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As I write this letter, a great many things are happening at both the state and 
federal level with respect to the practice of the law in the law firm setting. The 
American Bar Association's Commission on Multi-Disciplinary Practice continues a 
series of hearings on the practice of tax law by accol,lllting firms. At the same time, our 
current President of the State Bar of Michigan, Tom Lenga, has organized a group to 
discuss the same issues at the state level. Ours is a rapidly changing and evolving 
profession, and it is clear that the rules of practice and competition will change 
dramatically over the next few years. I encourage each of you to become involved in 
this discussion, not only for your own personal well being, but also for the well being of 
the profession. 

The crown jewel of the Taxation Section's offerings, the Summer Tax 
Conference, has now taken shape. The conference will take place on Friday, July 9 and 
Saturday, July 10, 1999. Sherrill Siebert, the Chair of this year's event, and Jay 
Kennedy, who has assisted in this year's event and will be chairing next year's 
conference, have done a superb job of organizing outstanding speakers on a variety of 
timely topics. On Friday, Judge David Laro of the United States Tax Court will speak 
on "Business Valuation-a Perspective from the Tax Court," Steve Grob will speak on 
"Selected Tax Considerations in Buying and Selling a Business," Jerry August, the 
perennial purveyor of the obscure, will speak on "Current Issues in Partnership 
Taxation," and Malcolm A. Moore will speak on "Estate Planning for the Surviving 
Spouse." Saturday's schedule includes a promised live appearance from Ken Kies, the 
former Chief of Staff of the Joint Committee on Taxation, speaking on "Congressional 
Tax Tinkering," and June Summers Haas of the Michigan Department of Treasury 
speaking on "Current Issues in State Taxation." 

The conference will once again be held at the Grand Traverse Resort in Acme, 
Michigan. As a special feature, the conference will this year take place during the 
National Cherry Festival celebration. The festival committee always does a tremendous 
job of hosting a wide variety of activities for children and adults alike, and I hope that 
you will take the time to enjoy the festival while at the conference. 
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I look forward to seeing you all at the Summer Tax Conference. In the meantime, 
if there is anything that I or any member of the Taxation Section Council can do to assist 
you, please do not hesitate to ask. 

TAXATION SECTION 

Robert R. Stead, Chairperson 
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Report of the Business will include Warren Widmeyer's 

Entities Committee 
presentation concerning recent IRS 
guidance on safe harbor 401(k) plans, 

Thomas B. Spillane, Jr., Chairperson William Sigler's presentation on 
Dykema Gossett PLLC recent guidance concerning employee 
1577 North Woodward Avenue, Ste. 300 stock ownership plans and Pam 
Bloomfield Hills, Michigan 48304-2820 Rollins', of Watson Wyatt worldwide, 
(248) 540-0754 presentation concerning the use of 

electronic media in plan administra-
1. Future Meetings. tion. 
The next meeting of the Business 
Entities Committee will be a joint 2. Employee Benefits 
meeting with the Federal Tax Aspects Conference. 
of Real Estate Section of the Real The Internal Revenue Service's 
Property Committee. The meeting Northeast Key District has an-
will be held in the offices of Dykema nounced that its third annual Em-
Gossett, 1577 N. Woodward, ployee Benefits Conference will 
Bloomfield Hills. The meeting will be held on May 20 and May 21, 1999. 
feature a discussion on recent devel- The location will be the Sheraton 
opments involving limited liability Woodbridge Place Hotel in Iselin, 
companies, S corporations and other New Jersey. The program will fea-
current topics involving corporate and ture speakers from IRS' National 
partnership taxation. As always, I Office and Northeast Key District 

- am looking for additional suggestions Office and private practitioners. 
for topics to be covered at any future Anyone seeking further information 
meetings. may contact me. 

Report of the Employee Report of Estates 
Benefits Committee and Trusts Committee 
Charles Lax, Chairperson Michael 0. Love, Chairperson 
Maddin, Hauser, Wartell, Roth, National City Bank of Michigan/Illinois 
Heller & Pesses 1001 South Worth Street 
28400 Northwestern Highway Birmingham, Ml48009 
P.O. Box215 (248) 901-3979 
Southfield, Michigan 48037-0215 
(248) 827-1877 1. Recent Activities. 

1. Future Meetings. 
A meeting of the committee was held 
on January 25, 1999. There w:as a 

At the time of the submission of this presentation by Mr. Andrew M. 
report, the Employee Benefits Com- Savel, on fiduciary income and re:-
mittee is scheduled to meet on Tues- lated tax developments. This contin-
day, March 16, 1999, at the law ued Mr. Savel's tradition of annual 
offices of Honigman, Miller, Schwartz presentations on these subjects. Mr. 
& Cohn, located at 2290 First Na- Savel spoke on a variety of taxation 
tional Building, 19the Floor, Detroit, and tax accountings issues. He 
Michigan, at 2:00 p.m. The program discussed several recent decisions, 
will include a series of presentations rulings and regulations. Mr. Savel 

- on topics of interest. The program also identified several tax planning 
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and compliance trends. Several 
attendees then shared experience 
they had while working with clients 
and the IRS. 

2. Future Meetings. 
Another meeting of the committee is 
planned for May, 1999. This meeting 
will take place in Birmingham and 
Lansing via teleconference. 

3. Recent Developments. 
The Michigan Court of Appeals 
recently addressed the estate tax 
apportionment rules found at MCL 
720.12 and MCL 700.133a(2), in an 
opinion unpublished at the time that 
this is written. In re Estate of Webb 
H. Coe Marital and Residuary Trusts. 

The decedent held a power of 
appointment over property held in a 
marital trust created by her husband. 
The decedent's Will directed her 
Personal Representative "to pay all 
death taxes imposed" and "not to seek 
reimbursement of taxes from and not 
to apportion any taxes among any 
persons receiving property" by reason 
of her death. The decedent's Will 
contained no further instructions 
on the payment of death taxes. The 
combined value of the decedent's 
solely owned, jointly owned and 
power of appointment property gave 
rise to federal and state death taxes. 

The decedent's surviving daughter 
received the probate estate (except for 
one-half of the residuary - apparently 
without value) and the jointly owned 
property. In addition, the daughter 
received one-half of the power of 
appointment property. The other 
half of the power of appointment 
property was shared by grandchil
dren of the decedent, children ofher 
pre-deceased daughter. The grand
children also had a one-half interest 
in the apparently valueless residuary 
portion of the decedent's probate 
estate. The daughter acted as the 
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decedent's Personal Representative. 
The trustee of the power of appoint

ment property paid a pro-rata share 
of death taxes, basing this conduct on 
MCL 700.133a(2) which provides that 
"[a] general direction in a will to pay 
all taxes imposed on account of a 
testator's death shall not be construed 
to include any taxes imposed because 
of the testator's exercise, nonexercise, 
or release of a power of appointment 
unless the testator expressly mani
fests an intention that taxes so im
posed be paid out of his or her estate." 
The grandchildren objected at a 
hearing before the Probate Court, 
taking the position that the probate 
estate should pay 100% of such taxes, 
arguing that the Will provisions 
quoted above met the requirements 
ofMCL 700.133a(2). The Probate 
Court ordered that the estate pay 
all of the death taxes. 

The Court of Appeals upheld the 
Probate Court. The Court of Appeals 
declared that the direction quoted 
above overcame the presumption of 
apportionment rule found at MCL 
720.12. More to the point, the Court 
of Appeals further declared that the 
direction also overcame the MCL 
700.133a(2) exception to non-appor
tionment given for instances where, 
a decedent holds a power of appoint
ment. The decedent's probate estate, 
therefore, is liable for all death taxes 
on all of the decedent's taxable estate. 
Leave for appeal to the Michigan 
Supreme Court, on the MCL 
700.133a(2) issue, is being sought 
at the time that this is written. 

The new probate code, EPIC, 
addresses the rules described above: 
Residuary shares would have default 
liability for of death taxes. There 
would not be a reiteration of the 
MCL 700.133a(2) rule, but there 
would be a reference to similar fed
eral tax provisions. 1998 PA 386 
(effective 4-1-2000). 
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Report of the 
International Tax 
Law Committee 
Alice M. Naski, Co-Chairperson 
Deliotte & Touche 
600 Renaissance 
Detroit, Michigan 48243 
(313) 396-3446 

Sherrill D. Wolford, Co-Chairperson 
Dykema Gossett 
400 Renaissance Center 
Detroit, Michigan 48243 
(313) 568-6849 

1. Recent Activities. 
A joint meeting with the International 
Law Committee was held on January 
20 1999 at the Dearborn Inn in ' ' . Dearborn, Michigan, on the topic 
of Going International: The Asian 
Currency Crisis. The keynote speaker 
was Dr. Carl Liedholm, Professor of 
Economics at Michigan State Uni
versity. Other featured speakers. 
included: Philip Stoffregen, Delmtte 
& Touche, Detroit, Michigan - Tax 
Considerations; Mark Lenczowski, 
Bank One, Chicago, Illinois - manag
ing Financial Risk;. John yv OID;ac~, 
Deloitte & Touche, Detroit, Michigan 
-Financing Strategies; J. David Reck, 
Miller, Canfield, Paddock and Stone, 
P.L.C., Ann Arbor, Michigan- Legal 
Issues and Tactics; and Susan 
Gasparian, Ford Motor Co. Legal 
Staff and Raymond Krause, General 
Motors Legal Staff- Enduring the 
Storm: The Corporate Perspective. 

2. Future Meetings. 
In early March 1999, a planning 
meeting of the International Tax 
Committee was held at the offices 
of Dykema Gossett to discuss future 
program topics of interest to the 
broad based committee membership. 
Persons who had indicated an interest 
in program planning were invited to 
this meeting. 

Future meetings of the Interna
tional Tax Committee will be an
nounced in mailings to the members. 
We are currently compiling a list of 
committee members. Please contact 
Joy Donahue of Dykema Gossett at 
(313) 568-6709 if you would like to be 
included on this list. Also, any sug
gestions for topics for future_meetings 
or Michigan Tax Lawyer articles are 
always appreciated. 

Report of the Practice 
and Procedure 
Committee 
Aaron H. Sherbin, Chairperson 
Finkel, Whitefield, Selik, Raymond, 
Ferrara & Feldman, P .C. 
32300 Northwestern Hwy., Ste. 200 
Farmington Hills, Michigan 48334-1567 
(248) 855-6500 

1. Recent Activities. 
The 1999 IRS/Bar Liaison Meeting 
took place on Tuesday, March 17, 
1999 at the Pontchartrain Hotel. 

2. Recent Developments. 
The IRS released a new version of 
its form and publication for innocent 
spouse relief, both revised to incor
porate changes under the IRS 
Restructuring and Reform Act of 
1998. Taxpayers should use the 
revised Form 8857, Request for 
Innocent Spouse Relief, when 
seeking any of the types of relief 
available under the legislation. 

The IRS announced a new page 
on its world wide web site designed 
to alert taxpayers to problems that 
occur during the tax filing season. 
The taxpayer alerts can be found 
under "What's Hot" on the IRS web 
site at: http://www.irs.ustreas.gov. 

A new category of IRS advice 
documents-Chief Counsel Notices
have appeared on the IRS world 
wide web site in a reorganization of 
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materials of the Electronic Freedom 
of Information Act Reading Room. 
These Notices give interim guidance 
pending publication of revisions to 
the Chief Counsel Directives Manual 
(CCDM) and are generally effective 
for six months, although some have 
expiration dates of up to a year after 
their issuance. These notices can be 
accessed at: http://www/irs.ustreas. 
gov/prodlnews/efoialccnot.html 

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

1. Future Meetings. 
At the time of the submission of this 
report, the next meeting of the State 
and Local Tax committee is tenta
tively scheduled for mid-April, 1999. 
This meeting will also be held jointly 
with the State and Local Tax Com
mittee of the Real Property Law 
Section. Michigan Tax Tribunal 
Chairperson Michael A. Stimpson 
and Chief Clerk Peter M. Kopke 
have been invited to be the featured 
speakers at this meeting to discuss 
current Tax Tribunal practice and 
procedures in property and non
property tax cases, and to address 
questions and concerns Tax Tribunal 
practitioners may have regarding 
Tax Tribunal rules, policies, 
practices and procedures. 

If you are not already on the 
mailing list and would like to be 
included, please contact Marie 
Fiocchi, secretary to Joanne 
Faycurry, Chairperson of the 
State and Local Tax Committee, 
at (313) 963-6420, ext. 2443. 

Michigan Tax Lawyer-1st Quarter 1999 
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Temporary Tax Equity for U.S. Corporations 
With Foreign Financial Operations 
By Lois J. Briggs and Alice M. Naski 

In general, income earned by foreign 
corporations with U.S. shareholders 
is not subject to U.S. tax until it is 
distributed to the U.S. shareholders 
(the "deferral"principal). Exceptions 
to the general rule are provided in 
subpart F .1 Subpart F income is 
taxed in the U.S. to the U.S. share
holder as a deemed dividend when 
earned. In 1997 and 1998, temporary 
provisions to subpart F were enacted. 2 

These provisions allow the deferral of 
U.S. tax on foreign-earned income of 
U.S. finance and lending companies, 
banks, investment companies and 
insurance companies if it is earned 
in an active trade or business. This 
article discusses the 1998 amended 
provision and its impact on finance 
and lending companies that are not 
U.S. banks or investment companies.3 

I. Background 
In 1997, Congress enacted a new, one
year exemption to subpart F income 
for certain foreign-earned "qualified 
banking or financing income" and 
insurance income. In 1998, Congress 
extended the exemption for an 
additional year with an amended 
provision. As a result, for 1998 and 
1999 tax years, income earned by 
controlled foreign corporations in the 
active conduct of banking, financing 
or similar business is taxed only when 
those earnings are paid to their U.S. 
shareholders and is exempted from 
subpart F. This marks a significant 
policy concession regarding taxation 
of the offshore financing activities of 
U.S. multinationals. 

Since 1962, U.S. multinationals 
doing business through separate 
legal entities abroad have been sub
ject to a complex anti-deferral regime 
under "subpart F." The anti-deferral 
rules were intended to prevent U.S. 

taxpayers from shifting mobile in
come to "tax havens"- jurisdictions 
with no or low (below 90% of the U.S. 
corporate tax rate, currently 35%) 
income tax rates. 4 The subpart F 
rules apply only to controlled foreign 
corporations ("CFC's"). CFC's are 
corporations with U.S. shareholders 
owning, directly or indirectly, greater 
than 50% of the vote or value of the 
corporation.5 A U.S. shareholder is 
a U.S. person who owns at least 
10%, in vote, of a foreign corporation. 6 

A person includes an individual, 
association, partnership, corporation 
or trust.7 

Although subpart F can be a trap 
for the unwary, it has a limited 
impact on non-financial businesses. 

· With some exceptions,8 these busi
nesses may elect when to subject 
their foreign-earned income to U.S. 
tax in the hands of the U.S. share
holder. U.S. tax on a CFC's earnings 
is generally deferred until repatriated 
in the form of dividends to a U.S. 
shareholder or upon disposal of the 
foreign investment. A significant 
application of this anti-deferral 
regime is to financial institutions, 
which include banks and finance and 
lending companies. Since 1986, with 
few exceptions9, their foreign earn
ings have been fully taxable in the 
U.S. under the subpart F regime.10 

II. Finance and Lending 
Companies and U.S. Taxatiol! 
Finance and lending companies 
provide a broad range of financial 
services. Over the past ten years, 
the market share of these companies 
and the types of products that they 
provide have expanded. They offer 
a variety of financial products and 
services to a broad customer base 
including consumer and commercial 
lending, long and short-term leasing, 
reinsurance, extended-warranty and 

Feature 
Articles 

This marks 
a significant 
policy 
concession 
regarding the 
taxation of 
the offshore 
financing 
activities 
of U.S. 
multinationals. 

9 



Feature 
Articles 

For tax years 
1998and 
1999, active 
financing 
income is 
exempt from 
the definition 
of foreign 
personal 
holding 
company 
income. 

10 

other post-sale services, and securiti
zations ofvarious commercial paper 
portfolios. 

Recently, these financial compa
nies have been expanding overseas 
in established European markets, as 
well as emerging markets in Asia 
and South America. They organize 
their foreign operations as separate 
entities, or as a network of branches 
under a single foreign entity. Be
cause of subpart F, such companies 
have been subject to U.S. tax at 35% 
on income when earned. They com
pete, in many instances, against local 
and other non-U.S. owned financing 
companies that have a lower effective 
tax rate. For example, a U.S. finan
cial company with a subsidiary in the 
United Kingdom was subject to tax at 
35% in the U.S. on its U.K.-earned 
active financing income even though 
the corporate income tax rate in the 
U.K. is 31%. Because of differences 
between U.K. taxable income and 
U.S. taxable income, the effective 
U.K. rate could be even lower. In 
contrast, a local U.K. company would 
be taxed at the lower U.K. rate. As a 
result, the CFC may have increased 
the price ofits U.K. product and 
services to recover the additional U.S. 
tax cost. Thus, the CFC's products 
and services might not be competi
tive. If the CFC keeps its pricing 
competitive, its net profit would 
often be less than that of other tax
advantaged competitors offering 
the same products and services. 

III. Subpart F Provisions and 
Finance and Lending Companies 
Income earned by the controlled 
foreign financial subsidiaries of 
U.S. finance and lending companies 
("CFFC's")11 has been subpart F, 
"foreign personal holding company 
and services," income for U.S. tax 
purposes. "Foreign personal holding 
company income" includes items of 
income that are considered passive. 
This is likely to include most of the 
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income earned by foreign finance 
and lending companies: dividends, 
interest and interest equivalents, 
rents, annuities and net gains from 
the sale or exchange of property that 
gives rise to the preceding types of 
income or other property that is not 
used in the taxpayer's active trade 
or business and foreign currency 
net gains and losses.12 In addition 
to these specific categories of income, 
if subpart F income is greater than 
70% of the CFFC's total gross 
income, then all of its income 
is subpart F income and taxed 
currently in the U.S.13 

For tax years 1998 and 1999, 
active financing income is exempt 
from the definition of foreign per
sonal holding company income.14 An 
illustrative list ofwhat constitutes 
active financing income of a CFFC is 
provided in the legislative history. 15 

For a CFFC to qualify for this ex
emption it must satisfy the same 
two-part test applied to banks and 
investment companies. First, the 
CFFC must be "predominantly 
engaged" in the active conduct of 
banking, financing or similar busi
ness.16 Second, the activities with 
respect to the conduct must be 
substantial.17 

Once the CFFC is determined to 
be a qualified entity, its income may 
be deferred as active banking and 
financing income if it meets two 
requirements also applicable to 
banks and investment companies. 
The CFFC needs to: (1) earn income 
from transactions with non-U.S. 
customers and (2) conduct substan
tially all related activities in its 
"home country."18 Finally, the CFFC 
must meet a "home country" require
ment not applicable to banks or 
investment companies. Thirty per
cent of its gross active financing 
income should be from transactions 
with customers that are unrelated 
persons located within the CFFC's 
home country.19 
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A. Entity Qualification 
i. The Predominantly Engaged 

Requirement 

A CFFC meets the "predomi
nantly engageq" test20 if more 
than 70 percent of its gross 
income is earned regularly in 
the active conduct of the 
finance and lending business. 
Income from related party 
transactions is excluded.21 

For purposes of this 70- per
cent test, foreign branches or 
qualified business units 
("QBU's")22 should be treated 
as separate entities, testing 
their transactions on a sepa
rate basis to determine 
whether the CFFC meets this 
test.23 

ii. The Substantially All 
Activities Requirement 
For a CFFC to be an eligible 
entity, it must meet a substan
tiality requirement with 
respect to its financing and 
lending business. Congress 
intended that the CFFC, and 
any of its QBU's, should meet 
this substantiality require
ment on a stand-alone basis.24 

To satisfy this requirement, 
substantially all of the ac
tivities in connection with 
qualified transactions must 
be conducted directly by the 
CFFC or its QBU. 25 Eligible 
finance and lending activities 
include making loans; purchas
ing or discounting accounts 
receivable, notes (including 
loans), or installment obliga
tions; engaging in leasing 
(including entering into leases 
and purchasing, servicing and 
disposing of leases and leased 
assets); issuing letters of credit 
and providing guarantees; 
providing charge and credit 
card services; or rendering 
services or making facilities 

available in connection with 
the foregoing activities, or by 
another corporation which is a 
member of the same affiliated 
group. 26 Mfiliation is deter
mined under the principles of 
I.R.C. Section 1504 as if foreign 
corporations are included.27 

Relevant factors include the 
size of the CFFC or QBU, the 
amount of its revenues and 
expenses, the number of its 
employees, the ratio of its 
revenues per employee, the 
amount of property it owns, 
and the nature, size, and 
relative significance of the 
applicable activities conducted 
by the CFFC.28 Employees of 
a related person, as defined in 
the statute, may be considered, 
but only if the compensation 
for services is at arm's-length 
and is income subject to income 
tax in the related person's 
home country.29 For this 
purpose, a related person has 
the meaning provided in sec
tion 954(d)(3).30 Although not 
included in the statutory 
language, Congress intended 
"at least 80 percent" be sub
stituted for "more than 50 
percent" for purposes of deter
mining the appropriate level 
of control necessary to be a 
related person.31 An employee 
of such a related person may 
not be counted again in deter
mining whether another CFFC 
or QBU meets the substantial 
activities test. 32 

If the CFFC that meets the 
"predominantly engaged" test 
for finance and lending compa
nies has income that is also 
income described in the securi
ties dealer exemption under 
Section 954(c)(2)(C)(ii), it is 
required to satisfy the predomi
nantly engaged test for invest
ment companies as well. Thus, 
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and 1.1296. 
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the CFFC must be actively 
engaged in the securities 
business and be an S.E.C. 
registered securities broker 
or dealer. 33 

B. Qualified Banking and 
Financing Income 
The statutory definition of 
qualified banking and financing 
income generally applies to 
banks, investment companies 
and finance companies. Income 
earned from certain activities is 
considered active banking and 
financing income. Congress 
looked for guidance in determin
ing what activities should qualify 
for the definition of active financ
ing income in the I.R.C. Section 
904(d)(2)(C) and Section 1296 
regulations. The rule for CFFC's 
includes activities listed in 
Regulations Section 1.904-4(e)(2) 
and Section 1.1296 with one 
modification.34 There is no 
provision that addresses income 
froni leasing, other than finance 
leasing, in Reg. Section 1.904-
4(e)(2) and Prop. Reg. Section 
1.1296-4. Leasing has become a 
predominant business for many 
CFFC's. Therefore, Congress 
added engaging in leasing (in
cluding entering into leases and 
purchasing, servicing and dispos
ing of leases and leased assets) 
to the list of qualified activities. 
Examples of other activities 
which produce active financing 
income include making loans, 
factoring receivables, arranging 
foreign exchange transactions, 
providing charge and credit card 
services, and engaging in 
securitization-type transactions. 
Treasury has been given the 
authority to enumerate addi
tional business activities that 
may give rise to active financing 
income for purpose of this 
provision. 

In addition to the income 
described above, a certain portion 
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of net gains from the sale or 
exchange of property giving rise 
to foreign personal holding 
company income under Section 
954(c)(1)(B), is intended to be 
exempt from subpart F inclu
sion.35 The property must have 
been used to produce active 
financing income exempted from 
subpart F during 1998 and 1999 
tax years by virtue of these 
temporary provisions. 36 Only 
a portion of the net gain from 
the disposition of an asset that 
generated deferrable income 
is exempt. 

Consistent with the above, 
foreign base company services 
income earned by a qualifying 
CFFC also may be exempt from 
subpart F during the applicable 
period. 37 Service income directly 
related to a transaction that 
gives rise to qualified active 
financing income also is exempt. 
i. Other Requirements 

In addition, three other ele
ments are required before the 
income may qualify as active 
financing income. First, the 
income can not be from trans
actions with customers located 
in the United States.38 Second, 
the CFFC or QBU must con
duct "substantially all of its 
activities" in its home coun
try.39 Third, qualified income 
earned by the CFFC or QBU 
must be treated as earned in 
its home country for purposes 
of that country's tax laws. 40 
Generally, a CFFC's home 
country is the country where 
it has been created and orga
nized, whereas, a QBU's home 
country is the country in 
which the QBU maintains 
its principal office. 

In meeting these require
ments, certain further restric
tions apply. First, income from 
transactions involving persons 
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with the CFFC is included only applicable to CFFC's, also 
if these persons act as custom- apply to banks and invest-
ers with respect to the trans- ment companies. 
actions. 41 Second, income CFFC's need to satisfy an 
from certain cross border additional "home country" 
transactions with non-home- requirement however. More 
country customers may still be than 30 percent of the eligible 
exempt if substantial activity entity's gross income must be 
is conducted in the home derived (i) directly from the 
country with respect to the active and regular conduct of A CFFCorits 
transactions. 42 a lending or finance business 

ii. Home Country Requirement and (ii) from transactions with 
QBUmust 

A CFFC or its QBU must customers that are unrelated conduct 

satisfy a home country require- persons and that are located substantially 

ment: a CFFC or its QBU must within the CFFC's or QBU's all of the 

conduct substantially all of the home country. activities 
activities necessary for the Whether income is exempt necessary for 
generation of income with from subpart F inclusion also the generation 
respect to the business in its is determined on a QBU by of income with 
home country. Activities that QBU basis.46 For example, respect to the 
Congress enumerated include assume that more than 70 
customer solicitation, financial percent of the CFFC's gross business in its 

- advising, tailoring products to income is derived directly from home country. 
customer needs; negotiating the active and regular conduct 
terms with customers, per- of a lending or finance business 
forming credit analysis and from transactions with unre-
evaluating noncredit risks, lated customers. In addition, 
providing related services to one of the CFFC's or QBU's 
customers, making loans, satisfies the home country 
entering into leases, extending requirement but another QBU 
credit, collecting from custom- does not satisfy it. In this case, 
ers-in-good standing, perform- income derived by the QBU 
ing remarketing activities, that satisfies the home country 
collecting bad debts, enforcing requirement is exempt from 
or renegotiating contract subpart F provided that the 
terms, liquidating collateral, other requirements are satis-
foreclosing on contracts, and fied, but income derived by 
holding collateral for transac- the non-qualifying QBU is 
tions with customers.43 Cer- not exempt. 
tain back-office functions such iii. Location of the Customer. 
as accounting, record keeping 
and routine communications Treasury has been granted 

with customers, however, the authority to make rules 

should not be considered in concerning the customer's 

determining whether the location using the 1997 prin-

requirement is satisfied.44 ciples as a guide.47 Under the 

Treasury has the authority to 1997 provision, the statutory 

- modify through regulations rule pertaining to natural 

the list of relevant activities persons and legal entities was 

to consider future changes in explicit. The rule for natural 

the operations of these persons reflected a recognition 
13 
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of the administrative burden 
associated with tracking a 
natural person over the con
tract period. Thus, a natural 
person was treated as located 
within the country in which 
such person is physically 
located when the transaction 
is entered into.48 

Because the potential for 
abuse is far greater with legal 
entities, Congress intends a 
more stringent rule be imple
mented in the regulations. 
Under the 1997legislation, a 
legal entity was considered to 
be located in the country in 
which it maintains an office, 
through which it engages in a 
trade or business and by which 
the transaction is effected. 49 

This was intended to prevent, 
among other things, a legal 
entity located in Country A 
from entering into a contract 
that is intended to benefit a 
related entity located in a 
different country. Despite 
Congress' efforts to draft 
a hard and fast rule for a 
complex business situation, 
the rule has its ambiguities;· 
for example, how to determine 
whether an office has effected 
a transaction and what 
engaging in a trade or 
business means. 

The purpose of the statute is 
to provide legitimate banking, 
finance and lending and in
vestment companies with the 
benefits of income deferral 
accorded other non-financial 
companies. The "home coun
try" and "substantially all 
activities" requirements 
were included to ensure this 
outcome. Without them, 
companies could arguably 
set up "paper" branches in 
low tax jurisdictions and 
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source the bulk of the income 
to those jurisdictions while 
incurring the bulk of the 
expenses in higher tax 
jurisdictions. 

C. Anti-abuse Provisions 
Even with the home country 
and substantiality requirements, 
the U.S. Treasury had serious 
reservations concerning these 
provisions. In general, Treasury 
wanted to insure that these 
exemptions did not create unfore
seen loopholes that taxpayers, 
other than legitimate active 
banking, finance and lending and 
investment companies could take 
advantage of to avoid subpart 
F. In response to this concern, 
Congress added an anti-abuse 
provision. This provision re
quires that, for purposes of the 
active financing provisions, a 
transaction or series of transac
tions will be disregarded if one 
of the principal purposes of the 
transaction is to qualify income 
or gain under the provisions. 
Specific examples include: 
(1) transactions that have been 
manipulated in order to increase 
the benefit due to the temporary 
nature of exemptions (e.g. the 
acceleration or deferral of income 
or liabilities); (2) transactions 
where the entity in question 
did not engage in regular and 
continuous transactions with 
customers which are not related 
persons; and (3) transactions 
between related persons, officers, 
directors, or employees that 
otherwise would be treated 
as customers for purposes of 
qualifying under the provisions. 5° 

IV. Conclusion 
Subpart F has been an additional 
U.S. tax burden for certain foreign 
finance and lending companies owned 
by U.S. shareholders. Congress has 

() 

------~' 
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temporarily suspended the taxation 
of a CFC's active financing income 
for the 1998 and 1999 tax years. 
These temporary provisions provide 
an opportunity for foreign finance 
and lending companies owned by U.S. 
shareholders to defer U.S. taxation of 
foreign income earned in those years. 
The result is that these companies 
can better time, or permanently defer, 
the impact of U.S. taxation on earn
ings in the affected years. However, 
the benefit is limited and stringent 
requirements must be satisfied. 

Despite Congress' limited acquies
cence to the financial sector's concerns 
that subpart F is overbroad, it is not 
clear whether the provision will be 
renewed. Meanwhile, banks, finance 
and lending, investment and insur-

ance companies will continue to lobby 
for a more permanent change to 
subpart F of the code. Treasury, 
however, is concerned about abuses 
and continues to voice its opposition. 51 

It remains to be seen whether this 
will become another annual down
to-the-wire battle of taxpayer 
versus Treasury, similar to the 
saga surrounding the research 
and experimentation tax credit or 
whether something more permanent 
will be enacted in the coming years. 

Lois J. Briggs and Alice M. Naski are 
International Tax Consultants at Deloitte 
& Touche, L.L.P. in the f1rm's Detroit, 
Michigan office. 
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16. I.R.C. § 954(h)(2)(A)(i) and (B)(i). 
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cross border transactions, provided that certain requirements are met. 

43. Supra note 15 

44. ld. 

45. I.R.C. § 954(h)(8). 
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47. I.R.C. § 954(h)(5)(C). 
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Expanded Relief From Spousal Liability on 
Joint Returns: An Analysis of the New Innocent 
Spouse Rules and Section 6015. 
By Jennifer A. Bourgoin 

Introduction 
Section 3201 of the Internal Revenue 
Service Restructuring and Reform 
Act of 19981 (the "1998 Act") repealed 
Section 6013(e) of the Internal Rev
enue Code of 1986, as amended (the 
"Code") and added Section 6015 to 
provide expanded relief from joint 
and several liability on joint tax 
returns. The new law eliminates 
some of the mechanical rules that 
often precluded relief under the prior 
law and also allows for partial relief 
in certain innocent spouse cases. In 
addition, new Section 6015 provides 
an additional form of relief to inno
cent spouses who are divorced, 
separated or no longer living to
gether.2 The new rules also allow the 
Internal Revenue Service ("IRS") to 
provide equitable relief to innocent 
spouses who cannot otherwise meet 
the requirements for the other forms 
ofrelief.3 Finally, the 1998 Act 
provides taxpayers access to the Tax 
Court to resolve disputes in innocent 
spouse cases4 and requires the IRS to 
inform taxpayers of their right to 
apply for relief. 5 

Innocent Spouse Relief 
1. Prior Law 

Prior to the 1998 Act, innocent 
spouse relief was provided by 
Section 6013(e) of the Code. 
The spouse requesting relief 
was required to affirmatively 
establish all of the following 
requirements: (a) a joint return 
was filed for the year; (b) there 
was a substantial understate
ment of tax attributable to 
grossly erroneous items of the 
other spouse on the return; (c) 
the innocent spouse did not know 
and had no reason to know of the 

substantial understatement, and 
(d) considering all of the facts 
and circumstances, it would 
have been inequitable to hold 
the innocent spouse liable for the 
deficiency in tax resulting from 
the substantial understatement.6 

To establish that an under
statement was substantial, the 
innocent spouse had to meet 
certain dollar requirements 
which varied depending on the 
cause of the additional assess
ment by the IRS. A tax liability 
resulting from an omission of 
gross income had to exceed $500.7 

A tax liability resulting from a 
deduction, credit or basis that 
had no basis in fact or law had 
to exceed $500 and be in excess 
of certain income levels of the 
taxpayer.8 If the innocent 
spouse's adjusted gross income 
was $20,000 or less in the tax 
year ending immediately before 
the IRS mailed a notice of defi
ciency, the tax liability had to 
exceed ten percent (10%) ofthis 
amount to constitute a substan
tial understatement.9 Ifthe 
spouse's adjusted gross income 
was greater than $20,000, the 
tax liability had to exceed 25% 
of this amount to meet the 
requirement. 10 In addition, 
if the innocent spouse was 
remarried at the end of the . 
applicable year, the adjusted 
gross income included the income 
of the new spouse, whether or 
not they filed a joint return. 11 

For purposes of the "grossly 
erroneous" requirement under 
the pre-1998law, any omission 
of an item of gross income attrib
utable to the other spouse was a 
grossly erroneous item.12 An item 
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(: 
of deduction, credit or basis, on As a result of these changes, 
the other hand, had to be shown taxpayers with smaller liabilities 
to have no basis in fact or law to and lower income will no longer , 
be considered erroneous. 13 be precluded from seeking inno- · 

cent spouse relief. Relief will 
2. Section 6015 be predicated, instead, on the 

Section 3201 of the 1998 Act actual innocence of the spouse. 
repealed Section 6013(e) entirely The 1998 Act also eliminates 
and added Section 6015, Relief the requirement that the under-
From Joint and Several Liability statement be attributable to a 
on Joint Returns. 14 In addition to "grossly erroneous" item of the 
providing other forms of spousal other spouse. Under the new 

This 
relieffromjoint liability, the 1998 requirement, the item need only 
Act expanded the relief available be "erroneous."18 Therefore, it is 

modification to innocent spouses under the no longer necessary that a claim 
should prior law by relaxing some of the of deduction or credit has "no 
simplify the requirements previously imposed basis in fact or law." Any disal-
administration by Section 6013.15 Section lowed item can be the basis for 

of the innocent 6015(b) now provides the require- electing to qualify for innocent 
ments an innocent spouse must spouse relief. This modification spouse establish in order to be relieved should simplify the administra-

provisions and of liability. tion of the innocent spouse 
do away with According to new Section provisions and do away with 
the varying 6015(b)(1), the innocent spouse the varying conclusions drawn e conclusions must now establish that: (a) a by the IRS and the courts as I 

drawn by the joint return was filed for the year; to whether there was in fact 
(b)there was an understatement a "basis in fact or law" for a IRS and the of tax attributable to erroneous deduction or other item. 19 

courts as to items of the other spouse on the Another significant improve-
whether there return; (c) the innocent spouse ment to the prior innocent spouse 
was in facta did not know and had no reason rules is provided in new Section 
"basis in fact to know of the understatement; 6015(b)(2). Under the prior law,, 

or law" for a (d) considering all of the facts and it was uncertain whether relief 

deduction or 
circumstances, it would be ineq- could be granted as to only part 
uitable to hold the innocent of an understatement.20 The 

other item. spouse liable for the deficiency new section explicitly provides 
in tax resulting from the under- for apportionment ofrelief. Now, 
statement; and (e) the innocent where the innocent spouse did 
spouse elects to receive the not know and had no reason to 
benefits of Section 6015 in the know of the extent of the under-
form to be prescribed by the statement, the innocent spouse 
IRS.16 will be relieved of liability for the 

The new requirements reflect tax to the extent the liability is 
Congress's intent to make inno- attributable to the portion of the 
cent spouse status easier to understatement ofwhich the 
obtain.17 First, instead oflimiting innocent spouse did not know 
innocent spouse relief to the most and had no reason to know. 21 

egregious cases where the under- Therefore, if the innocent spouse 
statement is large, the new law believed his or her spouse was 
eliminates the $500 and the understating income to the Q 10%/25% of adjusted gross in- extent of a few hundred dollars 

. 

come understatement thresholds. and the amount proved to be 
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thousands,theinnocentspouse 
is only liable for the smaller 
amount. 

Although the 1998 Act modi
fied certain requirements under 
the old law, the taxpayer seeking 
innocent spouse relief will still 
be required to prove lack of 
knowledge as to the understate
ment and that is inequitable to 
hold him or her liable for the 
understatement. Case law under 
former Section 6013(e) continues 
to provide guidance on these 
requirements. 

Separate Liability Election 
1. Overview 

A person seeking innocent spouse 
relief under the pre-1998law had 
to legally qualify as a spouse to 
be eligible.22 The 1998 Act added 
Section 6015(c) to provide relief 
to a taxpayer who did not know, 
or had no reason to know, of an 
understatement on a joint return 
if: (a) the taxpayer is no longer 
married to, is legally separated 
from, or has been living apart for 
at least one year from, the spouse 
with whom the joint return was 
filed; and (b) the taxpayer elects 
to limit liability to the portion of 
the deficiency properly allocable 
to that individual. 23 Taxpayers 
have the burden of proof regard
ing the portion of the tax defi
ciency properly allocable to 
them.24 

The election to limit liability 
will not apply if the IRS shows 
that there was a transfer of 
assets between the spouses as 
part of a fraudulent scheme. 25 
In that case, the joint and several 
liability rules will apply to the 
joint return. 

Furthermore, the limitation on 
an electing spouse's tax liability 
will be increased by the value of 
any disqualified assets trans
ferred to that spouse. "Disquali
fied assets" are assets transferred 

for the principal purpose of tax 
avoidance. 26 There is a rebut
table presumption that a trans
fer is made for tax avoidance 
purposes if it is made less than 
one year before the earlier of the 
payment due date or the date 
of notice of the proposed defi
ciency.27 Most likely, the IRS 
will only invoke this limited 
power in circumstances in 
which it cannot show a fraudu
lent transfer of assets which 
would invalidate the election 
completely. 

2. Determining Allocable Portion 
of Electing Spouse 
If an individual elects relief 
under the new Section 6015(c), 
the portion of the deficiency on 
a joint return which is allocated 
to that individual is the amount 
that bears the same ratio to the 
deficiency as the net amount of 
items taken into account in 
computing the deficiency and 
allocable to the individual under 
Section 6015(d)(3), bears to the 
net amount of all items taken 
into account in computing the 
deficiency.28 

Generally, items giving rise to 
a deficiency are allocated as they 
would be if the individuals had 
filed separate returns for the 
taxable year.29 However, provi
sions relating to the allocation 
have been incorporated into the 
statute to prevent the inappro
priate use of the election. First, 
items allocated to one individual 
will be allocated to the other to 
the extent the item gives rise to 
a tax benefit on the joint return 
to the other joint filer.3° Fur
ther, the IRS can allocate an 
item in a manner not prescribed 
by the general rule if it shows 
that the allocation is appropriate 
due to the fraud of one or both 
spouses.31 Finally, if the IRS 
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shows that an electing spouse had 
actual knowledge32 of an item 
giving rise to all or part of a 
deficiency that is not allocable to 
the electing spouse, the election 
will not apply to that part of the 
deficiency, unless the electing 
spouse shows that he or she 
signed the return under duress.33 

The item will be fully allocated to 
both spouses.34 Items of deduc
tion and credit that would be 
totally disallowed solely because 
a separate return is filed are 
computed without regard to that 
limitation. The item is computed 
instead as if a joint return had 
been filed and is allocated appro
priately between the joint filers. 35 

Finally, the liability of a child 
of a taxpayer is disregarded in 
computing the liability of a either 
spouse and is allocated appro
priately between the spouses.36 

Under the new rules, if all 
of the items that give rise to a 
deficiency are·allocable to one 
spouse, and the other spouse is 
eligible and makes the election, 
the entire deficiency is allocated 
to the non-electing spouse.37 The 
fact that the IRS cannot collect 
from the spouse to whom the 
deficiency is allocated will not 
cause the other spouse to be 
liable for the tax. 38 The new rule 
does not provide relief, however, 
from an unpaid tax on a correct 
return. 39 Therefore, if the inno
cent spouse signs the correct 
return and the other spouse does 
not pay the tax, a separate liabil
ity election will not be available 
to prevent joint and several 
liability.40 

Equitable Relief 
Prior to the 1998 Act, the rules for 
obtaining relief from spousal liability 
were inflexible. The failure to meet 
one of the requirements would pre
clude an innocent spouse from obtain-

' 
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ing relief. In addition to removing 
some of the rigidity of the prior law, 
Section 60 15(f) was added pursuant 
to the 1998 Act to provide relief where 
the application of the mechanical 
rules proves unjust. 

Under the new law, if, taking into 
account all of the facts and circum
stances, it is inequitable to hold a 
taxpayer liable for the tax deficiency 
on a joint return, the IRS is permitted 
to relieve a spouse from liability even 
if the spouse does not qualify for relief 
under the innocent spouse and sepa
rate liability electionsY The IRS has 
provided guidance to taxpayers seek
ing equitable relief in Notice 98-61.42 

Tax Court Review 
Prior to the 1998 Act, the Tax Court 
only had jurisdiction to hear suits in 
situations where there was a proposed 
tax deficiency and had no jurisdiction 
to hear refund suits. A claim for 
innocent spouse relief could arise in 
either context and, therefore, the Tax 
Court could not review all denials of 
innocent spouse relief. Section 
3021(a) of the 1998 Act added Section 
6015(e) which gives the Tax Court 
jurisdiction to determine the relief 
available under the innocent spouse 
election and the separate liability 
election. 43 The Tax Court will not 
have jurisdiction over the action if 
either spouse begins a refund suit 
with respect to the years which are 
the subject of the election.44 In that 
case, the court in which the refund 
suit is filed will have jurisdiction to 
determine the relief available under 
either election.45 

If, during the six-month period 
after either election is filed with the 
IRS, the IRS mails notice to the 
individual of its determination of the 
relief available, the electing spouse 
must petition the Tax Court during 
the 90-day period that begins on the 
date the IRS mailed the notice.46 If 
the IRS does not mail a notice during 
the six-month period after the election 
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was filed, the electing spouse may file 
the petition at any time (a) after the 
date that is six months after the date 
the election was filed and (b) before 
the expiration of the 90-day period 
that begins on the date when the IRS 
does mail the notice.47 No levy or 
court proceeding may be made or 
begun against the individual who 
has made either election to collect 
any assessment to which the election 
relates until the expiration of the 
applicable 90-day period or, if a 
petition is filed, until the Tax 
Court's decision in the matter 
becomes final. 48 

A decision in a Tax Court defi
ciency proceeding will not bar a 
separate Tax Court action to deter
mine the relief available pursuant 
to the innocent spouse and separate 
liability elections, unless such relief 
was an issue in the first proceeding 
or unless the spouse who is seeking 
relief participated meaningfully in 
the first action. 49 

Finally, the 1998 Act requires the 
Tax Court to establish rules to pro
vide the spouse who filed a joint 
return but who did not file the inno
cent spouse or separate liability 
election with adequate notice and 
opportunity to become a party to the 
Tax Court action with respect to the 
election. The Tax Court is given the 
option to establish rules that allow 
the IRS and the electing spouse to 
require the other spouse to become 
a party to the action. 50 

Making the Appropriate Election 
A spouse seeking relief under the 
innocent spouse rules or the separate 
liability election must file new Form 
8857 to make the election.51 Taxpay
ers are permitted to apply for both 
types of relief. The taxpayer must 
apply for relief within two years after 
the date the IRS begins collection 
procedures against the taxpayer. 52 

For taxpayers already involved in 
collection procedures, the two year 
period begins on the date of the first 

collection activity after the date of 
the enactment of the new law (July 
22, 1998).53 

Notification to Taxpayers 
' Although innocent spouse relief was 

established in the Internal Revenue 
Code and the Treasury Regulations 
prior to the 1998 Act, the IRS pro
vided little guidance about the eligi
bility for obtaining it and how to 
apply for it. In addition to requiring 
the IRS to issue a form to make the 
election, to remedy this situation and 
improve the administration of the 
r"l.lles, the 1998 Act requires the IRS 
to establish procedures to alert mar
ried taxpayers ofjoint and several 
liability on appropriate publications 
and instructions and in any collection 
notices.54 The IRS will also likely 
reference these statements near 
the signature line on appropriate 
tax forms. 

Conclusion 
Section 6015 of the Code has ad
equately broadened the scope of relief 
available from joint and several 
liability on joint returns. Although 
some of the requirements from the 
prior law remain (leaving some room 
for inconsistent interpretation by the 
courts), the new rules relax the most 
rigid requirements imposed by re
pealed Section 6013(e). Taxpayers 
will no longer be denied relief solely 
on the basis of the amount of their 
liability. The new law and there
cently released Form 8857 and 
Publication 971 also serve to advise 
taxpayers of their rights with respect 
to joint and several liability and the 
availability of relief. As a result, the 
number of taxpayers potentially 
eligible for innocent spouse relief 
should increase significantly. 

Jennifer A. Bourgoin is an attorney with 
the law firm of Finkel, Whitefield, Selik, 
Raymond, Ferrara & Feldman with an office 
in Farmington Hills, Michigan. 
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Single Business Tax Amended for 
Computer Software Royalties 

The Michigan Legislature has passed 
a bill amending MCL 208.9 of the 
Single Business Tax Act ("SBTA") to 
eliminate for Single Business Tax 
("SBT") purposes the addback of 
royalties paid for the license to use 
computer software, as well as the 
deduction for certain types of com
puter software royalties received by 
licensors, distributors or developers. 

Senate Bill 1038, passed by the 
Michigan Senate on December 1, 1998 
and the Michigan House of Represen
tatives on December 10, 1998, allows 
a SBT taxpayer who under the cur
rent law must add back most types of 
royalties deducted from federal tax
able income in arriving at its tax base, 
to exclude such expenses from the 
SBT tax base. Specifically, no 
addback is required for tax years 
after December 31, 1993 for royalty 
expenses paid by a licensee of 
(1) application computer software; 
(2) operating system software; or 
(3) system software. 

As a corollary to the exclusion from 
SBT tax base of royalty expenses 
paid, under the bill most types of 
royalties received by licensors, 
distributors, developers, marketers 
or copyright holders of computer 
software may not be deducted from 
federal taxable income for SBT pur
poses. Royalties received pursuant 
to a license agreement for system 
software are specifically excepted, and 
under the bill may still be deducted 
from federal taxable income in calcu
lating the SBT. The non-deductibility 
of computer royalties received applies 
to tax years beginning after December 
31, 1997. 

Legislature Enacts Further 
Amendments to Voluntary 
Disclosure Program 

On December 31, 1998, Governor 
John Engler signed into law Senate 
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Bill872, which makes certain modifi
cations to the voluntary disclosure 
program put in place by Public Act 
221 of 1998 (for a discussion of this 
program, see the Michigan Tax 
Lawyer, Volume XXIV, Issue 4 
Fourth Quarter 1998 at page 26.) 
The amendment to MCL 205.30c 
extends the deadline to June 30, 1999, 
for certain taxpayers (i.e., those that 
have been previously contacted by the 
Michigan Department ofTrea.sury) 
to enter into voluntary disclosure 
agreements, and limits the terms 
and conditions that may be properly 
included in such agreements. 

Michigan Court of Appeals 
Upholds the Constitutionality 
of Retroactive Application of 
Single Business Tax Nexus 
Standards 

On December 29, 1998, the Michigan 
Court of Appeals in Syntex Laborato
ries v. Department of Treasury, 1998 
Mich. App. LEXIS 344, motion pend
ing for reh'g, upheld the retroactive 
application of the due process and 
commerce clause tests for determining 
whether there is sufficient nexus 
between a business's activities and 
the state for SBT purposes. 

At issue in Syntex was the retro
active application of the due process/ 
commerce clause tests for determining 
nexus for SBT purposes prior to 1993, 
when the court in Gillette Co. v. Dep't 
of Treasury, 1989 Mich. App. 303 

. (1993) found that P.L. 86-272 stan
dards were not applicable for SBT 
purposes. As a result of the Gillette 
decision, Treasury notified almost 
2,000 nonfiling potential taxpayers 
that they were not protected by P.L. 
86-272 in Michigan, offering a volun
tary disclosure program involving the 
payment of back taxes and interest 
(but no penalties) for tax years begin
ning in 1989. Syntex was not included 
among the 2,000 nonfiling potential 
taxpayers, and was later assessed 
back taxes, interest and penalties for 
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the 1982 and 1983 tax years. Syntex 
had previously determined that based 
on the P.L. 86-272 nexus standards, it 
did not have filing responsibilities in 
Michigan for these tax years. 

Syntex made three arguments 
against the retroactive application of 
Gillette. Specifically, it argued that 
applying the standards to tax years 
prior to the 1993 decision violated 
Syntex's rights to (1) equal protection; 
(2) uniform taxation; and (3) due 
process. All three arguments were 
rejected by the court, which upheld 
the Michigan Tax Tribunal's prior 
decision. 

Michigan Supreme Court Holds 
that Storm Water Service Charge 
Is Unconstitutional Tax Imposed 
in Violation of the Headlee 
Amendment 

In Bolt v. City of Lansing, 587 N.W.2d 
264 (Mich. 1998), the Michigan 
Supreme Court reversed the lower 
court and held that a storm water 
service charge imposed by the City of 
Lansing is a tax in violation of the 
Headlee Amendment and not a user 
fee. In December 1995, the City 
began billing property owners for a 
storm water service charge. The 
charge was challenged as a violation 
of the Headlee Amendment, Mich. 
Const. 1963, art. 9, §§ 25 and 31, 
which prohibits a local government 
from imposing a tax without voter 
approval. The Court of Appeals, in 
a two to one decision, concluded 
that the storm water service charge 
did not violate the Headlee Amend
ment because it constituted a valid 
user fee. 

On appeal, the Michigan Supreme 
Court applied a three-part test, 
finding that the charge constituted a 
tax because (1) the charge applied to 
all property owners rather than only 
to those who actually benefit, (2) the 
City had not shown any correlation 
between the fee and the benefits 

received, and (3) did not differentiate 
between particular benefits to indi
vidual property owners and general 
benefits for the public. In addition, 
the charge was more akin to a tax 
because it was compulsory and im
posed whether the service was used 
or not. 

Early Retirement Payments Do 
Not Constitute Compensation 
underUCITO 

Affirming the lower court, the Michi
gan Court of Appeals in Wyckoffv. 
City of Detroit, 1998 Mich. App. 
LEXIS 342 (Mich. App. 1998), motion 
pending for reh'g, held that the Uni
form City Income Tax Ordinance 
(UCITO), which the City of Detroit 
has substantially adopted, could not 
be construed to permit income taxa
tion of the petitioner's lump-sum 
retirement payment. This suit arose 
out of the petitioner's voluntarily 
resignation of his position at Michi
gan Bell and his subsequent receipt 
of an early retirement payment. 
The City attempted to impose a city 
income tax on the lump sum pay
ment, claiming that it was taxable 
under UCITO which provides for the 
taxation of compensation rec.eived for 
services rendered. Petitioner claimed 
that the early-retirement payment 
did not constitute compensation as 
that term is defined and used in 
UCITO §§ 4 and 13(a). In determin
ing whether the assessment was 
proper, the Court examined similar 
court decisions from other jurisdic
tions that held that lump-sum pay
ments are not consideration for · 
performing services, but rather 
consideration for refraining from 
performing services. Because the 
petitioner had resigned and could 
not perform any future services for 
his employer, the lump-sum payment 
was found not to be compensation 
and therefore not subject to the city 
income tax under UCITO. 
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Res Judicata Applies to Tax 
Tribunal Decisions, the Court 
of Appeals Holds 
Affirming the Tax Tribunal, the Court 
of Appeals in County of Wayne v. City 
of Detroit, 1998 Mich. App. LEXIS 
348 (Mich. App. 1998), application 
for leave to appeal pending (Dkt. no. 
113923), held that the doctrine of res 
judicata applies to Tax Tribunal 
decisions where the court is faced 
with the same parties and the same 
issue and only a different tax year. 
Despite a Tax Tribunal determination 
that the Wayne County Building is 
exempt from property taxation by law 
for the tax year 1991, the City of 
Detroit nonetheless assessed property 
taxes on the building for 1992 
through 1997. When the County of 
Wayne complained of the assessment, 
the Tax Tribunal granted its motion 
for summary disposition and refused, 
on the basis of res judicata, to con
sider the building's tax-exempt sta
tus. On appeal, the Court noted that 
res judicata applies to quasi-judicial 
administrative decisions, such as 
those made by the Michigan Tax 
Tribunal. The Court followed a 
Michigan Supreme Court decision 
which disallowed relitigation of an 
issue that was decided between the 
same parties earlier. 

Court of Appeals Holds that 
Corporation Which Only 
Owned Aircraft and Did 
Not Fly it Must Pay Use Tax 
In Czars, Inc. v. Department of 
Treasury, Docket No. 199840 (Mich. 
App. Feb. 2, 1999), application for 
leave to appeal pending (Dkt. no. 
114511), the Michigan Court of Ap
peals affirmed a Tax Tribunal deci
sion, holding that an out-of-state 
company that owned an aircraft and 
loaned it to an exempt sister corpora
tion was liable for the use tax. 

This case arose from a use tax 
assessment associated with a Dela
ware corporation's purchase of an 
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aircraft in Arizona. The aircraft was 
flown to Michigan and used by a 
sister company, a Michigan corpora
tion engaged in the business of air 
cargo transportation. Although the 
sister company was later exempted 
from use tax when on June 23, 1994, 
legislation was enacted exempting air 
cargo carriers from the use tax (see 
MCL 205.94(x)), the plane was titled 
in the Delaware company's name, 
presumably to avoid use tax that 
would have been imposed had the 
sister company made the purchase. 

The Department relied on MCL 
205.93(1) which applies a presump
tion that tangible personal property 
purchased elsewhere is subject to use 
tax if brought into the state within 90 
days of the purchase date for storage, 
use, or other consumption in this 
state. Because the aircraft was 
brought into Michigan less than three 
weeks after it was purchased, and 
because it was purchased for use in 
Michigan, the Department assessed 
the use tax. The Court upheld the 
assessment, holding that under the 
circumstances the Delaware corpora
tion could not benefit from its sister 
corporation's exemption and rejecting 
arguments that the Delaware com
pany should be exempt from the use 
tax because it had a "virtual lease" 
agreement with the sister company. 

Constitutionality of Capital 
Acquisition Deduction at Issue 
On December 14, 1998, Jefferson 
Smurfit Corporation filed suit against 
the Michigan Department of Trea
sury in the Michigan Court of Claims, 
challenging the constitutionality of 
Michigan's Capital Acquisition De
duction ("CAD"). This suit is signifi
cant because of the CAD fallback 
provision which provides that if any 
portion of the site-specific CAD 
provisions is declared unconstitu
tional in a decision rendered by an 
appellate court and if that decision is 
not under appeal, the CAD will 
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return to an apportioned deduction 
for all eligible property acquired (i.e., 
both Michigan and non-Michigan 
property). The apportionment per
centages applicable to all eligible 
property acquired would then revert 
back to the percentages in effect on 
December 31, 1996 (i.e., the sales, 
property and payroll factors would 
count for 70%, 15% and 15% for tax 
years beginning after December 31, 
1998). 

Legislature Enacts Reduction 
in Individual Income Tax Rates 
On February 25, 1999, Governor 
John Engler signed into law five 
income tax bills (House Bill 4034, 
House Bill 4033, Senate Bill 1, Sen
ate Bill 2, and Senate Bill 5) which 
reduce the income tax rate a total of 
.5 percent (from 4.4 percent to 3.9 
percent) over the next five years. 
Taxpayers should save an estimated 
$3.7 billion due to these tax cuts. 
Each bill reduces the income tax by 
0.1 percent annually for five years 
beginning in 2000. For example, the 
income tax rate will be reduced from 
the current 4.4 percent to 4.3 percent 
on January 1, 2,000, and from 4.3 
percent to 4.2 percent on January 1, 
2001. 

Michigan Supreme Court Holds 
that Sellers are not Primarily 
Liable for Uncollected Use Tax 
On March 30, 1999, the Michigan 
Supreme Court in World Book Inc. 
v. Department of Treasury, 459 Mich 
_, _NW2d _ (1999), 222 Mich 
App 203, 564 NW2d 82 (1997), held 
that (1) the correct test for determin
ing whether a sales transaction is 
subject to a sales tax and not a use 
tax, is whether the sale was consum
mated within the state; and (2) under 
the Use Tax Act, a seller is notre
quired to become its customers' use
tax payment guarantor, and does not 
become primarily responsible to pay 
the tax when, through no fault of its 

own, the customer's use tax; cannot be 
collected. This holding in effect gives 
companies the same bad debt exemp
tion provided to those that pay the 
sales tax, even though the court 
acknowledged that the Use Tax Act 
does not contain such a deduction. 

Michigan Supreme Court Denies 
Application for Leave to Appeal 
in Michigan Bell Telephone Co. 
v. Dep't of Treasury 
The Michigan Supreme Court, on 
March 31, 1999, denied the Michigan 
Department of Treasury's application 
for leave to appeal in Michigan Bell 
Telephone v. Dep't of Treasury, 229 
Mich App 200; 581 NW2d 770 (1998); 
app for lv to appeal pending, 
_Mich_, _NW2d_ (1999). The 
Michigan Court of Appeals previously 
ruled on two issues: (1) whether the 
Department can properly apportion 
sales/use tax exemptions in the ab
sence of clear statutory authority; 
and (2) whether the Department can 
require a seller to pay a customer's 
use tax where the seller, through no 
fault of its own, failed to collect it. The 
Michigan Court of Appeals answered 
"no" to both of these questions, ruling 
in favor of the taxpayer. 

This Update was prepared by Marjorie 
Bilyeu Gell and Jennifer Troyer of 
KPMG LLP's Michigan State and Local 
Tax Practice in Detroit, Michigan. 
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Mixed-Use Property: Does the Michigan 
Department of Treasury have the Authority to 
Apportion Sales and Use Tax Exemptions? 
By David S. Turzewski 
and Marjorie Bilyeu Gell 

For at least half a century, one area 
of controversy in Michigan has been 
the question of whether and under 
what circumstances the Michigan 
Department of Treasury ("Depart
ment") may properly apportion a 
taxpayer's sales or use tax exemption 
in the absence of clear statutory 
authority to do so. The Michigan 
Court of Appeals' decision in Michi
gan Bell Telephone Co. v. Department 
ofTreasury1 - a case that the Michi
gan Supreme Court has recently 
declined to hear - provides answers 
to this question, and places restric
tions on the Department's practice 
of apportioning sales and use tax 
exemptions. 

The controversy surrounding 
apportionment has particular rel
evance in the context of"mixed-use" 
property, such as that at issue in 
Michigan Bell. Mixed-use property 
(which is also referred to as "dual
use" property) refers to property that 
is used for both exempt purposes, as 
well as nonexempt purposes. Michi
gan Bell arose out of the denial of a 
claim for refund of use taxes paid by 
Michigan Bell on its purchase of 
telecommunication switching and 
exchange equipment through which 
telephone calls flow. 2 Michigan Bell 
claimed that the equipment was fully 
exempt from use tax because, pursu
ant to the statute, where the underly
ing telephone service is taxable (as 85 
percent of its calls were) the equip
ment itself is exempt.3 It was irrel
evant under the statute, Michigan 
Bell contended, that 15 percent of 
calls routed through the equipment 
were not subject to use tax (i.e., the 
customers were tax-exempt users 
such as schools, hospitals and certain 

charitable institutions). This is so, 
they argued, because by the statute's 
own terms, the exemption is not 
limited by the extent to which the 
equipment was used to provide tax
able services. When the Department 
disallowed a portion of Michigan 
Bell's claimed use tax exemption, 
apportioning the exemption and 
applying it only to the equipment's 
value it deemed attributable to tax
able calls, Michigan Bell argued that 
this was contrary to the terms of the 
statute. The court agreed with Michi
gan Bell and allowed the full use tax 
exemption, concluding that because 
the statute did not explicitly autho
rize apportionment when the property 
was put to mixed use, such apportion
ment was not permissible. 4 

In deciding the case, the court 
acknowledged the viability of the 
Michigan Supreme Court's 1942 
holding in Michigan Allied Dairy 
Ass'n. v. State Bd. of Tax Administra
tion, 5 another mixed-use property 
apportionment case dealing with a 
different use tax exemption -
Michigan's industrial processing 
exemption.6 In that case, the taxpay
ers were milk processors who sought 
an industrial processing exemption 
for the use of milk bottles and cans 
used for both exempt purposes (the 
pasteurization process of milk produc
tion) as well as nonexempt purposes 
(delivery of milk to customers). De
spite the state's attempt to apportion 
the sales and use tax exemption 
according to the proportion of exempt 
use of the equipment, the court 
allowed the entire exemption and 
concluded that permitting such 
apportionment was contrary to tp.e 
plain language of the statute. The 
court underscored the importance of 
legislative authority, stating that: 

Where an article has more than 
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one use, one or more (but not 
all) of which are within the 
agricultural producing or 
industrial processing exemp
tions, the Legislature could 
have provided that the portion 
of the value of the article 
representing its nonexempt use 
should bear the tax, but it has 
not done so. We have repeat
edly held that the scope of the 
tax laws may not be extended 
by implication. 7 

The court in Michigan Bell also 
held that two cases historically cited 
by the state as allowing apportion
ment in the absence of explicit autho
rizing statutory language - the Kress 
line of cases - do not authorize appor
tionment, and on their facts are 
distinguishable from dual use prop
erty cases. In Kress v. Dep't ofTrea
sury8 ("Kress I and II") the taxpayer 
sought an industrial processing 
exemption from use tax for "property 
sold to a buyer for consumption or use 
in industrial processing or agricul
tural producing. "9 At issue were 
water softener units that were rented 
to both residential users as well as 
industrial and commercial users. In 
Kress I, the court specified that a 
percentage of the units were eligible 
for the exemption (those sold to 
industrial and commercial users) 
while a percentage of the units were 
not (those sold to residential users). 
In Kress II, the court distinguished 
Michigan Allied Dairy, finding that 
the milk bottles in that case were 
essentially dual use property that 
was "from the very outset and con
stantly thereafter used in industrial 
processing as well as otherwise. "10 In 
rejecting the application of Kress I 
and II to dual use property cases such 
as Michigan Bell, the court noted that 
the property in question in Kress was 
separate units that were not subject 
to a unified industrial process, but 
rather were distributed individually 
to either exempt users, or nonexempt 

users. Application of Kress to dual use 
property such as that in Michigan 
Bell, was therefore inappositive. The 
court concluded: 

In sum, we find no basis in the 
holdings of Kress or Kress II for 
concluding that, in the absence 
of explicit authorizing statutory 
language, apportionment is 
appropriate under sec. 4(t) 
when the equipment involved is 
put to mixed use, but in a 
unified process. Therefore, we 
conclude that Michigan Bell is 
entitled to a full use tax exemp
tion with respect to its pur
chase of the communications 
equipment in question.U 

The finding that Kress I and II did 
not provide a basis for apportionment 
under the telephone equipment ex
emption is significant in that the 
Department has long relied on these 
cases to justify apportionment of other 
types of use tax exemptions for mixed
use property.12 If the state cannot rely 
on Kress I and II in justifying appor
tionment of the telephone equipment 
exemption, then arguably it cannot 
rely on these cases to justify appor
tionment of other sales and use tax 
exemptions involving mixed-use 
property. With the final disposition 
of Michigan Bell, 13 the Department is 
now faced with following the Michigan 
Supreme Court's ruling in Michigan 
Allied Dairy - a case applied by the 
Michigan Court of Appeals in Michi
gan Bell. This should put an end to 
the Department's current practice of 
apportioning sales and use tax exemp
tions in the absence of explicit statu
tory authority to do so. 

Conclusion 
The Michigan Supreme Court's refusal 
to review the Michigan Court of 
Appeal's decision in Michigan Bell has 
struck a blow to the Department's 
practice of apportioning sales and use 
tax exemptions for mixed-use prop
erty. Although it remains to be seen 
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how the Department will apply 
Michigan Bell in various circum
stances, the case has nonetheless 
provided clarification for those who 
question whether the Department's 
practices surrounding apportionment 
of sales and use tax exemptions is 
proper, not only with regard to the 
telecommunications equipment 
exemption, but for other sales and 
use tax exemptions as well. 

Michigan Tax LaWyer-1st Quarter 1999 

DavidS. Turzewski, CPA, is a partner in 
KPMG LLP's State and Local Tax Practice, 
Detroit, Michigan. He received his B.B.A. in 
accounting from the University of Michigan. 
Marjorie Bilyeu Gell of KPMG LLP 
received her B.A. from Univ. of Michigan, 
and her J.D. and LL.M. from Wayne State 
University Law School. Ms. Gell has 
contributed articles to the Michigan Tax 
Lawyer, State Tax Notes, and RIA's State 
and Local Taxes Weekly, and was an 
adjunct instructor of tax research at Wayne 
State University's School of Business 
Administration, Masters in Taxation 
program. 

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

1. 229 Mich App 200; 581 NW2d 770 (Mich App 1998); app for lv to appeal den, _Mich_; _NW2d_ 
(1999). 

2. Two issues were presented in Michigan Bell, the first relating to apportionment, and the second relating to 
Michigan Bell's liability for uncollected customer use taxes. The scope of this article is limited to the first 
issue. 

3. See MCL 205.93a(a); MSA 7.555(3a)(a), and MCL 205.94(1); MSA 7.555(4)(i). 

4. In a footnote, the court noted that because the use of Michigan Bell's' equipment was substantial, it did not ~ 

reach or address the issue of whether the statute could be applied in cases where the exempt use of the • 
qualifying equipment is insubstantial or de minimus. 

5. 302 Mich 643; 5 NW 2d 516 (1942). 

6. See MCL 205.94(g); MSA 7.555(4)(g). 

7. 362 Mich at 650. 

8. 322 Mich 590; 34 NW2d 501 (1948). 

9. MCL 205.94(g); MSA 7.555(4)(g). 

10. 326 Mich at 18. 

11. 229 Mich App at 204. 

12. For example, the Department promulgated a rule allowing for an apportioned industrial processing 
exemption of dual use property in certain cases: 

Where the industrial processing areas or spaces are not separate and 

distinct from other departments or activities, or where the same tangible 

personal property can be used or consumed in the industrial processing area and 

1 or more other areas, the tax will apply to such property unless it can be 

determined and substantiated to the satisfaction of the revenue division, 

department of treasury that a percentage or other apportionment thereof is 

equitable and practical. MAC Rule 205.90(8). (Emphasis added.) 

13. As of the date of publication of this article, the Department has not brought a motion for reconsideration, nor 
has it appealed the decision to the U.S. Supreme Court. 




