treated as foreign source for purposes of the foreign tax credit limitation formula. 

19, Taxpayer Relief Act of 1997, § 1131 (a); Treas. Reg. § 1.861-5. Royalties are generally sourced to the place 
of use of the property. 

20. Treas. Reg. §§ 1.904-4(c)(2)(ii); 1.954-2(b)(6); 1.954-2(d). For purposes of the limitation on foreign tax 
credits, the deemed payment will likely fall into the general limitation basket provided that some member of 
the affiliated group complies with the active conduct of a trade or business requirement. 

21. I.R.C. § 951 et seq. Subpart F is aimed at eliminating the U.S. tax deferral gained through the use of 
controlled foreign corporations holding portfolio-type investments or passively receiving investment income. 

22. Treas. Reg. § 1.954-2(d). A royalty is derived in the active conduct of a trade or business when the licensor 
has either developed the property or has acquired the property and subsequently added substantial value to 
the property. 
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23. Treas. Reg.§ 1.367(d)-1T(c)(2)(ii). 

24. Treas. Reg. § 1.367(d)-1T. Although a transaction may avoid application of section 367(d), section 367(a) 
will still apply to the initial capitalization of the foreign entity. In limited situations, the transferor of an 
intangible can elect to have the transfer treated as a sale. The deemed sale election is available when the 
transferor is entering into a joint venture that is significantly owned by foreign persons. For example, if 
Transferor were to invest in Venture as a joint venture, the deemed sale election would be available if 
Transferor owns between 40 and 60 percent of Venture, and the remaining 40 to 60 percent is owned by 
foreign investors. Once the election is made, Transferor must recognize U.S. source income equal to the 
difference between the fair market value of the intangible and its adjusted basis. Treas. Reg. § 1.367(d)-
1T(g)(2). 

25. I.A. C. § 865(a)(1 ). 

26. Treas. Reg. § 1.482-4(f)(5). Under the lump sum payment rules, if any intangible is transferred in exchange 
for a lump sum, the amount paid must be equivalent to an arm's length royalty. Determining whether the 
equivalent of an arm's length royalty has been received requires treating the lump sum as an advance 
payment of a stream of royalties to be received over the useful life of the intangible. Thus, determining the 
equivalent royalty amount requires a present value calculation based on the lump sum, an appropriate 
discount rate, and the projected sales over the relevant period. 

27. Treas. Reg.§ 1.482-4(f)(2)(i). 

28. I.R.C. §§ 865(d)(1)(B) and 862(a)(4). 

29. See Supra Note 17. Unfortunately, the increased availability of the foreign tax credit may be limited by the 
fact that the contingent payments will likely fall into the passive income limitation basket. 

30. I.R.C. § 904(d)(2)(A), (E). 

31. Transferor's ability to structure the transfer of the intangible as a license may be limited by practical consider
ations. For example, a joint venture partner may not want a license and may object to this structure and 
insist on an alternative business arrangement. 

32. I.R.C. § 862(a)(4). 

33. I.R.C. § 904(d)(3)(B); Treas. Reg. § 1.904-5(c)(3). See also, Joyce, 904 T.M., The Foreign Tax Credit 
Limitation, A-73. 

34. Treas. Reg. § 1.367(d)-1T(g)(4)(ii). Generally, Transferor will not recognize income on the contributions 
received from Venture. Instead, Transferor's available deduction for research and development expenditures 
will be reduced in the amount of the payments received from Venture. 

35. Treas. Reg.§ 1.482-7(b). In order to take advantage of a qualified cost sharing arrangement, the partici
pants must comply with several technical provisions. 

36. Treas. Reg.§ 1.482-7(d)(1). 

37. Treas. Reg.§ 1.482-7. 

38. Treas. Reg.§ 1.482-7(f)(3). 

39. Treas. Reg. § 1.482-7(g); Notice 88-123 1998-2 C.B. 458, 495. It is unclear whether a qualified cost sharing 
arrangement is available in situations where an intangible asset has been completely developed because the 
required buy-in would essentially constitute a one-time payment for the purchase of the intangible. 
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The Florida Intangibles Tax
Do I Really Have to Pay It? 
By: Ronald S. Kochman and Keith B. Braun and were easier to administer in 

theory than in actual practice. 
In 1998, Florida adopted amendments 
to its Rules with respect to the Intan
gible Personal Property Tax (the 
"Intangibles Tax"). The amendments 
provide guidelines which may be 
used by Florida residents to reduce 
or eliminate their Intangibles Tax. 
In 1999, the Florida Legislature 
amended thelntangibles Tax statute 
to reduce the tax rate, as discussed 
below, but left the 1998 guidelines 
intact. 

The Basics 
Currently, Florida imposes a tax on 
certain intangible assets owned by 
a Florida resident on January 1 of 
each year. 1 The tax is $2 per $1,000 
of fair market value (on December 31 
of the prior year) of stocks, bonds and 
interests in limited liability compa
nies and is payable on June 30 of each 
year (e.g., the tax on intangibles held 
on January 1, 1999 is due on June 30, 
1999).2 Beginning January 1, 2000, 
Florida has reduced the tax to $1.50 
per $1,000 ofintangibles.3 

Traditionally, many Florida resi
dents have sought to avoid or mini
mize the impact of the Intangibles 
Tax by converting a portion of their 
portfolio to cash on December 31 or 
by holding Florida or United States 
government obligations.4 However, 
for residents who held stock or inter
ests in limited liability companies, 
neither of these techniques presented 
attractive alternatives. 

In recent years, many Florida 
residents have created out-of-state 
limited partnerships or out-of-state 
irrevocable trusts in order to reduce 
their Intangibles Tax obligations. 
These techniques, while effective, 
added a great deal of complication 

New Rules 
From September 1997 through De
cember 1997, the Florida Department 
of Revenue (the "Department") held 
a series of meetings with various law 
firms to discuss the Intangibles Tax 
and the traditional avoidance meth
ods. The Department then floated 
proposed guidelines to revise the 
manner in which the Department 
would treat limited partnerships, 
corporations and trusts with respect 
to the Intangibles Tax. The first 
round of guidelines was very unfavor
able from the taxpayers' perspective 
and would have essentially elimi
nated avoidance methods. However, 
in early December 1997, the Depart
ment issued proposed guidelines on 
how limited partnerships, corpora
tions and trusts could avoid the 
Intangibles Tax. In essence, the 
Department created safe harbors 
under which assets held in limited 
partnerships, corporations and trusts 
would not be subjected to Intangibles 
Tax by Florida. 

When the proposed amendments 
were finally issued in early December 
1997, it was obvious that the new 
rules for corporations were too strin
gent to be useful in avoiding the 
Intangibles Tax. Further, the new 
rules for limited partnerships were 
not much better, but left room for 
those residents who were using 
limited partnerships to avoid the 
intangibles tax to continue using 
them if they were very careful in how 
the limited partnerships were man
aged. The real safe-harbor, however, 
was created through the use of trusts. 

The proposed rules created a work
able safe-harbor by which if a trust: 
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(1) was irrevocable for a period of 
time; (2) had an out-of-state Trustee; 
(3) was totally discretionary- that is 
the out-of-state Trustee had complete 
discretion over distributing income 
and principal to the grantor; (4) had 
all of its assets located outside of 
Florida; and (5) did not mandate 
that the same assets which went 
into the trust were to be returned 
to the grantor, then there would be 
no Intangibles Tax liability. 5 

On April 28, 1998, the Governor 
of Florida and his Cabinet approved 
the proposed rules without substan
tial change. 6 Shortly thereafter, 
the proposed rules were effectively 
amended by a change to the Florida 
Intangibles Tax statute. The change 
provides that the merefact that a 
Florida bank or trust company acts 
as an agent for a trust (but not a 
Trustee), does not cause the trust 
assets to be subject to the Intangibles 
Tax . 

To illustrate, a Florida resident can 
utilize this safe-harbor to avoid the 
Florida Intangibles Tax by creating 
and funding an irrevocable trust with 
a term of 30 days (including January 
1) prior to the end of the year, having 

the resident's child who lives in New 
York state act as Trustee, giving the 
Trustee discretion to distribute 
income and principal to the resident 
during the trust term and providing 
that the remaining trust assets will 
be distributed to the resident at the 
end of the trust term. The trust 
assets should be held at either 
institutions located outside of Florida 
or with a Florida bank or trust com
pany. Based on this safe-harbor, 
any assets held by such a trust on 
January 1, 2000 would not be 
subject to Intangibles Tax. 

Conclusion 
The new rules and the statute 
present an extraordinary opportunity 
for wealthy Florida residents to 
reduce or even eliminate their 
Intangibles Tax bill. 

RONALD S. KOCHMAN and KEITH B. 
BRAUN are attorneys with the West Palm 
Beach, Florida law firm of Kochman & 
Braun, P.L.C. They concentrate their 
practice in estate planning, probate and trust 
administration and Florida intangible tax 
planning. 

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

1. F.S.§199.032. 

2. The tax does not apply to intangible property which is secured by a lien upon real property located in Florida, 
F.S. § 199.032. 

3. Small additional discounts are provided if the tax is paid in March, April or May. 

4. Cash, Florida and United States government obligations and interests in foreign (non-Florida) limited 
partnerships are specifically exempt from the tax, F.S. § 199.185. 

5. F.A.C. 12C-2.0063. 

6. The proposed rules as adopted may be found at F.A.C. 12C-2.0061, 12C- 2.0062, and 12C-2.0063. 
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Michigan Court of Appeals Finds· 
Statutory Amendment Imposing 
Income Tax Liability of Distribu
tive Shares of Nonresident S 
Corporation Shareholders is 
not Given Retroactive Effect 

On June 25, 1999, the Michigan 
Court of Appeals in Alma Piston 
Company v. Department of Treasury, 
Docket No. 209172 (June 25, 1999), 
application for leave to appeal pend
ing, held that a statutory amendment 
to the Michigan Income Tax Act 
imposing income tax liability on 
distributive shares of nonresident S 
corporation shareholders on corporate 
net profits, should not be applied 
retroactively. 

At issue in this action was whether 
1990 P.A. 383, which amended sec
tion 110(2)(b) of the Michigan Income 
Tax Act effective December 14, 1990, 
was properly applied by the Michigan 
Department of Treasury ("Depart
ment") to the entire 1990 tax year. 
As a result of the statutory amend
ment, the Michigan Department of 
Treasury ("Department") assessed 
the nonresident shareholders of 
petitioner Alma Piston Company 
("Alma Piston") for income tax liabil
ity based on the entire 1990 tax year. 
After paying the tax, Alma Piston 
filed a claim for refund of the taxes 
representing income earned prior to 
December 14, 1990, and later filed a 
petition in the Michigan Tax Tribu
nal. Agreeing with Alma Piston, the 
Tax Tribunal ordered a refund for 
taxes paid up to December 14, 1990. 

On appeal, the Department as
serted that although the effective 
date of the legislation was December 
14, 1990, the tax is properly calcu
lated once a year at the conclusion 
of the tax year, and therefore Alma 
Piston's nonresident shareholders 
were liable for taxes based on net 
profits earned throughout the 1990 
tax year. The Court of Appeals 
disagreed, finding that application 
of the amendment to the entire tax 
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year was a retroactive application of 
the law which is not permitted unless 
the Legislature has clearly expressed 
such an intent. 

Michigan Court of Appeals 
Reverses Tax Tribunal Decision 
that Upheld Intangibles Tax 
Assessment on Interest Portion 
of Personal Injury Award 

In Benedict v, Department of Trea
sury, Docket No. 204842 (July 13, 
1999), the Michigan Department of 
Treasury reversed a Tax Tribunal 
decision that upheld an intangibles 
tax assessment on the interest re
ceived on a personal injury award. 

This action arose from a 1991 
judgment awarding damages, includ
ing interest, for personal injuries 
sustained by petitioner Lyle T. 
Benedict. At issue was an assess
ment by the Department of Treasury 
for intangibles tax on the interest 
portion of the judgment. Applying 
the former Michigan Intangibles Act, 
MCL 205.131, et seq., the Depart
ment argued that under the Intan
gibles Act, interest awards are tax
able on the basis of two "catch-all" 
provisions that included in the defini
tion of intangibles "other obligations 
for the payment of money" as well as 
"any and all other credits and evi
dences of indebtedness whether 
secured or unsecured." The Court of 
Appeals disagreed, holding that the 
Tax Tribunal was in error applying 
the tax to the interest award. In 
rendering its decision, the court 
looked to legislative intent and found 
that the specific language of the 
statute limiting the application of 
the tax to enumerated categories 
took precedence over the general 
"catch-all" provisions of the statute. 
The court also noted that statutory 
ambiguities are to be resolved in 
favor of the taxpayer, and the Tax 
Tribunal was in error in concluding 
that the interest award was subject 
to the intangibles tax. 
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Michigan Court of Appeals 
Upholds Validity of Water 
System Connection Fees 

The Michigan Court of Appeals in 
Graham v. Township of Kochville, 
Docket. No. 19897 (June 11, 1999), 
reversed a lower court decision hold
ing that an ordinance was properly 
passed by a township to collect con
nection fees for a new water supply 
system, and that the fees were not a 
tax or a special assessment. 

The subject dispute arose from an 
ordinance passed by the Township of 
Kochville that enabled it to collect a 
water connection fee for an expanded 
portion of the township's water supply 
system. The township had previously 
imposed a special assessment for the 
costs of installing the new expanded 
water supply system; the assessment 
was challenged by appealing land
owners and was determined to be 
invalid by the Tax Tribunal on the 
grounds that the assessment did not 
increase the value of the landowners' 
properties by the total amount of the 
assessment. The Tax Tribunal found 
that any such special assessment was 
limited to $2,000, the amount which 
the new water supply system would 
increase the value of the properties 
in question. When the township later 
passed the ordinance allowing the 
collection of a water connection 
charge, plaintiffs filed suit and were 
granted a declaratory judgment 
by the trial court. The township 
appealed. 

At issue was (1) whether the Town
ship of Kochville had the authority to 
enact an ordinance regarding a water 
supply system and its financing, and 
to collect special assessments and/or 
connection fees relating to such a 
system; and (2) whether the trial 
court erred in holding that the "fee" 
charged pursuant to ordinance was 
actually a special assessment imposed 
in contravention to the Tax Tribunal's 
prior determination that any special 

assessment relating to the system 
was limited to $2,000. 

The Court of Appeals held that 
the township had the authority to 
pass the ordinance under the Michi
gan Township Ordinance Act, MCL 
41.181, because the purpose of the 
ordinance was rationally related to 
the public health, safety and general 
welfare of persons and property. In 
addition, the court noted that pursu
ant to MCL 123.742(2)(b);(c), a town
ship may statutorily enter into c?n
tracts for extending water supplies 
and may properly impose special 
assessments or fees to finance such 
expansions. 

The court further concluded that 
because the fee was voluntary and 
not compulsory, the connection 
charge was a fee rather than a tax 
or special assessment. Applying Bolt 
v. Lansing, 459 Mich 152; 587 NW2d 
264 (1998), the court noted that the 
purpose of the connection charge 
was essentially regulatory, that the 
charges were proportionate to the 
necessary costs of the services, and 
that the connection charge was 
voluntary and imposed only on 
those who decided to connect to 
the water supply. 

Michigan Court of Appeals Finds 
that Taxpayer's Greenhouses are 
not Personal Property but are 
Fixtures Annexed to Real Estate 

In Tuinier v. Charter Township of 
Bedford, Docket. No. 211473 (June 1, 
1999), the Michigan Court of Appeals 
reversed a Tax Tribunal finding that 
petitioners' greenhouses were per
sonal property and were exempted 
under MCL 211.9(j) as property used 
in agricultural operations. 

Petitioner, president of a horti
cultural business and owner of land 
consisting of numerous greenhouses, 
filed a petition challenging his 1994 
property assessment on the grounds 
that the greenhouses were either (1) 

State and Local 
Tax Update 

... because 
the fee was 
voluntary 
and not 
compulsory, 
the connection 
charge was a 
fee rather than 
a tax or special 
assessment. 

17 



State and Local 
Tax Update 

18 

exempt from personal property taxa
tion as agricultural property pursu
ant to MCL 211.9(j); or (2) exempt 
from real property taxation as nurs
ery stock seasonal protection units 
pursuant to MCL 211. 7bb. The 
Tax Tribunal rejected the argument 
that the greenhouses were exempt 
as nursery stock seasonal units, but 
agreed that the greenhouses were 
exempt as personal agricultural 
property. 

On appeal, the Court of Appeals 
determined that the Tax Tribunal 
erred in concluding that the green
houses were personal property subject 
to the agricultural property exemp
tion. Finding that the greenhouses 
were not personal property, the court 
emphasized that the greenhouses 
were annexed to the real estate by 
bolts, and were used continuously 
rather than seasonally. In addition, 
the court noted that several factors, 
including construction of a concrete 
sidewalk within the greenhouses and 
the presence of large fans and gas 
heaters, provided evidence that the 
petitioner intended to erect a perma
nent structure. The court agreed 
with the Tax Tribunal's conclusion 
that the greenhouses were not exempt 
from real estate taxation as nursery 
stock seasonal units. 

Michigan Court of Appeals 
Holds that Fees Collected as 
Reimbursed Costs Constitute 
Gross Receipts for Single 
Business Tax Purposes 

In Credit Acceptance Corporation v. 
Department of Treasury, Docket No. 
201863 (July 2, 1999), application for 
leave to appeal pending, the Michigan 
Court ofAppeals reversed a prior 
decision by the Tax Tribunal and held 
that reimbursed costs expended in 
repossessing and selling automobiles 
on behalf of dealers represented gross 
receipts within the meaning of the 
Michigan Single Business Tax Act. 
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Credit Acceptance Corporation 
("Credit Acceptance"), a business 
that contracts with car dealerships to 
collect money owed by car purchasers 
to dealerships and to repossess and 
sell automobiles on delinquent ac
counts, typically receives a servicing 
fee of twenty percent of the amount 
recovered, plus reimbursement of 
all collection costs. At issue was 
whether the reimbursed repression 
costs constituted gross receipts 
includable in the tax base under 
MCL208.7. 

Credit Acceptance argued that 
the reimbursed costs were received 
solf)ly in an agency capacity and were 
therefore properly excluded from 
the tax base for Single Business 
Tax purposes. Applying Stratton
Cheeseman Management Co. v. 
Department of Treasury, 159 Mich 
App 719; 407 NW2d 398 (1987), the 
court found that the repossession 
costs were not received in an agency 
capacity, but instead constituted 
consideration received on the repos
session and sale of collateral and 
were therefore properly included in 
gross receipts for Single Business 
Tax purposes. The court noted that 
the Tribunal erred in deeming the 
contracts between Credit Acceptance 
and dealers as "agency" agreements, 
when the agreements were in fact 
sales contracts for the performance 
of personal services. 

Recent Legislation to Phase 
Out the Single Business Tax; 
Expand the Industrial 
Processing Exemption 

The Michigan Legislature recently 
passed and the Governor signed into 
law a bill (H.B. 4745) that will (1) 
phase out the Single Business Tax 
over the next 23 years; (2) replace the 
capital acquisition deduction with an 

. investment credit; (3) provide for the 
calculation of the tax base of a foreign 
person for Single Business Tax 
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purposes; and ( 4) allow for the 
election of an alternative appor
tionment sales factor calculation 
for certain spun off companies. 

The Michigan Legislature also 
passed and the Governor signed into 
law a bill (H. B. 4 755) that (1) rewrites 
and expands the industrial processing 
exemption under the Michigan Use 
Tax Act; (2) provides for the appor
tionment of use tax exemptions; and 
(3) provides a bad debt deduction for 
use in tax purposes. 

This update was prepared by 
MARJORIE BILYEU GELL of KPMG 
LLP's State and Local Tax practice. 
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