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TAXATION SECTION 

STATE MICHIGAN 

March 15, 1994 

Dear Taxation Section Members: 

The State Bar Committee on Advertising, Certification and Specialization 
recently recommended that the Board of Commissioners and the Representative 
Assembly adopt a resolution calling for the Michigan Supreme Court to 
authorize a certification program or state accreditation program for specialties 
in the law for the State of Michigan, and for the State Bar to administer this 
program. 

The Committee was aware of, and took into account, the Supreme Court 
decision of Peel vs Attorney Registration and Disciplinary Commission of 
Illinois, 496 U.S. 91, 110 S.Ct 2281 (1990) in which an Illinois attorney had 
been censured by the Illinois Attorney Disciplinary Commission for including 
in his letterhead the statement that he had been certified as a trial specialist by 
the National Board of Trial Advocacy. The Commission determined that this 
statement was a violation of Rule 2-105(a)(3) of the Illinois Code of Professional 
Responsibility and sanctions were upheld by the Illinois Supreme Court. 126 Ill 
2d 397, 128 Ill Dec. 535, 534 N.E.2nd 980. 

The U.S. Supreme Court reversed the judgment of the Illinois Court and held 
that the State prohibition against this truthful advertising was an improper 
violation of the attorney's First Amendment rights and ruled that he could, in 
fact, continue to hold himself out as having been certified as a trial specialist. 
The Court went on to indicate that it would permit the state to impose 
reasonable restrictions or limitations as necessary to ensure that the public is 
not misled by any such statements. 

The former Professional Code and Cannons of the State of Michigan, Section 
DR 2-105, indicated that a lawyer shall not hold himself out publicly as a 
specialist or as limiting his practice except in certain specified areas, specifically 
including trademarks and admiralty law. New Michigan Rules of Professional 
Conduct, Rule 7.4, indicates that a lawyer may communicate the fact that the 
lawyer does or does not practice in particular fields of law. Unlike Illinois law, 
there is no specific prohibition against claiming an expertise or specialty. While 
there is no specific guidance, Rule 7.1 "Communications Concerning Lawyer's 

. Services" does indicate that any public communication of the attorney may not 
be false, fraudulent or misleading. 

The State Bar of Michigan, in part due to the Peel decision, formed the 
"Committee on Advertising, Certification and Specialization" to investigate and 
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give recommendations on this issue. That Committee recommended, that in order to 
protect the public from unqualified individuals claiming to be specialists in a particular 
field, a specialization program should be implemented and administered by the State Bar 
which would allow individuals to claim specialization in particular fields of practice but 
only if they meet certain specified criteria. 

The suggested criteria set forth by the Committee on Specialization included the following 
components, the specifics of whieh would be determined by each individual Section: 

A. Minimum years in practice - "x" number of years for twenty-five (25) or 
more hours per week; 

B. Substantial involvement in the practice of the specialty- "x" percent of total 
hours in the specialty; 

C. Continuing legal education - "x" number of hours within the preceding "x" 
years; 

D. Written examination - regarding the specialty; 

E. Peer review - must submit "x" number of names of attorneys and judges 
who have had an opportunity to observe the work and the ability of the 
applicant; 

F. Good character - must furnish satisfactory evidence of his or her good 
character and reputation; 

G. Waiver and grandparenting - waiver consideration could be part of a 
program for an attorney who has been in the practice of law for a 
substantial length of time; 

H. Recertification- recertification of attorneys shall occur after "x" number of 
years, with or without a written examination; 

I. Active members of the State Bar of Michigan; 

J. Voluntary - no lawyer shall be required to obtain a certificate of 
specialization before practicing in the specialty; 

K. Disclaimer - any lawyer who wishes to represent that he or she is a 
specialist or certified as a specialist, but not by an entity approved by the 
State Bar, would need to state that such an entity is not approved by the 
State Bar; 

L. Equal opportunity - program shall be impartially administered; 



M. Appellate process - the program must provide for an appellate procedure; 

N. Revocation of certification - monitoring system with a procedure for 
revocation; 

0. Other certification entities- the program would permit certification by other 
organizations if those organizations complied with these standards. 

At least one other Section has determined that such a specialization process would be 
appropriate and has set forth a proposed set of guidelines similar to the guidelines 
suggested by the Specialization Committee. 

At the January Taxation Section Council meeting, the issue was addressed as to whether 
or not a specialization program is needed or appropriate for the State Bar, particularly for 
members of the Taxation Section. The overwhelming consensus of the council members 
and committee chairs was that no such specialization program was necessary for the 
Taxation Section at this time. 

Protection of the Public. The primary issue was whether or not such a specialization 
program would be necessary for the public good. In this day of increasingly complex and 
technical taxation rules, the council members were unaware of a problem with unqualified 
attorneys claiming to be tax specialists. It is hard enough for tax practitioners to remain 
experts in their own field let alone for nontax practitioners to claim such a specialty. For 
those rare instances where an attorney held himself out as a specialist in a tax field in 
which he was unqualified, it was felt unlikely that a client hiring such a practitioner would 
be protected by a State Bar program or by a statement that the individual's specialty was 
not approved by a State Bar program. The existing prohibition against false or misleading 
statements would already permit State Bar sanctions against such an attorney. (While the 
Council did not feel that there was a problem with attorneys falsely holding themselves 
out as tax experts, this was distinguished from the problem of the unauthorized practice 
of law by non attorneys in tax and other areas of the law.) 

It was noted that of the ten or so states that have passed specialty certification programs, 
including Texas, California and Florida, there may have been an incentive in keeping out 
attorneys from other states as well as providing a protection for the public good. 

Administrative Structure. The Council did not feel it appropriate to establish a new 
administrative structure with a new set of fees, new set of regulations, new testing 
requirements and the administrative structure to oversee the program. 

Tax Sub Specialties. To the extent that such a specialty program would be implemented 
by the Bar it may be necessary for the Taxation Section to have sub-certification in each 
particular tax specialty for the program to be effective. Individuals who may be experts 
in the estate planning, employee benefits, or international law fields may be novices in 
other tax areas. This should in no way impact their ability to be known as a tax specialist 
in their own field. 
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The Taxation Section has r;>sponded to the Board of Commissioners indicating that it does 
not see the necessity of establishing a State Bar Certification program at this time. The 
Board of Commissioners is to consider the implementation of such a program at its April 
23, 1994 meeting. It may choose to implement such a program based on the comments 
from other Sections of the Bar or may continue this discussion in the future. Our 
Section's further involvement in this issue will largely be based upon the action taken by 
the Board at that time. I would be pleased to hear the comments and opinions of Section 
members on this subject. 

State Bar Lobbying Activity Update. As indicated in my previous report in the "Michigan 
Tax Lawyer", the State Bar of Michigan may no longer participate in most lobbying 
activities. Unfortunately this leaves the professional organization most knowledgeable 
about the legal system, unable to participate in the legislative process. We were able to 
appreciate the importance of Lobbying assistance over the past several years as the 
Section participated in the successful efforts to repeal the Michigan Inheritance Tax Act. 
At the January Taxation Section Council meeting, the Council indicated its willingness to 
meet with other Sections of the Bar to determine whether or not a joint lobbying effort 
could be operated by the various Sections themselves, to maintain a· higher degree of 
involvement in the legislative process as it pertains to proposed legislation or proposed 
laws regarding the legal profession itself. A meeting was held on February 15, 1994 in 
which the chairpersons or. representatives from a number of different sections met to 
discuss.these issues. Although a great number of issues were discussed, some of the most 
important points considered were how to fund such a program and how to insure that 
each section is adequately represented in the decision as to where to expend the lobbying 
effort. We have agreed to participate further with these other sections of the Bar in 
exploring various alternatives. 

Summer Tax Conference. No Chairperson's report would be complete without an 
invitation to the Taxation Section Summer Tax Conference being held on Mackinac Island 
on July 7 - 9, 1994. George Gregory has set up a wonderful program giving us the 
opportunity to hone our tax skills and to get to know each other a little better in the 
relaxed setting of the island. The conference will be held at the Mission Point Resort 
providing beautiful surroundings at an affordable cost. 

Sincerely, ., 

0.~~~¥/ 
. DENNIS M. MITZEL U 

Chairperson 
Taxation Section 

STATE BAR OF MICHIGAN 
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Report of the assets by the greater of the amounts 
determined under two formulas. The Corporation Committee first amount is determined by multi-
plying the basis of its intangibles by 

Mark C. Larson, Chairperson 15%. The second amount is that 
Dykema Gossett amount of reduction necessary to 400 Renaissance Ctr., 38th Floor achieve an overall cost recovery of Detroit, Michigan 48243-1540 

50% for intangibles. Third, final {313) 568-6790 
regulations for S corporations have 

1. Chairperson's Message. been issued spelling out how the rules 
regarding the taxability of distribu-The Corporation Committee contin-
tions and adjustments to basis work. ues its quest to gain greater partici-

pation by its members. We need input 

Report of the Employee as to topics and speakers and your 
attendance at committee meetings. 

Benefits Committee Speaking of attendance, make yours 
at the Seventh Annual Summer Tax 
Conference to be held on Mackinac Deborah W. Thompson, Chairperson 
Island on July 7-9, 1994 at the Miller, Canfield, Paddock and Stone 

150 West Jefferson, Suite 2500 Mission Point Resort. Mark your 
Detroit, Michigan 48266 calendars! (313) 496-7671 

2. Recent Activities. 1. Chairperson's Message. 
( J Meetings were held on February 17 As I slowly familiarize myself with 

and March 3 to discuss the final the job of Chairperson ofthe Em-
partnership regulations under ployee Benefits Committee, I have 
IRC § 704(c) and recent developments realized that the Committee cannot 
on the IRS ruling request for the make a contribution without your 
Michigan LLC statute. suggestions and input. Accordingly, 

the Committee encourages your 
3. Future Schedule. suggestions for topics, speakers and 
The IRS is supposed to issue general meeting format. I look forward to 
guidance on the issue of tax status hearing from you. 
oflimited liability companies as 
partnerships. A panel ~scussi?n 2. Recent Activities. 
is planned once this guidance 1s The Committee's last meeting was 
released. held on February 22, 1994 at the 

Sheraton Oaks Hotel in Novi. The 
4. Important Developments. meeting consisted of a panel discus-
Three important developments sion of"1994-The Final Year; How to 
should be noted. First, as you prob- Keep Your Retirement Plan Quali-
ably have heard, problems were fied." Joe Harpring, Manager, Deter-
encountered in issuing a favorable mination Group in Cincinnati 
ruling on the Michigan L.L.C. statute, represented the IRS and discussed 
specifically with the continuity of general qualification procedures. 
interest issue. The problem appears The following members of the Com-
to be in the majority consent defini- mittee discussed compliance and 
tion. Watch for more on this issue. practical issues in connection with 
Second, the IRS announced its plan the following recently effective areas: 

lJ to settle intangibles cases. Under the Nancy Farnam, Family and Medical 
plan, a taxpayer is required. to red~ce Leave Act; Theresa Joswick, Direct 
the basis of its amortizable mtang~ble 
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Rollovers; Todd Garlelink, $150,000 
Compensation Limit; and Karen 
Zimmer, Section 404(c) Compliance. 
The meeting was intended to be a 
practical nuts-and-bolts discussion of 
the current requirements for plan 
qualification. 

3. Future Schedule. 
The annual "Show and Tell" meeting 
of the Committee will be held some
time in May, 1994. I will need four 
volunteers to present discussions of 
relevant topics that would be of 
current interest to Committee mem
bers. I will be speaking to many of 
you soon in this regard. Watch your 
mail for a date and location. 

Report of the Partnership 
Committee 

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

1. Chairperson's Message. 
Our last meeting was held on Febru
ary 17, 1994. The discussion focused 
on the recently finalized and tempo
rary regulations under §704(c) of the 
Code, and emphasized strategies for 
partners contributing built-in gain (or 
loss) property vs. non-contributing 
partners. 

2. Future Schedule. 
As of mid-February, we are still 
waiting for the IRS to issue a Rev
enue Ruling on Michigan's LLC Act. 
In addition, the Service has stated 
that it plans to issue an analog or 
update ofRev. Proc. 89-12 inthe 
"near future". As soon as reasonable 
after these authorities have been 
released, the Partnership Committee, 
in conjunction with the Corporation 
Committee, will meet to discuss their 
application. 

3. Recent Developments. 
As of February 15, 1994, the IRS has 
now issued Revenue Rulings address
ing the tax treatment oflimited. 
liability companies in fourteen sepa
rate jurisdictions (several private 
letter rulings regarding the LLC Acts 
in other states have also been re
leased). Most recently, the Service 
issued Rev. Rul. 93-81 on behalf of 
Rhode Island, Rev. Rul. 93-91, on 
behalfofUtah, Rev. Rul93-92 on 
behalf of Oklahoma, Rev. Rul. 93-93 
on behalf of Arizona, Rev. Rul. 94-5 
on behalf of Louisiana, and Rev. Rul. 
94-6 on behalf of Alabama. Each 
Ruling determined that because of 
the flexibility afforded by the particu
lar jurisdiction's Limited Liability 
Company Act, LLC's in each state 
could be classified for federal tax 
purposes as either a corporation or 
partnership. This continues the trend 
of ruling on flexible LLC statutes 
which began with the Delaware LLC 
Act in Rev. Rul. 93-38. Earlier LLC 
Acts such as Virginia, Colorado and 
Nevada, were bullet-proof statutes; 
they could only be organized for tax 
purposes as partnerships. Michigan's 
LLC statute is commonly referred to 
as a flexible bullet-proof statute. 

The Utah ruling in Rev. Rul. 93-91 
confirmed that upon dissolution of an 
LLC, only a majority in interest of the 
remaining members is necessary to 
reconstitute the entity. Prior to this, 
there was some doubt as to whether 
unanimity was required, since all 
earlier Revenue Rulings had required 
this standard (several private letter 
rulings, however, did rule favorably 
on the less stringent majority stan
dard). The issue of reconstituting a 
dissolved LLC relates to the corporate 

·.characteristic of continuity of life. The 
Utah Ruling is important to Michigan 
LLC's since the Michigan Act re
quires only a majority of members 
voting in accordance with §502(1) to 
reconstitute an LLC following a 
dissolution event. Since the Utah 

Reports 
from the 

Committees 
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Ruling references a member's inter- Internal Revenue Service for her help 
est, however, and the Michigan Act in coordinating this event. 
focuses on a member's voting power, 
in circumstances where a member's 2. Future Schedule. 
voting power and interest are not The next meeting of the Practice and 
identical, practitioners should pro- Procedure Committee will be held on 
ceed with caution when evaluating April 28, 1994 at 3:00 p.m. at the law 
the continuity of life characteristic. offices of Couzens, Lansky, Fealk, 

In other developments, recently Ellis, Roeder & Lazar, P.C. Liz Patino 
issued Rev. Rul. 94-4 considered of Internal Revenue Service-Special 
when taxpayers would have to treat Procedures will speak at this meeting 
a deemed distribution of money under on administrative remedies for resolv-
Code §752(b) as occurring. The Ruling ing federal tax problems. 
treats a decrease in a partner's share 
of liabilities as an advance or drawing 3. Articles. 
ofmoney under Treas. Reg. §1.731- Our Committee is responsible for a 
1(aXii). Under this interpretation, the feature article for the second quarter 
deemed distribution of cash is only 1994 issue of the Michigan Tax 
taken into account at the end of a Lawyer. Liz Patino of the Internal 
partnership's taxable year. Revenue Service-Special Procedures 

office has agreed to write an article 

Report of the Practice on administrative remedies. 
We are always looking for someone 

and Procedure who would be interested in writing a ' ) 

Committee short article for the Taxfile.PC or 
(/, 

Shortcuts section of the Michigan Tax 

Eric T. Weiss, Chairperson 
Lawyer. Anyone interested in writing 
a short article should contact me 

Bassey and Selesko P.C. immediately. 1400 American Center 
27777 Franklin Road 

4. Important Developments. Southfield, Michigan 48034-2379 
(81 0} 355-5000 Committee member Jeffrey A. DeVree 

contacted me early in March to dis-
1. Chairperson's Message. cuss House Bill 4973. The proposed 
I would like to thank those of you who legislation would amend Sections 3 
participated in our last meeting and 21 of the Revenue Act, MCL 
which was the Internal Revenue 205.3, and 205.21. The apparent 
Service-State Bar of Michigan Liaison purpose of this bill is to limit 
meeting on February 3, 1994. I would Treasury's ability to apply new tax 
particularly like to thank the repre- interpretations retroactively. '!'his 
sentatives from the Internal Revenue type of relief provided in proposed 
Service for their continued participa- Section 21(3) is comparable to the 
tion in this program. Internal Rev- relief provided to federal taxpayers 
enue Service speakers were John in Section 530 of the Revenue Act 
Hummel, District Director, John of 1978. Proposed Section 21(3) 
Wilson, Chief-Examination Divisio:p., provides: 
Dave Harris, Branch Chief, Zora The Department shall not assess 
Hargrave, Chief-Appeals Office, Bill or issue a notice of intent to assess a 
Bigby, Chief-Collection Division, Vern tax, penalty, or interest, or otherwise 

r-~\_ 

Houston, Branch Chief, and Oksana apply an interpretation oflaw, retro- \.,) Xenos, District Counsel. I would also actively to a tax period ending before 
like to thank Bonnie Burkes of the the date of the assessment or notice of 

8 
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intent to assess, where the taxpayer's On February 18, 1994, the state 
failure to pay the tax, penalty, or level real estate transfer tax rates 
interest, or to otherwise comply with under both plans were amended. The 
the law, was due to reasonable reli- ballot plan imposes a tax of 2% effec-
ance on 1 or more of the following: tive January 1, 1995, and, in the 

(A) A reasonable good faith event the ballot proposal fails, the 
interpretation of a statutory statutory plan imposes a tax of 1% 
provision. effective May 1, 1994. SB 999 (1994 

(B) A Judicial Precedent. PA 3) reduces the rate in both propos-
(C) A Bulletin, Position statement, als to .75%. However, as ofthe date of 

Ruling, or similar pronounce- this Report, sufficient votes to give 
ment published or made the amendment immediate effect had 
available for publication by not been found. The legislation was 
the department. signed by the Governor on February 

(D) A letter ruling issued to the 18, 1994 and will take effect on April 
taxpayer or a related taxpayer. 1, 1995 unless the Legislature revisits 

(E) A prior audit of the taxpayer the immediate effect issue. Therefore, 
or a related taxpayer by the under the current state of affairs, the 
department. original transfer tax rates (2% ballot, 

I would appreciate hearing from 1% statutory) will be in effect for the 
anyone who has comments regarding three-month period January-March 
the proposed legislation. 1995 under the ballot plan and the 

eleven-month period May 1994-March - Report of the State and 1995 ·under the statutory plan. We 
are likely to see a lot of land contracts 

Local Committee used during the resulting gap period 
in order to defer the imposition of the 

James H. Novis, Chairperson tax until after March 31, 1995. 
Honigman, Miller, Schwartz and Cohn 
2290 First National Bldg. 3. Other Recent Developments. 
Detroit, Michigan 48226 Remember to review your S corpora-
(313) 256-7940 tion client list to determine whether 

1. Chairperson's Message. 
any nonresident shareholders paid 
Michigan income tax on Michigan 

I would like to thank Senator Dan S corporation income. The Michigan 
DeGrow and his aide, Judy Allen, for Court of Claims in Wisne v. MDT, 
attending our meeting held on Janu- Court of Claims, Docket No. 91-
ary 19, 1994. We had a lively and 13364-CM (May 29, 1992), upheld the 
very informative discussion of the nonresident shareholder's refund 
school finance reform plans including claim because the statutory source 
Senator DeGrow's insights into the rule (MCL 206.110) referred only to 
marathon caucus and legislative income from "unincorporated" busi-
sessions leading up to the Christmas nesses. The glitch was amended in 
Eve 1993 passage of both plans. December 1990. This issue is cur-

.. Voters will choose between the plans rently before the Michigan Court of 
on March 15, 1994. ·.Appeals which has consolidated the 

2. School Funding Update. 
appeals in Bachman v. MDT, Court 
of Appeals, Docket No. 156762, and 

My feature article in this issue dis- Mendell v. MDT, Court of Appeals, 
cusses the competing school financing Docket No. 157550. The four-year 
proposals at length. This update will, limitation period for refund claims by 
therefore, address only the latest calendar year taxpayers for 1989 
development. 9 
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expires April15, 1994. The Depart- being released to the public. It is 
ment has indicated that it will defer anticipated that the final regulations 
acting on Wisne-type refund claims will be released sometime during 
until after the Court of Appeal de- 1994. 
cides Bachman I Mendell. Suggestions for topics, speakers 

Another Michigan income tax and location of meetings are all 
refund position is available for indi- appreciated. Also, please give consid-
viduals who paid tax on oil and gas eration to making a presentation at 
royalty income. The Michigan Court one of our Committee meetings. 
of Appeals in Bauer v. MDT, Docket 
No. 141659 (December 20, 1993) held 2. Recent Activities. 
that the imposition of the severance I hope the weather today is sunny 
tax "in lieu of all other taxes, state or and warm! For those of you who have 
local, upon the oil or gas, the property not heard the news, our January 20, 
rights attached thereto or inherent 1994 meeting was almost postponed 
therein, or the values created because of a severe water main break 
thereby; ... " applied to the subse- at the Radisson Plaza Hotel in 
quently enacted income tax and Southfield on the morning of that 
allowed the taxpayers' refund claims. meeting. The Hotel called the morn-
The Department has filed for leave to ing of the meeting and told me that 
appeal to the Michigan Supreme the Hotel would be closed for the day. 
Court and has indicated that it will Fortunately, I have an outstanding 
also defer action on refund claims secretary! My secretary, Mary 
filed based on Bauer until the appeal Trayner, quickly called several sur- () is exhausted. rounding hotels and was able to find 

accommodations for our meeting at 
4. Future Meeting Schedule. the Clarion Hotel in Farmington 
The next meeting of the Committee Hills. She was also smart enough to 
has not as yet been scheduled. A ask for phone numbers when people 
meeting with Michigan Department called to reserve space for the meet-
of Treasury administrators is being ing. Therefore, she and I were able to 
planned for late April or early May. quickly call the 40 people on the list 

and let them know that the location 

Report of Estates and of the meeting had changed. 
The 21 people who braved the very 

Trusts Committee cold weather and made it to the 
Clarion Hotel on January 20th were 

Joseph A. Bonventre, Chairperson treated to an excellent presentation 
Clark, Klein & Beaumont by Andrew Savel (First Vice-Presi-
1600 First Federal Building dent at Comerica Bank). Mr. Savel, 
Detroit, Michigan 48226-1962 former Chairperson of the State Bar 
(313) 965-8293 of Michigan, Taxation Section, gave 

1. Chairperson's Message. 
an excellent presentation on "What's 
New in Estate and Trust Taxation." 

I have received telephone calls from Andy discussed the estate and trust 
some of you regarding the status of provisions of the Revenue Reconcilia-
the final generation skipping transfer tion Act of 1993 along with other new 
tax regulations. It is my understand- developments. In addition, there was 
ing, that the final generation skip- a very interesting question and 
ping transfer tax regulations have answer period. I am confident every- ~~-\ 

been completed. However, they are one left the meeting with some new u going through extensive review before information. 
10 
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3. Future Schedule 
There are so many changes in the law 
that from time to time, it is important 
for us to stop and review what we 
already know and use every day in 
our law practice. Therefore, I, for one, 
am looking forward to our next Es-. 
tates and Trusts Committee Meeting 
which is scheduled for Thursday, 
April 21, 1994 at 3:00p.m. at the 
Radisson Plaza Hotel, Southfield, 
Michigan. At that meeting, William 
Fisher (member of Dykema Gossett) 
will be presenting the topic "Review 
of Current Estate Planning Tech
niques." This would be a good oppor
tunity for you to make sure you are 
up-to-date on various estate planning 
techniques that may be beneficial to 
you and your clients. 

The Summer Tax Conference will 
be held on July 7-9, 1994 at Mission 
Point Resort on Mackinac Island. The 
topics and speakers are outstanding. 
For example, Andy Katzenstein will 
present the topic "Tax Clauses in 
Estate Planning Documents" and 
"Planning for Higher Income Tax 
Rates on Estates and Trusts." In 
addition, Dennis Mitzel (Chairperson 
of the Taxation Section) will conduct 
a workshop on the "Generation Skip
ping Transfer Taxes and the Irrevo
cable Life Insurance Trust", and 
George Gregory will present a work
shop on "Hidden Real Estate Liens 
Under the Michigan Estate Tax Act: 
What to do if Representing a Dece
dent, a Buyer or a Seller." There are 
many other interesting speakers and 
topics that I am sure you will enjoy. 
In addition, all conference partici
pants and their guests will be invited 
to a complimentary barbecue! Mission 
Point Resort features a variety of 
activities, including bike riding, 
horseback riding, golf, heated swim
ming pool and whirlpool, outdoor 
tennis courts and children's activities, 
just to name a few. Please mark your 
calendars and call me for a brochure! 

On Thursday, September 22, 1994 

at 2:00 p.m. (location to be deter
mined by the State Bar of Michigan), 
our Committee Meeting will be held 
in conjunction with the 1994 State 
Bar Annual Meeting in Detroit. We 
will have the opportunity to hear 
Mary T. Schmidt-Smith and Lauren 
Underwood from Beier Howlett, P.C. 
and Mark Landau from Maroko, 
Laudau & Posner, P.C. speak on two 
interesting topics. First, Mary and 
Lauren will speak on Marital Plan
ning in the Estate 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. 

If you plan to attend any of the 
Committee meetings, please contact 
my secretary, Mary Trayner at (313) 
965-8801 so we will reserve enough 
seats for everyone. 

Report of International 
Tax Law Committee 

Richard S. Soble, Chairperson 
Honigman, Miller, Schwartz & Cohn 
2290 First National Bldg. 
Detroit, Michigan 48226 
(313) 256-7520 

1. Chairperson's Message. 
The last committee meeting took 
place on December 15, 1993. Ed 
MacDonald of Chrysler Corporation 
spoke about the "Son of PFIC" rules 
of the new tax law. John Ranke of 
Price Waterhouse spoke about devel
opments in the area of classification 
of foreign entities for U.S. income tax 
purposes. Both presentations were 
thought provoking and well-received. 

2. Future Schedule. 
The next meeting of the Committee 
will take place on March 30 at 3:30 
in the office of Plante & Moran. The 
speaker, Frank Murphy of Carr 
Consulting Group, will discuss 
customs issues, including an overview 

Reports 
from the 

Committees 
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of the customs process, NAFTA, and 
recent legislation. The time, place 
and subject will be determined and 
announced shortly. For further infor
mation, contact my secretary at 
(313) 254-7125. 

3. Recent Developments. 
On December 15, 1993, the negotia
tions for the General Agreement on 
Tariffs and Trade ("GATT'') were 
completed. The GATT involves 117 
nations and attempts to lower world
wide trade barriers, similar to the 
recently-enacted North American 
Free Trade Agreement ("NAFTA"). 
However, it will not become effective 
for the United States until Congress 
enacts implementing legislation to 
accompany the GATT. 

In addition, as of January 1, 1994, 
NAFTA and the tax treaty between 
the United States and Mexico became 
effective. Mexico also enacted tax 
reform measures with effective dates 
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of October 1, 1993 or January 1, 1994. 
Such reforms include, among other 
things, a reduction in the corporate 
income tax rate to 34% from 35%, a 
reduction in the withholding rate on 
interest paid to foreign banks from 
15% to 4.9%, a reduction in the 
withholding rate for other interest 
payments from 21% to 10%, and 
accelerated depreciation rates for 
automobiles and pollution-control 
devices. 

Finally, the Internal Revenue 
Service issued tern porary and pro
posed regulations under §§6662(e), 
(h) and 6664(c) that impose accuracy
related penalties concerning the 
transfer pricing provisions under 
§482. The penalties for valuation 
misstatements are two-tiered with 
the low level at 20% of the net §482 
adjustment and the high level at 40%. 
The purpose of the regulations are to 
ensure compliance with the transfer 
pricing principles. 

0 
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New Capital Gain Exclusion 
for Small Business Stock 

By: Mark C. Larson, Esq. 

As a part of the Revenue Reconcilia
tion Act of 1993, Congress added new 
IRC § 1202 providing a 50% exclusion 
of certain capital gains from gross 
income. Those with good memories 
will recall that it was "old" IRC § 
1202 that had permitted a deduction 
of60% ofnet capital gains from gross 
income prior to its repeal by the Tax 
Reform Act of 1986. The apparent 
intent in enacting this new provision 
was the recognition that many small 
businesses have difficulty in attract
ing equity financing and that this 
exclusion would help alleviate this 
situation. 1 

General Rule 
The general rule is that a taxpayer 
other than a corporation (the same 
was true under old IRC § 1202) can 
exclude 50% of any gain from the sale 
or exchange of "qualified small busi
ness stock" held for more than 5 
years.2 This simple rule is deceptively 
more complex than it appears, thus 
the reason for the length of this 
article. 

Qualified Small Business Stock 
The term "qualified small business 
stock" refers to an)' stock in a domes
tic C corporation which is originally 
issued after August 10, 1993 by a 
corporation that, as of the date of 
issuance, is a "qualified small busi
ness."3 Additionally, the stock must 
be acquired by the taxpayer at its 
original issue in exchange for money, 
property (not including stock), or as 
compensation for services provided to 
the corporation. Thus, pre-existing 
corporations cannot issue a tax free 
stock dividend under IRC § 305 and 
obtain the tax favored status. Ser
vices performed as an underwriter of 

the stock do not qualify. Pursuant to 
the House Bill (which was followed by 
the Conference Agreement), stock 
acquired by the taxpayer through the 
exercise of options or warrants, or 
through the conversion of convertible 
debt, is treated as acquired at origi
nal issue. A corporation falls under 
the label of "qualified small business" 
by meeting certain size and activity 
requirements detailed below. 

Size Requirement 
To fit within the definition, the "ag
gregate gross assets" ofthe corpora
tion (or any predecessor thereof) must 
not exceed $50,000,000 at all times on 
or after August 10, 1993 and through 
the date of issuance (thus taking into 
account amounts received in the 
issuance.)4 The term "aggregate gross 
assets" means the amount of cash and 
the adjusted bases of other property 
held by the corporation. For purposes 
of this rule, the adjusted basis of 
property contributed to the corpora
tion is determined as if the basis of 
the property immediately after the 
contribution were equal to its fair 
market value. Corporations that are 
part of a parent-subsidiary controlled 
group using a more than 50% owner
ship test (instead of 80%) are treated 
as a single corporation for purposes of 
this gross asset test. 5 

Active Business Requirement 
During "substantially all" of the 
taxpayer's holding period of the stock, 
at least 80% (by value) of the assets of 
the corporation must be used in the 
active conduct of one or more quali
fied trades or businesses. Unfortu
nately, the term "substantially all" is 
not defined. A qualified trade or 
business means any trade or business 
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other than: 
• Any trade or business involving 
the performance of services in the 
following fields: 

-Health 
-Law 
- Engineering 
-Architecture 
- Accounting 
- Financial Services 
- Actuarial Science 
- Performing Arts 
- Consulting 
-Athletics 
- Brokerage Services6 

• Any trade or business where the 
principal asset of such trade or busi
ness is the reputation or skill of one 
or more ofits employees7

• 

• Any banking, insurance, financing, 
leasing, investing, or similar 
business. 
• Any farming business. 
• Any business involving the produc
tion or extraction of products of a 
character for which percentage deple
tion is allowable. 
• Any business of operating a hotel, 
motel, restaurant, or similar busi
ness. 

In addition, a DISC, RIC, REIT, 
REMIC, U.S. possessions corporation, 
and cooperative are considered to be 
ineligible corporations, thus one 
never gets to the question of whether 
a qualified trade or business exists. 8 

The language excluding a trade or 
business where the principal asset in 
the reputation or skill of one or more 
of its employees is troublesome. First, 
the term "principal asset" is left 
undefined by the statute and the 
Committee reports. 9 Secondly, by its 
terms it forces businesses to prioritize 
between its employees as a group 
(since the statute states "1 or more") 
and its other assets, a difficult analy
sis at best. Would a high-tech com
pany find it easier to replace its 
manufacturing facility as opposed to 
its skilled employees? Hopefully the 
regulations to follow will clarify this 
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area in a fashion that doesn't con
sume the intent of the statute. 10 

The active business requirement 
imposes a host of other rules waiting 
to catch the unsuspecting: 

Look-thru Rule. Stock and debt in 
any subsidiary are disregarded and 
the parent is deemed to own its 
ratable share of its subsidiary's assets 
and to conduct its ratable share of the 
subsidiary's activities. 11 A subsidiary 
for this purpose is found to exist 
where the parent owns more than 
50% of the combined voting power of 
all classes of stock entitled to vote or 
more than 50% in value of all out
standing stock. Thus, a holding 
company structure is collapsed to see 
if it meets the 80% active trade or 
business test. 

Portfolio Holdings Rule. A corpo
ration is treated as failing to meet the 
active trade or business test for any 
period during which more than 10% 
of the value of its assets in excess of 
liabilities consists of stock or securi
ties in non-subsidiaries. 12 There
quirement to subtract out liabilities 
prior to applying the 10% factor 
makes this test more difficult to meet, 
especially for highly leveraged enti
ties. A Corporation with excess port
folio holdings only fails the test for 
that period in which it holds such 
excess. This is not an absolute ban to 
IRC § 1202 where such excess occurs. 
Remember that the active trade or 
business test must be met for "sub
stantially all" of the taxpayer's hold
ing period, not necessarily for the 
entire period. Accordingly, minor 
violations to this rule might be per
missible. 

Working Capital/Research Rule. 
This rule provides that assets held for 
reasonably required current working 
capital needs of a qualified trade or 
business are treated as used in the 
active conduct of a trade or busi-



--
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ness. 13 The same is true for assets 
held for investment which are reason
ably expected to be used within two 
years to finance research in a quali
fied trade or business or increases in 
working capital needs. Presumably 
the same tests for working capital 
needs as delineated in the case law 
with respect to the accumulated 
earning tax14 would be applicable 
here. After the corporation is two 
years old, no more than 50% of the 
corporation's assets may qualify 
under this rule. 

Real Estate Holdings Rule. A 
corporation is treated as failing to 
meet the active trade or business test 
for any period during which more 
than 10% of the total value of its 
assets consists of real property which 
is not used in the active conduct of a 
qualified trade or business.15 The 
ownership of, dealing in, or renting 
of real property is not treated as the 
active conduct of a qualified trade or 
business. Thesame comments regard
ing "substantially all" made in the 
Portfolio Holdings Rule apply here 
as well. 

Future Business Rule. If in connec
tion with a future qualified trade or 
business, assets are used in: (i) the 
start up activities of investigating, 
acquiring, or creating an active trade 
or business, (ii) activities resulting in 
research and experimental expendi
tures under IRC § 17 4, or (iii) activi
ties with respect to in-house research 
expenses described in IRC § 41(DX4), 
then these assets are treated as used 
by the corporation for purposes of the 
80% test. 16 This is true even if the 
corporation has no gross income from 
these activities at the time of the 
determination. 

Redemptions can deny Exclusion 
Even if the size and active business 
requirements are met, redemptions of 
the corporation's stock can deny the 

exclusion. Where a corporation pur
chases stock from the taxpayer or 
from a person related to the taxpayer 
(directly or indirectly) at any time 
during the four year period beginning 
on the date two years before the stock 
issuance (remember, only stock 
issued after August 10, 1993 qualifies 
for the 50% exclusion), the newly 
issued stock will not qualify for the 
exclusionY Related persons are 
determined by applying the rules of 
IRC § 267(b) or IRC § 706(b). 

Example 1. Howard acquires shares 
in Dawson Corp. at their original 
issue on May 1, 1994. IfDawson 
Corp. purchased any of its stock from 
Howard or a person related to 
Howard during the period May 1, 
1992 thru May 1, 1996, the newly 
issued shares would not benefit from 
IRC § 1202. 

A second restriction on red em p
tions applies where a corporation 
makes one or more purchases of its 
stock with an aggregate value exceed
ing 5% of the aggregate value of all 
of its stock.18 This restriction applies 
only to redemptions occurring one 
year before or after the issuance of 
stock. The purchases are valued as 
of the time of the purchase with the 
aggregate value being determined as 
of the beginning of the two year 
period. 

Example 2. Jim and Steve organize 
a new corporation on January 1, 
1994, contributing $96,000 and 
$4,000 in exchange for stock owned 
96% and 4%, respectively. Assume all 
necessary tests have been met for 
qualified small business stock status. 
After six months of research, the 

·. corporation discovers a cure for 
boring tax articles and the stock 
doubles in value. Three months later 
Steve is run over by a truck. A month 
later (October, 1994 if you're count
ing) the corporation redeems Steve's 
stock from his estate pursuant to a 
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shareholder agreement for $8,000. for the exclusion to that which 
Although only 4% of the stock is being accrues after the transfer. 
redeemed, the 5% maximum is ex-
ceeded, $8,000/$100,000 = 8%. In this Example 3. Bill contributes equip-
case Jim's entire holdings will fail to ment worth $2,000,000 to a newly 
ever qualify for exclusion. Such a organized corporation in exchange for 
result is indeed harsh. 50% of its stock. Bill's tax basis in the 

Thought should probably be given equipment is $1,000,000. Six years 
to structuring shareholder agree- later, Bill sells his 50% interest for 
ments so that no redemption will take $40,000,000. His realized gain on the 
place within the one or two year sale is $39,000,000 ($40,000,000 -
period after issuance, depending on $1,000,000). The limitation on gain 
the relationships of the shareholders. eligible for exclusion is the greater of: 
The regulations should consider relief (1) $10,000,000, or 
in this context. (2) $20,000,000 ( 10 X $2,000,000). 

Limitation of Eligible Gain Example 4. Same as Example 3 
The statute places a limitation on the except that Bill sells one-fourth of his 
benefit shareholders might derive stock for $10,000,000. His realized 
from the exclusion. The amount of gain on the sale is $9,750,000 
gain eligible for exclusion is deter- ($10,000,000 - $250,000). The limita-
mined on a per-issue basis and for tion on gain eligible for exclusion is 
any taxable year shall not exceed the the greater of: 
greater of: (1) $10,000,000, or 

(') (1) $10,000,000, reduced by the (2) $5,000,000 (10 X $500,000). 
aggregate amount of eligible gain 

~~ 

taken into account in prior years Note however that the gain subject to 
for that issue, or exclusion would be reduced to the 

(2) 10 times the aggregate adjusted extent that it represents gain accrued 
basis of qualifying stock issued by at the time the appreciated property 
such corporation and disposed of was contributed in exchange for the 
by the taxpayer during the taxable newly issued stock. 
year. 19 

Example 5. Same as Example 4 
With respect to (2), the adjusted basis except that it is one year after the 
is determined without regard to any sale in Example 4 and Bill is making 
addition to basis after the original another sale of one-fourth of his stock 
issuance date. Without such a rule, for $10,000,000. His realized gain on 
taxpayers with qualifying small the sale is $9,750,000. The limitation 
business stock which has greatly on gain eligible for exclusion is the 
appreciated might be tempted to greater of: 
make contributions to capital at a (1) $250,000 ($10,000,000-
later date for the purpose of increas- $9,750,000), or 
ing the amount excludable under the (2) $5,000,000. 
lOx basis alternative. Also, the basis 
is deemed to be not less than the fair Treatment of Pass-thru Entities 
market value of the property origi- In certain circumstances, individual 
nally exchanged for the stock. 20 owners ofpass-thru entities which 
Pursuant to the House Bill, setting dispose of qualified small business 
the basis in stock equal to the fair stock which has been held the requi-

0 market value of property contributed site five years may qualify for exclu-

16 
has the effect of limiting gain eligible sion on gains passed through to 
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them.21 Pass-thru entities include 
partnerships, S corporations, regu
lated investment companies and 
common trust funds. To qualify, (i) 
the gain must be includable in the 
gross income of the taxpayer by 
reason of the holding of an interest in 
the pass-thru entity, and (ii) the 
taxpayer must have held the interest 
in the pass-thru entity at the time the 
pass-thru entity acquired the quali
fied small business stock and at all 
times thereafter until the disposition 
by the entity.22 The percentage of the 
gain qualifying for exclusion is lim
ited to the percentage the taxpayer 
owned in the pass-thru entity when it 
acquired the qualified small business 
stock. 

Example 6. Ray is a 30% share
holder in an S corporation which 
acquires qualified small business 
stock of X Corp. At the time the S 
corporation sells the stock of X Corp., 
Ray is a 50% shareholder. The gain 
qualifying for exclusion is limited to 
30%. 

Tax Free and other Transfers 
If qualified small business stock is 
transferred by gift or on account of 
death, the transferee is treated as 
having acquired this stock in the 
same manner as the transferor and 
succeeds to the transferor's holding 
period. 23 In the case of a transfer from 
a partnership to a partner, the same 
rule applies, tempered by the require
ment that the provisions relating to 
pass-thru entities are also met.24 

In the case of transactions under 
IRC §§ 351 or 368, if qualified small 
business stock is exchanged for other 
stock, such other stock is treated as 
qualified small business stock ac
quired on the same date on which the 
qualified small business stock was 
obtained. 25 This is true even if the 

stock received in either type of 
transaction would not have other
wise so qualified. If the stock re
ceived would not have qualified on 
its own, then the gain exclusion is 
limited to the gain that would have 
been recognized had the operative 
nonrecognition provisions ofiRC §§ 
351 or 368 not applied.26 Accordingly, 
the exclusion would not apply to 
subsequent appreciation in the 
stock. An additional limitation 
applies where the transfer is under 
IRC § 351: the corporation issuing 
stock must directly or indirectly own 
stock representing control (within 
the meaning ofiRC § 368(c)) of the 
qualified small business in order for 
stock received in the exchange to 
qualify for exclusion.27 

The statute provides that rules 
similar to those in IRC § 1244(d)(2) 
should apply.28 Accordingly, where 
there is a change in the name, 
identity, or place of organization of a 
corporation, i.e. an F reorganization, 
or where a shareholder owns stock in 
a corporation and his basis is deter
mined in whole or in part by refer
ence to his basis in other stock in 
that corporation, the qualified small 
business status may be retained. 

Summary 
With individual marginal rates 
reaching levels near 44%, it is likely 
that the question of S versus C 
status will become a focal point in 
corporate tax planning. The argu
ment for S status is that double tax 
is avoided on a sale of assets. The 
counter argument is that the C 
corporation is taxed at lower rates 
and that the gain on the sale of stock 
is taxed at only 14% under new IRC 
§ 1202.29 If confronted with the need 
to make such an analysis, the new 
rules of IRC § 1202 need to be care
fully considered. 
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ENDNOTES ------------------------------

1. H. Rept. p. 600 

2. IRC § 1202 (a). 

3. IRC § 1202 (c)(1). 

4. IRC § 1202 (d)(1). 

5. IRC § 1202 (d)(3). 

6. IRC § 1202 (e)(3). 

7. IRC § 1202 (e)(3)(A). 

B. IRC § 1202 (e)(4). 

9. The RIA Complete Analysis of the Revenue Reconciliation Act of 1993 makes the observation at page 168 
that there is no instance in which either the Code or the regulations use the term "principal assef' in the 
context of an intangible human quality like reputation or skill. 

10. IRC §1202(k) requires the Secretary to prescribe regulations to carry out the purpose of this section. 

11. IRC § 1202 (e)(5)(A). 

12. IRC § 1202 (e)(5)(B). 

13. IRC § 1202 (e)(6). 

14. IRC § 531. 

15. IRC § 1202 (e)(7). 

16. IRC § 1201 (e)(2). 

17. IRC § 1202 (c)(3)(A). 

18. IRC § 1202 (c)(3)(B). 

19. IRC § 1201 (b)(1). 

20. IRC § 1202 (i)(1). 

21. IRC § 1202 (g)(1). 

22. IRC § 1202 (g)(2). 

23. IRC § 1202 (h). 

24. IRC § 1202 (h)(2)(C). 

25. IRC § 1202 (h)(4). 

26. IRC § 1202 (h)(4)(B). 

27. IRC § 1202 (h)(4)(D). 

28. IRC § 1202 (h)(3). 
29. The 14% rate is computed by multiplying the top capital gains rate of 28% by the 50% exclusion. 

Mark C. Larson is an associate with the 
law firm of Dykema Gossett, P.L.L.C. He 
is the current chairperson of the State Bar 
Taxation Section Corporation Committee 
and aspires to be a Nobel Prize recipient 
and a Powerballlottery winner (not 
necessarily in that order). 
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Michigan School Finance Reform 
The Voters Must Choose 

By: James H. Navis, Esq.1 

I. Background 
Real property taxes have been a 
primary source of funding for Michi
gan schools for decades. Approxi
mately 65% ofthe property taxes in 
Michigan were levied on a local school 
district ("LSD") basis resulting in 
some of the highest property taxes in 
the country and a wide disparity in 
funding among districts. Some school 
districts are spending in excess of 
$10,000 per student, others less than 
$3,400. The disparity can be attrib
uted to the willingness of voters 
within school districts to pass millage 
increases and the composition and 
value of the tax base from district to 
district. 

Michigan's sales/use tax rate is 
currently fixed at 4% by the Michigan 
Constitution,2 a rate that is among 
the lowest rate among states that 
levy a sales and/or use tax. Two state
wide ballot referendums that would 
have increased the sales/use tax rate 
in exchange for property tax relief 
were defeated by the voters during 
the last two years. After the 1992 
elections changed the balance of 
power in Michigan's legislature,3 

debate about the school funding issue 
led to the sudden passage in July 
1993 of SB 1 (1993 PA 145), an unex
pected partial solution. SB 1 repealed 
the statutory authority under which 
local governments impose and collect 
the K-12 school funding portion 
(approximately $7 billion per year) of 
real property taxes. The issue of 
replacement funding was, however, 
left as an open item to be addressed 
before the calendar year end. Thus 
began a monumental game of political 
chicken that resulted in a bifurcated 
replacement funding plan enacted on 
Christmas Eve 1993 under which the 
voters must either approve, at a 

special election on March 15, 1994, a 
ballot plan (and requisite Constitu
tional amendment) anchored by a 
sales/use tax increase or an alterna
tive statutory plan, dominated by an 
increase in the individual income tax 
rate, is automatically implemented.4 

II. The Competing Plans 
Both plans provide K-12 funding of 
$10.6 billion beginning with the fiscal 
year ("FY'') 1994-95, an increase in 
funding over FY 1993-94 of approxi
mately $400 million or 4%, and basic 
per-pupil funding of $5,000. However, 
the sources of funding and other 
details vary greatly between the 
plans. 

The competing plans are summa
rized and compared to current law on 
Table B;, (summarized on Table C6). 

Each plan is discussed generally, 
followed by a detailed analysis of the 
changes in the property tax area and 
other important differences between 
the two plans. 

Changes under both plans are 
generally effective May 1, 1994, 
except that property tax changes are 
effective immediately and are tie
barred to the enactment of the other 
bills comprising each plan and to 
components of the ballot plan being 
subject to a vote of the people. Other 
exceptions to the May 1, 1994 effec
tive date are discussed below. 

A. March 15, 1994 Ballot Plan 
The largest revenue component of the 
ballot plan is a 2% increase in the 
sales/use tax rates from 4% to 6%. 
Because the tax rate is currently 
fixed by the Michigan Constitution at 
4%, a vote ofthe people is required to 
enable this portion of the plan, thus 
its designation as the ballot plan. A 
March 15, 1994, vote is scheduled. 
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The use tax is also expanded to apply 
to interstate telephone communica
tion (i.e., telephone calls either origi
nating or terminating in Michigan) 
except that the 2% increase is not 
applied to 800 prefix service, interna
tional calls, private networks or wide 
area telecommunications services. 
Residential use of electricity, natural 
gas, and heating fuel also escapes the 
2% increase. 

The Michigan income tax, a flat 
rate gross income tax, is currently 
among the highest effective rate state 
income taxes in the country. The 
ballot plan would reduce the tax rate 
by .2% from 4.6% to 4.4%, and the 
renter's credit against the income tax 
would be increased from 17% to 20%. 
The single business tax ("SBT") would 
not be changed under the ballot plan. 

Property taxes which are currently 
levied on all real property and certain 
commercial-use personal property at 
an average school-funding millage 
rate of 36%7 are reduced to 6% on 
homestead8 property and 24% on all 
forms of nonhomestead property. 
Future annual assessment increases 
are, under the ballot plan only, lim
ited to the lesser of 5% or inflation. 
Add-on millage increments that vary 
widely among school districts are 
available under hold-harmless and 
enhancement millage provisions. The 
definition of homestead property and 
details regarding the components of 
the new property scheme are dis
cussed below. 

Other revenue sources in the ballot 
plan include (i) the enactment, effec
tive January 1, 1995, of a real estate 
transfer tax initially at the rate of 2% 
of fair market worth, (ii) an increase 
in the tax on each pack of cigarettes 
from 25 cents to 75 cents, and (iii) a 
new 16% tax imposed at the whole
sale level on the sale of cigars, non
smoking tobacco, and smokeless 
tobacco. The real estate transfer tax, 
as discussed in more detail below, has 
been reduced under both plans to a 
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rate of. 75%,9 but without immediate 
effect. Only the ballot plan includes 
revenue estimates that are based on 
the authorization of a new frequent
draw version of the Keno lottery 
game. However, the Lottery Commis
sion has indicated that it plans to 
expand the Keno game whether or 
not the ballot succeeds. Moreover, 
Michigan may pursue participation 
in the multi-state Powerballlottery 
game instead of an expanded Keno 
game. 

B. Statutory Plan 
The largest revenue component of the 
statutory plan is a 1.4% increase in 
the income tax rate from 4.6% to 
6.0%. The personal exemption in
creases from $2,100 to $3,000 ($3,900 
for senior citizens), and the renter's 
credit increases from 17% to 20%. 

The sales/use tax rate remains 
unchanged at 4%, but the use tax 
base is expanded to interstate tele
phone communications. The SBT rate 
is increased .4% from 2.35% to 2. 75%. 

Under the statutory plan, the base 
property tax is 12 mills on home
steads and 24 mills on nonhome
steads. Hold-harmless and enhance
ments mills are also imposed with 
some variations, as discussed below, 
from the ballot plan. However, there 
is no limitation placed on the rate at 
which future assessments may rise. 

Other revenue sources in the 
statutory plan include (i) the enact
ment, effective May 1, 1994, of a real 
estate transfer tax initially at the 
rate of 1% of fair market worth, (ii) 
an increase in the tax imposed on 
each pack of cigarettes from 25 cents 
to 40 cents, and (iii) a new 16% 
wholesale level tax on other 
noncigarette tobacco products. As 
mentioned above, the real estate 
transfer tax rate has been reduced to 
.75% under both plans, although the 
amendment is currently not effective 
until April 1, 1995. 
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III. Property Tax Detail 
The sources and components of the 
property taxes levied under the ballot 
and statutory plans are described in 
more detail on Table C. The 6 mill tax 
on homesteads under the ballot is 
levied entirely by the state. In con
trast, all12 mills imposed on home
steads by the statutory plan are 
levied by the LSD. The state versus 
local split on nonhomestead taxes is 
6 and 18 mills under the ballot plan 
compared to 12 and 12 mills under 
the statutory plan. Supplemental/ 
hold-harmless and enhancement 
mills levied on a local or intermediate 
school district basis must also be 
considered to fully appreciate the 
breadth of property taxes imposed 
under each plan. The homestead tax 
which appears to be 50% less under 
the ballot plan will, in many of the 
37 higher funding districts, exceed 
the homestead tax levied under the 
statutory plan after supplemental or 
hold-harmless mills are considered. 

Hold-harmless mills are a function 
of a particular district's spending 
level relative. to the basic per-pupil 
foundation allowance in each plan of 
$5,000 per student. A discussion of 
the basic school funding mechanism 
therefore precedes a discussion of the 
hold-harmless millage. 

A. Basic School Funding 
1. Fiscal Year 1994-95 
Beginning with FY 1994-95, each 
LSD will receive basic per-pupil 
funding with two components: 
(i) a foundation allowance, designed 
to phase in to an indexed per-pupil 
amount beginning at $5,000, and 
(ii) additional state funding, designed 
to partially bridge the gap between 
the foundation allowance and the 
higher current spending levels of up 
to $6,500 in several districts. Hold
harmless mills are a third, strictly 
local level, funding component avail
able to the 37 districts currently 
spending more than $6,500 per pupil. 

Both of the basic funding components 
are calculated based on a starting 
point equal to actual per-pupil fund
ing in FY 1993-94. 

A district that spends less than 
$4,200 in FY 1993-94 receives a FY 
1994-95 foundation allowance equal 
to $4,200 or, if greater, a $250 per
pupil spending increase over the FY 
1993-94 funding level. A district that 
spends between $4,200 and $6,500 
during FY 1993-94 receives an 
equivalent foundation allowance for 
FY 1994-95 plus as much as a $250 
per-pupil increase that is ratably 
reduced by the amount that FY 1993-
94 funding exceeds $4,200. A district 
that spends above $6,500 per pupil 
during FY 1993-94 receives a FY 
1994-95 foundation allowance of 
$6,500 plus a flat increase of $160. In 
districts spending up to $6,500 in FY 
1994-95, the basic funding for each 
district is provided by the state to the 
extent that the foundation allowance 
for the district exceeds the local 
revenue raised by the 18 mills or 
12 mills imposed on nonhomestead 
property under the ballot versus 
statutory plans, respectively. Dis
tricts spending more than $6,500 per 
pupil in FY 1993-94 will receive FY 
1994-95 per-pupil state funding equal 
to the difference between $6,500 and 
the local per-pupil revenue but not 
more than $1,500 per pupil. 

2. Fiscal Year 1995-96 and After 
In subsequent years, the $5,000 base 
grant is indexed based on the yearly 
change in the revenue in the School 
Aid Fund. The rate of funding in
crease in districts with per-pupil 
funding below the foundation allow
ance level is greater than the rate of 
increase in districts with funding 
above the foundation allowance level. 
Districts currently funding above the 
$6,500 per-pupil level are limited to 
twice the base allowance level, and 
yearly increases cannot exceed the 
rate of increase in the base allowance. 
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Districts already funding at a level 
greater than twice the base allowance 
receive a limited increase always tied 
to the FY 1994-95 rate of increase in 
the base grant with half of subse
quent increments in the base allow
ance eliminated. 

B. Hold-Harmless Millage 
Under both the ballot and statutory 
plans, school districts with a FY 
1994-95 foundation allowance of more 
than $6,500 per pupil can levy, with 
voter approval, a supplemental 
("hold-harmless") property tax at a 
millage rate sufficient to provide 
combined state and local per-pupil 
revenue equal to the foundation 
allowance (i.e., equal to the funding 
level currently in place during FY 
1993-94). There are very important 
differences in the way the ballot and 
statutory plans impose the hold
harmless mills. However, under both 
plans, millage levels that were ap
proved by the electorate before Janu
ary 1, 1994, are deemed to have been 
approved as a hold-harmless mill 
rate. In effect, the hold-harmless 
provision is retroactively applied to 
existing millage levels which need 
not be subjected to a vote until such 
millage levels expire in the ordinary 
course. 

1. Ballot Plan 
The ballot plan imposes the hold
harmless mills on only the homestead 
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property up to 18 mills. Additional 
hold-harmless mills are imposed 
uniformly on all propert:v. 

2. Statutory Plan 
The statutory plan imposes the hold
harmless mills on all property (both 
homestead and nonhomestead). In 
most cases, therefore, a much lower 
incremental millage rate is imposed 
on homesteads under the statutory 
plan than under the ballot plan. 
Thus, the 6 mill ballot versus the 12 
mill statutory base homestead rate 
differential is often eliminated and in 
a few cases dramatically reversed in 
the 37 districts where the supple
ment/hold-harmless property tax is 
imposed. 

3. Illustration 
Based on information published by 
the Troy School District, 10 the current 
(FY 1993-94) millage rate is 31.0674, 
and the hold-harmless millage rate is 
12.0653 versus 4.6929 under the· 
ballot and statutory plans, respec
tively. The following summary ofthe 
alternative plans shows that the 
homestead rate differential is re
versed to a small extent by the hold
harmless levy. 

In districts where the commercial 
tax base is large relative to the resi
dential base, the homestead property 
rate under the ballot plan can be 
substantial. 11 

Troy School District Proposed Operating Millage - Ballot vs. Statutory 

B..aJ.ln1 Statutory 
.c.urre.nt Ham~st~iuf Nanham~st~ad Ham~st~ad Nanham~st~ad 

State Property Tax 0 6.0000 6.0 0 12.0000 
Local School District Tax Vote 31.0674 0 18.0 12.0000 12.0000 
Local Hold Harmless Vote 0 12.0653 0 4.6929 4.6929 
Total 31.0674 18.0653 24.0 16.6929 28.6929 

c/ 
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C. Enhancement Millage 
Under the ballot plan, for property 
taxes levied in 1994 through 1996, 
LSDs will have the ability to levy, 
with voter approval, an Enhancement 
Millage of up to an additional 3 mills 
for operating purposes. Mter 1996, 
the ballot plan allows the Enhance
ment Millage to be levied, with voter 
approval, only at the Intermediate 
School District ("lSD") level. 

Under the statutory plan, either an 
lSD, or the LSD components of an 
lSD may levy enhancement mills, but 
an LSD-wide levy is strongly favored. 
The LSD boards representing a 
majority of the students in an lSD 
can request an ISD-wide election. If 
approved, between 2 and 6 enhance
ment mills can be levied depending 
upon the state equalized valuation 
per pupil of the lSD relative to the 
same per-pupil value in the lSD with 
the greatest such value (currently 
Charlevoix). An LSD can directly levy 
the same number of enhancement 
mills (to the extent not levied at the 
lSD level) if approved by the LSD's 
voters. However, the revenues from 
an LSD level levy are pooled and 
shared with that ISD's other LSDs 
which also collect enhancement mills 
at the same rate. An LSD keeps all 
revenue from enhancement mills that 
it levies in excess of the rates imposed 
by other LSDs in the same lSD. 

D. TIF As, DDAs and Commercial 
Abatements 
Under the statutory plan only, a tax 
increment finance authority (TIFA) 
and a downtown development author
ity (DDA) may continue to capture 
school related property taxes to fund 
eligible obligations. Eligible obliga
tions for this purpose include those 
incurred either (i) before August 19, 
1993, or (ii) before December 31, 
1993, to finance a project included in 
a plan approved before August 19, 
1993 for which a contract for final 

design was entered into before March 
1, 1993. Moreover, the statutory plan 
includes a promise to reimburse 
TIF As or DDAs for any shortfall 
caused by SB 1. 

The ballot plan does not allow 
TIF As and DDAs to capture school 
related property taxes even to fund 
existing projects. Moreover, the state 
is not required to reimburse any 
shortfalls caused by SB 1, although 
the School Code (HB 4279/1993 PA 
312) makes appropriations in FY 
1993-94 and FY 1994-95 to reimburse 
TIF A shortfalls under both the ballot 
and statutory plans. 

Plant rehabilitation and industrial 
facility (PA 198) abatements are 
impacted by both plans except exist
ing (pre-1994) exemptions for replace
ment facilities. A new facility that 
received a tax exemption certificate 
before 1994 would be taxed beginning 
in 1994 at a rate equal to the sum of 
(i) one-half of the mills levied in 1993 
for school operating purposes and (ii) 
one-half of the mills levied for other 
purposes. 

For exemption certificates effective 
after 1993, abatements are substan
tially restricted by the statutory plan. 
Under the statutory plan, both re
placement and new facilities are fully 
subject to school related real property 
taxes, and all local governments 
impacted by an abatement may opt 
out within a 60-day window. Future 
abatements are, therefore, effectively 
eliminated by the statutory plan. 

The ballot plan is less restrictive. 
For abatements effective after 1993 
under the ballot plan, replacement 
facilities are fully abated, but new 
facilities are subject to the 6 mill 
state education tax. The state trea
svrer may, however, abate either one
half or all of the 6 mill tax if it is 
determined that the abatement will 
reduce unemployment, promote 
economic growth or increase capital 
investment. 
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IV. Real Estate Transfer Tax 
The Real Estate Transfer Tax(HB 
5110, 1993 PA 323) (the "Transfer 
Tax") is a new state level tax modeled 
closely on the existing county level 
real estate document recording/stamp 
tax. The county tax is generally 
imposed at the rate of .11% of value 
upon the recording of written instru
ments that sell or transfer property.12 

By contrast, the Transfer Tax is 
imposed similarly upon the recorda
tion of real estate transfer documents 
but (at least initially) at the rate of 
1% of value in the statutory plan 
(effective May 1, 1994) and 2% of 
value in the ballot plan (effective 
January 1, 1995). The rate under 
both plans has, however, been re
duced to .75% by SB 999, enacted 
February 18, 1994. As of the date this 
article was written, however, SB 999 
had not been given immediate effect 
and will, therefore, not reduce the tax 
rate until April!, 1995, unless the 
currently ongoing efforts to garner 
the requisite two-thirds vote for 
immediate effect are successful. 

The Transfer Tax is imposed at 
the time of transfer of real property, 
and related personal property can be 
excluded from the tax if the value 
of personal property is separately 
stated. Other notable exceptions 
which mirror the current county 
stamp tax include (i) instruments 
involving a security interest, (ii) 
leases, (iii) transfers in lieu of foreclo
sure, and (iv) land contracts. Two new 
exceptions were added. The first 
grandfathers sales made before the 
date of enactment if for a fixed price 
or terms or, in the case of residential 
construction, for a price that cannot 
be adjusted more than 15% to reflect 
changes to construction specifica
tions. The second new exception was 
added to appease real estate develop
ers that often transfer developable 
property among related entities. For 
this purpose, transfers between 
persons that are sufficiently related 
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to be considered a single employer 
under Internal Revenue Code for 
qualified plan are exempt from the 
tax. 

Because the Transfer Tax rate is 
much greater than the existing 
county level stamp tax, avoidance or 
deferral of the tax will be included in 
real estate transfer planning much 
more often. For example, nominal 
land contract sales may become 
common in order to defer the tax. 
As with Proposition 13 in California, 
Michigan can expect the concept of 
transfer to be tested by inventive 
transactions. Moreover, the amount 
of the tax is based on "value" which 
is ambiguously defined as "the cur
rent or fair market worth in terms 
of legal monetary exchange at the 
time oftransfer."13 We can expect 
future transactions to test whether 
fair market worth is the same as fair 
market value and to what extent 
deferred or inventive consideration 
is other than "legal monetary 
exchange." 

V. Conclusion 
The ballot and statutory plans are 
both complex tax shifting schemes 
with widely varying results depend
ing on the income level, home owner
ship, spending habits and numerous 
other attributes of a particular tax
payer. Businesses generally favor the 
ballot plan because it lacks an in
crease to the single business tax and 
because the sales/use tax increase can 
typically be passed on to consumers. 
Only individuals, however, can vote 
and it is hoped that this article en
courages everyone to cast an informed 
vote on March 15, 1994. 

( 
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TABLE A 
SENATE FISCAL AGENCY- ISSUE PAPER 

School Finance Reform Analysis of 
Ballot and Statutory Reform Proposals 

January 10, 1994 

1993 ISSUE 
PUBLIC ACT 

• Sales and use tax increase 
• Assessment limit 
• School operating tax increase 
• Funding guarantee 

P.A. 312 • School Code: ISD and school district property taxes 

P.A. 322 • Tax increment finance authorities 

P.A. 323 • Downtown development authorities 

P.A. 324 • Iron ore tax 

P.A. 325 • Sales tax increase 

P.A. 326 • Use tax increase 
• Interstate telephone tax 

P.A. 327 • Tobacco tax 

P.A. 328 • Income tax 
• Renter's credit 

P.A. 329 • Single business tax increase 

P.A. 330 • Real estate transfer tax 

P.A. 331 • State education tax 

P.A. 314 • Property tax allocation to school districts 

P.A. 313 • Summer property taxes 

P.A. 332 • Tax on railroad, telephone, and telegraph property 

P.A. 333 • Local development finance authorities 

P.A. 334 • Industrial facilities tax abatement 

P.A. 336 • State School Aid Act 

P.A. 338 • Technology park facilities tax 

P.A. 340 • Commercial facilities tax 
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K-12 FINANCE REFORM-COMPARISON TABLE 
By: Michigan House of Representatives 

CURRENT BALLOT 
ITEM LAW PROPOSAL 

Property Taxes 

Homes 36 mill average 6 mills 

Nonhomestead 36 mill average 24 mills 

Income Tax 4.6% 4.4% 

Personal Exemption $2,100 $2,100 

Renter Credit 17% 20% 

Sales/Use Tax 4.0% 6.0% 

Single Business Tax 2.35% 2.35% 

Property Transfer Tax $1.10/$1,000 $21.10/$1,000 

Cigarette Tax 25 cents 75 cents 

Other Tobacco Tax - 16% 

Interstate Phone Tax - 6% 

Budget Cuts $500 million 

TABLE 8 

STATUTORY 
PLAN 

12 mills 

24 mills 

6.0% 

$3,000 

20% 

4.0% 

2.75% 

$11.10/$1000 

40 cents 

16% 

4% 

$330 million 

Note: The new State-wide transfer tax was amended February 18, 1994, (but 
currently not effective until April 1, 1995) to reduce the rate under both 
plans to .75%. Thus, the combined county (in most counties) and State 
level rate under both plans will be $8.60/$1,000. 
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SCHOOL OPERATING PROPERTY TAXES 
By: Michigan House of Representatives 

Republican Programs & Research Section 

HOMESTEAD 

Statutory Constitutional 

0 6 mills 

12 mills 0 

TABLEC 

Sufficient to maintain over $6,500 Sufficient to maintain over $6,500 

2-6 mills shared ISD-wide; or 3 mills/3 years local; 
2-6 mills local but share mills ISD-wide only thereafter 
in common with other districts 

NONHOMESTEAD 

Statutory Constitutional 

12 mills 6 mills 

12 mills 18 mills 

Sufficient to maintain over $6,500 0 

2-6 mills shared ISD-wide; or 3 mills/3 years local; 
2-6 mills local but share mills ISD-wide only thereafter 
in common with other districts 
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------------------------------- ENDNOTES -------------------------------

1. James H. Novis is a graduate of the University of Michigan Law School (J.D., 1979) and Michigan State 
University (B.A. accounting, 1976) and is a partner in the law firm of Honigman Miller Schwartz and Cohn. 
He is also a certified public accountant and is Chairman of the State and Local Tax Committee of the 
Michigan Bar Association Taxation Section. 

2. Const. 1963, Art. IX,§ 8. 

3. Elections in 1992, including the unexpected defeat of the Speaker of the Michigan House, lead to an even 
Republican/Democrat split in House membership and a shared power arrangement involving committee 
chairmen and the Speaker's positions. 

4. Table A lists the Senate Joint Resolution, House Bills and related 1993 Public Act numbers of the legislation 
comprising the ballot and statutory plans. 

5. Table B is from the Michigan House of Representatives' publication K-12 Reform-Summary of Finance 
Legislation. 

6. Table Cis from Senate Fiscal Agency, Issue Paper, School Finance Reform, Analysis of the Ballot and 
Statutory Reform Proposals, January 10, 1994. 

7. The rate varies among school districts based on the millage level approved by the voters in each district. 

8. The School Code, as amended by 1993 PA 312, defines homestead for most purposes to be a dwelling unit 
owned and occupied by the taxpayer as a principal residence. 

9. SB 999 was enacted on February 18, 1994, without immediate effect as of the publication of this article. The 
rate reduction under both plans to .75% will not be effective until April1, 1995 unless the Michigan Legisla
ture votes by a two-thirds majority to give the amendment immediate effect. 

10. See, January 1994 issue of Perspectives newsletter published by Troy School District. 

11. E.g., Madison Heights, Lamphere, Southfield, and Jefferson-Monroe (near Fermi nuclear plant). In the case 
of Lamphere, the ballot plan rate on homesteads is higher than the current millage rate by .85 mills. 

12. Property for this purpose is newly defined to include "land, tenements, real estate and real property, and all 
rights to, and interest in, land, tenements, real estate or real property." 

13. 1993PA323, §2(e). 
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Inheritance Tax
Exemption of Marital 
Deduction Transfers from 
Inheritance Tax Exempts 
Estates from Liability for 
Pickup Tax 

Hill v Dep't ofTreasury, 202 Mich 
App 700;_NW2d_{12/7/93) 

The decedent owned valuable 
leasehold interests in Michigan oil 
fields. Michigan sought to impose its 
inheritance tax upon the fair market 
value of those holdings. Petitioner, 
the decedent's surviving spouse, filed 
a federal estate tax return that 
reported that all of the Michigan 
property was transferred to the 
surviving spouse. The probate court 
initially determined that the estate 
owed Michigan inheritance tax based 
upon the fair market value of the 
Michigan property. Petitioner re
quested that the probate court rede
termine the Michigan inheritance tax 
owed by the estate, claiming that the 
Michigan property qualified for the 
federal estate tax deduction, and thus 
was exempt under MCL 205.201(6); 
MSA 7.561(6), and upon redetermina
tion, the probate court set aside its 
earlier order. 

On appeal, the Court of Appeals 
affirmed the lower court. The Court 
held that the specific exemption 
accorded by the Legislature for prop
erty transfers that qualify for the 
marital deduction under the federal 
estate tax provisions was intended 
to exempt such transfers from all 
taxation under the inheritance tax 
provisions, including the pickup tax 
established in MCL 205.202a; MSA 
7.561(1). 

Income Tax- Royalty 
Income Upon Which 
Severance Tax is Paid is 
Exempt from Payment of 
Income Tax 

Bauer v Dep't of Treasury, __ Mich 
App_; _NW2d_ {12/20/93) 

Plaintiffs received royalty payments 
from oil and gas production in connec
~ion with their holdings of royalty 
mterests and mineral rights. The 
amounts of their royalty payments 
were reduced to reflect payment of 
the severance tax. Plaintiffs then 
requested that the Department of 
Treasury refund Michigan income 
taxes they had paid on royalty in
come. The Department denied their 
refund requests, and the lower court 
summarily disposed of the case in 
favor of Defendant. 

The Court of Appeals reversed the 
lower court's ruling, holding that 
language within the Severance Tax 
Act that provides that the tax "shall 
be in lieu of all other taxes, state or 
local, upon ... the value created ... " 
clearly and unambiguously means 
that income tax may not be imposed 
on royalties that have already been 
subjected to severance tax. The Court 
rejected the Department's contentions 
that the Legislature did not contem
plate the existence of the income tax 
when it included the "in lieu of' 
language in the Severance Tax Act in 
1929, and that the absence oflan
guage in the Income Tax Act specifi
cally endowing an exemption for 
severance taxes paid indicates that no 
such exemption was intended. 

State and Local 
Tax Update 

Recent 
Cases 

29 



State and Local f) Tax Update Michigan Tax Lawyer-1st Quarter 1994 

Single Business Tax- designed to assist small enterprises, 
the Court placed greater stock in the Completed Contract fact that the language of the SBTA 

Method Can Be Used in itself does not prevent a taxpayer 

Determining Gross from relying on the completed con-
tract method. Notably, the Court 

Receipts and Small refused to give respectful consider-
Business Credit ation to the Department's interpreta-

tion of the SBTA as evidenced by Q & Eligibility; Q & A'S are A N38. In the words of the Court, the 
not Promulgated Rules Q & A's are "nothing more than a 

written statement of defendant's 
The Court A.Z. Shmina and Sons Co v Dep't of position and policies with regard to 

certain aspects of the act" and are not refused to give Treasury, __ Mich App 187 ; __ 
the equivalent of promulgated rules respectful NW2d_(1993) 
requiring taxpayer adherence. consideration 

to the Plaintiff claimed small business 
Department's credits permitted under the Single 

Single Business Tax-Business Tax Act (SBTA) for each of interpretation the years in issue. The Department Throwback Sales -of the SBTA as disallowed the credits upon audit on Taxpayer Failed to evidenced by grounds that Plaintiffs gross receipts 
Q &A N38. exceeded the gross receipts threshold Sustain Burden of Proof 

0 of six million dollars. In computing 
both its federal and SBT liabilities for Michigan Chrome & Chemical Co v 
the years in question, Plaintiff had Dep't of Treasury, unpublished opin-
used the completed contract method ion per curiam, COA Docket No. 
to derive its gross receipts, and in so 137977 (1/4/94) 
doing had come under the $6,000,000 
ceiling. The Department's auditor had The taxpayer, contending that for tax 
rejected Plaintiffs methodology in years 1979 through 1982 it was 
computing the credit (relying on the taxable in certain other states, filed 
Department's Question and Answer an action in the Michigan Tax Tribu-
N38), and instead had included all nal requesting relief from a single 
billings as gross receipts. The Court business tax assessment. The Tribu-
of Claims concurred in the nal, applying Public Law 86-272 as 
Department's treatment of gross the appropriate standard for deter-
receipts for purposes of calculating mining jurisdiction to tax under the 
the credit. Single Business Tax Act, accorded the 

On appeal the Court of Appeals taxpayer relief for certain states and 
reversed, finding no support in the ordered modification of the assess-
language of the SBTA for the inter- ment to reflect such relief, but denied 
pretation urged by the Department. the requested relief as concerned 
The Court ruled that Plaintiff prop- other states. 
erly used the completed contract On appeal, the Court of Appeals 
method of accounting in achieving its affirmed. Although the Court agreed 
SBT liability for the contested tax with Plaintiff that the Tribunal 
years. Although the Court was sym- employed the wrong legal standard in 
pathetic to the Department's asser- deciding the case [the Tribunal relied 0 tion that a determination in favor of upon PL 86-272 as the jurisdictional 
Plaintiff may permit large businesses standard applicable to the single 

30 to claim a credit that was specifically 
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business tax; in March, 1993, the values for the equipment that were 
Court of Appeals rejected PL 86-272 significantly less than those devel-
as the appropriate standard in favor oped by Detroit (and in adopting a 
of a due process/Commerce Clause nominal $1,000 value for the equip-
analysis in Guardian Industries Corp ment for the 1991 tax year), the Tax 
v Dep't of Treasury, 198 Mich App Tribunal heavily relied upon the 
363, 369; 499 NW2d 349 (1993)], it appraisal and testimony presented by 
declined to remand for further pro- IBM. Although the Tribunal noted 
ceedings, finding that "plaintiff failed the existence of STC guidelines 
to prove any definite link with other concerning the valuation of computer 
states for the years in question, apart equipment, it authorized departure 
from those states as to which the from the guidelines under circum-
defendant made the concessions." The stances in which "overwhelming 
Court seized on the fact that, at the reliable evidence of differing market 
Tribunal hearing, "Plaintiffs presi- value" exists. According to the Tribu-
dent admitted that its sales represen- nal, the multipliers prescribed by the 
tatives did not go into some states for assessor's manual are solely guides in 
three to four years." In the Court's the measurement of true cash value, 
estimation, proof of physical presence and may be departed from in the face 
adduced at the hearing was so slim of alternate, persuasive market data. 
that application of the new standard 
to the adduced facts would not have 
altered the outcome of the case. Constitutionality of 1992 

('e Tax Freeze -Tax 
Personal Property - Tribunal Declines to Rule 
Valuation of Computer on Constitutional Claims 
Equipment Stenberg d I b I a Edgewood Apartment 

IBM Credit Corp v Detroit, MTT 
v Mount Pleasant, MTT Docket No. 

Docket No. 143885 (2/26/93) 
129959 (10/26/93) 

IBM Credit Corp ("IBM") finances 
Stenberg appealed ad valorem real 
property tax assessments issued to an 

and leases IBM computer equipment, 118-unit student apartment complex 
and also sells used IBM hardware. near Central Michigan University in 
During the tax years in issue, 1990 Mount Pleasant. In the face of ap-
and 1991, IBM owned a mainframe praisals and other evidence offered by 
computer that it leased to a Frank's the respective parties, the Tax Tribu-
Nursery and Crafts outlet in Detroit. nal found Petitioner's income ap-
In assessing the computer for the proach using a discounted cash flow 
involved tax years, Detroit's assessor analysis to be most persuasive. Per-
applied the short-lived multiplier haps the most notable aspect of the 
table published in the State Tax reported decision in this case is 
Commission's assessor's manual. Petitioner's contention that 1991 PA 
Before the Tax Tribunal, IBM con- 135, the legislation that, with some 
tended that the true cash value of the exceptions, froze 1992 assessments 
computer was dramatically lower at their 1991 amounts, is unconstitu-
than that achieved by the assessor tional for the reason that the e through application of the multipliers statutory enactment cannot override 
found in the assessor's manual to the the constitutional mandate found in 
property's installed cost. In adopting 31 
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Const 1963, art 9, §3 that property 
shall not be assessed in excess of 50% 
of its true cash value. With respect to 
the tax freeze argument advanced by 
Stenberg, the Tax Tribunal stated 
that it is without jurisdiction to 
decide claims grounded in constitu
tion, and rejected the assertion that, 
regardless of 1991 PA 135, the 
property's 1992 assessment must be 
at 50% of its true cash value. 

Water Special 
Assessment District -
Landowner's Challenge 
Sustained 

Bosley et al v Kochville Twp, MTT 
Docket Nos. 174134, 174139, 174142 
& 174148 (10/28/93) 

Petitioners, all property owners 
within a special assessment district 
designed to extend a water main in 
an area zoned agricultural, chal
lenged the special assessments and 
presented evidence designed to show 
that the assessments determined by 

Michigan Tax Lawyer-1st Quarter 1994 

the Township were disproportionate 
in amount to the value added to their 
properties by reason of the improve
ment. Deeming Petitioners' proofs 
credible, rejecting Respondent's 
assertion that the Michigan Supreme 
Court's decision in Kadzban v 
Grandville, 442 Mich 495 (1993) 
evidences its abandonment of the 
principles outlined in Dixon Road 
Group v Novi, 426 Mich 390 (1986), 
and concluding that Respondent had 
not offered evidence to rebut those 
proofs, the Tax Tribunal ordered that 
the matter be remanded to the Town
ship for recomputation of the special 
assessments in accordance with the 
opinion. 

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, P.C. in Lansing. Pat 
directs the firm's state and local tax 
practice; Michele is a former Hearing 
Officer with the Michigan Tax Tribunal. 

Newly Issued Administrative Bulletins 

RAB 93-14 "Credit or Refund of Overpayment of Taxes or Credits in 
Excess of Tax Due and Applicable Interest" 

RAB 93-15 "Statute of Limitations to Collect an Assessment" 

RAB 94-1 "Challenge of Assessment, Decision or Order Limited 
by Statute" 

RAB 94-2 - "Privately Printed Tax Returns Requirements and 
Permissible Uses" 
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Corrected Revenue Administrative Bulletin 

Revenue Administrative Bulletin 1994-1 contained an erroneous statement. 
The third paragraph stated: 

"If the appeal is made within the time required, then the assess
ment, decision, or order will not become final and may not be chal
lenged further by the taxpayer." 

This statement now reads: 

"If the appeal is nQi made within the time required, then the assess
ment, decision or order will become final and may not be challenged 
further by the taxpayer." 

State and Local 
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IMPORTANT NOTICE ** IMPORTANT NOTICE 
STATUS OF MICHIGAN LLC RULING 

By: Anthony Ilardi, Jr., Mason, Steinhardt, 
Jacobs & Perlman, P.C. 
and 
Mark C. Larson, 
Dykema Gossett PLLC 

The pending ruling on the Michigan 
LLC Act has been held up by the Tax 
Legislative Counsel ("TLC"), which 
has so-far declined to follow the IRS 
conclusion that the Michigan statute 
is "bullet proof." All the issues raised 
focus on the "continuity oflife" stan
dard. The issues fall into the follow
ing three areas: (1) the ability of an 
LLC to avoid the majority in interest 
test by adopting differential voting 
under Act section 502(1), (2) the 
inability of the IRS to determine what 
"majority in interest" means, and (3) 
whether the default voting provisions 
under the Michigan Act would in all 
cases satisfy Section 301.7701-2(b)(1) 
of the Treasury Regulations.1 

1. Ability to Continue With Less 
Than a Maiority in Interest. 

Under Section 801(dXi) of the Act, a 
vote by a majority of members is 
sufficient to continue the LLC upon 
the death, etc. of a member. 2 The 
vote is to be in accordance with the 
voting provisions of Section 502(1).3 

Section 502(1), in turn, allows voting 
rights to be varied by an operating 
agreement. 

Although the Michigan Act only 
uses the phrase "majority of mem
bers," the commentary described this 
as a vote by a majority in interest. 
The IRS has not so far questioned 
the commentary's interpretation. 
Instead, TLC has focused on the 
ability under Section 502( 1) to adopt 
a voting method that would allow 
less than a majority in interest to 
vote to continue. 

2. Maiority in Interest. 

Even ifTLC is correct that the Michi
gan statute would permit continuity 
of life by less than a majority vote -
an interpretation was not intended in 
the drafting of the Act - a ruling 
should be issued, as it has for other 
states. In two rulings, for Arizona4 

and Utah5
, the rulings held that the 

statutes were "flexible" (i.e., an entity 
organized under a state's LLC act 
may be a partnership or an associa
tion). However, in each case, the 
ruling provided that the operating 
agreement permitted continuity on a 
vote of a majority in interest.6 No 
definition of"majority in interest" is 
provided in the rulings. 

Apparently, TLC has called upon 
the IRS to define "majority in inter
est" before issuing any more Arizona 
or Utah style rulings. The IRS has 
now opened a rulings project on the 
meaning of"majority in interest." A 
ruling on the Michigan LLC Act is not 
likely to be issued until that rulings 
project is completed. 

3. Michigan Act Default Provisions. 

TLC also appears to be questioning 
whether the Michigan default voting 
provisions would satisfy Section 
301.7701-2(bX1) ofthe Treasury 
Regulations. Act Se(!tion 801(dXi) 
provides that, in those cases where 
the LLC has elected either central
ized management or free transferabil
ity of interest, on a dissolution event 
dissolution may be avoided if"a ' 
majority of the remaining members 
voting in accordance with section 
502( 1) consent to continue the busi
ness .... " Section 502(1) provides that 
in the absence of a contrary provision 
in an operating agreement, 

Section News 

37 



Section News 

38 

the members of a limited liabil
ity company shall vote in propor
tion to their shares of 
distributions of company, as 
determined in section 303. 

Section 303 of the Act provides that 
absent an allocation provision in an 
operating agreement, 

distributions shall be allocated 
on the basis of the value ... of the 
contributions made by each 
member to the extent they have 
been received by the limited 
liability company and have not 
been returned. 

Arguably, a member who has made 
no capital contribution, but who has a 
profits only interest in the LLC, 
would not be entitled to a vote. Ap
parently, in this situation, the IRS 
and TLC are not certain whether a 
vote that excluded members who 
have made no contributions can 
satisfy the majority in interest test. 
It should not be overlooked, however, 
that under the Michigan Act a contri
bution may include an agreement to 
provide further services. 
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CONCLUSIONS 
With some 1,100 plus Michigan LLCs 
having been formed, it is quite discon
certing to practitioners to learn that 
the Michigan LLC statute may not be 
"bullet proof'. However, before over 
reacting and steering clients away 
from using the LLC, certain consider
ations should be kept in mind. First, 
this only becomes an issue where the 
LLC is manager managed. If the 
LLC is member managed, the trans
ferability test need only be satisfied 
to obtain partnership tax status. 
Secondly, requiring unanimous 
consent of all members in the operat
ing agreement would seemingly solve 
the lack of a definition of "majority in 
interest". Third, it is our understand
ing that the Service will be issuing 
private letter rulings in the near 
future involving Michigan formed 
LLCs. Although these private rulings 
may not address manager managed 
LLCs, they should provide some level 
of comfort. 
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----------------------------- ENDNOTES ----------------------------

1. Section 301.7701-2(b)(1) of the Treasury Regulations on Procedure and Administration, as recently 
amended in T.D. 8475 (58 F.R. 28501, May 14, 1993), provides in pertinent part: 

(C]ontinuity of left does not exist notwithstanding the fact that a dissolution of the limited 
partnership may be avoided, upon such an event of a withdrawal of a general partner, by 
the remaining general partners agreeing to continue the partnership or by at least a 
majoritv in interest of the remaining oartners agreeing to continue the partnersbip. 
(Emphasis supplied) 

2. Section B01(d)(i) of the Michigan Act provides that: 

Within 90 days after the termination of membership, a majority of the remaining members 
voting jn accordance with Section 50211) consent to continue the business of the limited 
liability company and to the admission of 1 or more members as necessary. (Emphasis 
supplied.) 

3. Act Section 502(1) provides: 

Unless otherwise oroyjded jn an operating agreement. the members of a limited liability 
company shall vote in proportion to their shares of distributions of the company, as 
determined in accordance with section 303. (Emphasis supplied) 

4. Rev. Rul. 93-93, 1993-421.R.B. 13. 

5. Rev. Rul. 93-91, 1993-41 I.A. B. 22. 

6. A few private letter rulings also appear to have accepted a majority in interest approach. E.g., PLR 9308027 
(state not specified); PLR 9321047 (Arizona). 

EDITOR'S NOTE: I would like to thank Anthony Ilardi, Jr. of Mason, 
Steinhardt, Jacobs & Perlman, P.C. and Mark C. Larson of Dykema Gossett 
PLLC for their efforts in preparation of this important update. 
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