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I am honored to serve as the Chairman of the Taxation Section of the State 
Bar of Michigan for the 2008-09 fiscal year.  If you have ideas as to how 
we may be more of service, please send your comments to 
jbahs@howardandhoward.com.  We would be particularly interested in 
ways to improve our website; we realize this is a way to provide maximum 
value to section members at minimal costs in dues.  The Michigan 
Taxation Section has been admired by tax sections in other states for some 
time.  Our section has been known for its quality journals and annual 
conferences.  The dues paid by Taxation Section members, combined with 
the costs of the annual conference, are quite reasonable when compared 
with the quality of the section’s conferences and journals.  Nevertheless, 
we want to improve the Taxation Section as well.  Please feel free to 
provide ideas. 

The Tax Council was recently busy with taking a position on pending 
legislation.  This can be difficult to accomplish within the relevant time 
constraints.  Council’s position was in regard to the now enacted transfer 
tax on transactions that do not involve the recording of deeds.  Transfers of 
LLC membership interests, where real estate is basically the dominate 
asset in the LLC, now trigger transfer tax.  Council’s position was 
basically that the new transfer tax provisions did much more than close any 
perceived loophole, and that it caused as many problems as it attempted to 
address.  Many thanks to Wayne Roberts, Paul McCord, Lynn Gandhi, 
Jack VanCoevering, and Marla Carew for their valuable contributions in 
this regard.  The final enacted legislation was more reasonable than prior 
bill versions (although we are not taking credit for that).  Please visit our 
website at www.michigantax.org or www.michbar.org/tax to view the 
prior legislative position.
 
 
 
 
 
 



Michigan Tax Lawyer-Winter 

2

Please remember that the Taxation Section has the following committees that meet regularly to 
discuss issues and continuing education matters: Business Entities; Employee Benefits; Estates 
and Trusts; Practice and Procedure; State and Local; International Tax.   If you are interested in 
receiving E-mails about particular committee activities, please send an E-mail to the Taxation 
Section administrator, Deborah Michaelian, at dlmichaelian@varnumlaw.com.   Deb assists 
committee chairs with maintaining E-mail lists for these committees.   The chairs of the various 
committees are as follows: 

Business Entities: Marko Belej, mbelej@jaffelaw.com; (248) 727-1384 
Practice & Procedure: James F. Mauro, jmauro@dickinsonwright.com; (517) 487-4701 
International Tax: Michael Domanski, mdomanski@honigman.com; (313) 465-7352 
Estates & Trusts: George Cassar, gvc@maddinhauser.com; (248) 827-1894 
Employee Benefits: Lisa Zimmer, lzimmer@wnj.com; (248) 784-5191 
State and Local Tax: Marla S. Carew, mscarew@varnumlaw.com; (248) 567-7400 

These chairs work hard to provide relevant information at their meetings.  I thank them for their 
efforts.  Please support them and become involved. 

For more information regarding upcoming events, please see our calendar posted on the Taxation 
Section website at www.michbar.org/tax/news.cfm.
Regarding important new law, in late December, Treasury and the IRS published final 
regulations and other guidance on the Section 6694(a) tax return preparer penalties. 73 FR 
78430-01, 2008 WL 5271944 (December 22, 2008).  The guidance follows the significant 
restructurings of Section 6694(a) contained in the Small Business and Work Opportunity Tax 
Act of 2007 (the 2007 Act) and the new provisions in the Economic Stabilization Act of 2008 
(the Financial Bailout Act).  The 2007 Act had significantly increased penalties, broadened the 
applicability and raised the standard of conduct for persons who prepare tax returns (including in 
some cases non-signing advisors).  The 2007 rewrite of Section 6694(a) generated much concern 
among tax return preparers for adoption of a more likely than not standard.   The Financial 
Bailout Act kept the higher penalties and broad reach, but reduced the standard for the penalty to 
one requiring only substantial authority in most non-tax shelter cases.  The final regulations do 
not offer substantive guidance on amendments in the Financial Bailout Act, instead the IRS 
opted to issue interim guidance on the 2008 amendments in the form of Notice 2009-5 and Rev. 
Proc. 2009-11.  The documents cited in this paragraph our available at the Taxation Section’s 
website.   Thank you to Gina Torielli for assistance with this information. 

Also potentially important is that the U.S. House of Representatives recently proposed a new bill 
(H.R. 436- January 9, 2009), which will eliminate the use of discounts with family LLCs and 
limited partnerships in the future.  Some who are supposedly in the know believe this new 
legislation may pass.  The good news for lawyers (perhaps) is that the estate tax will remain in 
place with the current high unified credit amount of $3.5 million and the highest estate tax rate of 
45%.  The bad news is that valuable estate planning tools will be taken away if discounts are no 
longer allowed.  The bill seeks to disallow discounts where interests are transferred within the 
family or involve non business assets.  Any gifts made prior to the date of enactment of H.R. 436 
will still allow marketability and minority discounts.  The language of H.R. 436 has been posted 
to our website. 
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Letter from the Chairperson 

Lastly, the Taxation Section is once again pleased to announce that it will make funds of up to 
$12,000 for grants to qualifying organizations that provide taxpayer assistance to low income 
individuals.  The deadline for turning in proposals is March 1, 2009.  For additional information, 
please go to www.michbar.org/tax/grantprogram.cfm.

Very truly yours, 

Jess A. Bahs 
Chairperson, Taxation Section 
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Section Committee Reports

REPORT OF THE STATE AND 
LOCAL TAX COMMITTEE
Marla Carew, Chairperson
Varnum
39500 High Pointe Boulevard, Suite 350
Novi, Michigan 48375
248/567-7428
mscarew@varnumlaw.com

RECENT ACTIVITIES

At the time that this issue of the Michigan Tax Lawyer went to the 
printers, the SALT Committee had been busy tracking changes in 
legislation and State Tax Commission procedure for months.

Th e Michigan Department of Treasury launched MBT draft 
forms and instructions at the Michigan Tax Conference and on 
the MBT website (http://www.michigan.gov/mbt) in November 
2008.  New webcasts explaining these drafts are available on Trea-
sury’s MBT website as well.

Treasury also released 3 hotly-anticipated MBT RABs in fall 
2008 - RAB 2008-4, Michigan Business Tax Nexus Standards, 
RAB 2008-6 regarding Certifi ed Community Foundations for 
MBT and Income Tax credits  and  RAB 2008-7 regarding Certi-
fi ed Educational Foundations for MBT and Income Tax credits.  
Treasury also released RAB 2008-8 regarding audits and statute 
of limitation suspension procedures.

On the legislative front, SB 1038 and 1052 were signed by the  
Governor in early Januayr 2009, introducing technical correc-
tions to the MBT. Full texts of the new Public Acts 433 and 
434 can be found at the Michigan Legislature’s website www.
legislature.mi.gov.  

After fi erce opposition from tax, business and real estate prac-
titioners, and issuance of a Position Statement by the Taxation 
Section, HB 6122 was signed by the Governor in early January 
2009.  As Public Act 473, this legislation expanded the state real 
estate transfer tax to cover transfers of controlling interests in en-
tities that own real property, if 90% or more of the fair market 
value of those entities are comprised of real property holdings.

Th e State Tax Commission released numerous memoranda and 
guidance in late 2008 regarding personal and real property as-
sessment and valuation.  Highlights from the SALT Commit-
tee’s point of view include the October 15, 2008 memorandum 
stating that the controversial August 13, 2008 Exposure Draft 
Memorandum Recommending Principles for Classifi cation of 
Personal Property was nonbinding and had not been adopted, 

and the November 12, 2008 release of new 154 Petition forms.  
STC materials may be found at www.michigan.gov.

UPCOMING EVENTS

Th e SALT Committee is please to announce that it will be hold-
ing its second annual Treasury Department Wine & Cheese Event 
in Lansing, on May 21, 2009.  More details will be forthcoming, 
but many of you may remember this event’s great success last 
year, as practitioners fl ocked to Lansing for the chance to meet 
our colleagues in Treasury and the Attorney General’s offi  ce in a 
more relaxed setting.  We look forward to this year’s opportunity, 
and invitations have been extended this year to Michigan Tax 
Tribunal and State Tax Commission personnel as well.

Finally, the SALT Committee is eagerly anticipating the Tax Sec-
tion’s April 29, 2009 Annual Tax Conference.  In addition to a 
strong lineup of tax specialist speakers in the morning session, the 
afternoon SALT breakout session will feature former Franchise 
Tax Board attorney and currently a member of Morrison Foer-
ster, Eric Coffi  ll, who will speak on California’s experience with 
agency challenges to taxpayer unitary groups.  Th e unitary group 
concept within the MBT is a new one to most Michigan practi-
tioners, and we will soon be faced with challenges from Treasury 
on unitary group issues that most of us have no prior experience 
in handling.  We hope you take advantage of this opportunity to 
learn from Eric Coffi  ll.

REPORT OF THE BUSINESS  
ENTITIES COMMITTEE
Marko J. Belej, Chairperson
Jaff e, Raitt, Heuer & Weiss, P.C.
27777 Franklin Road, Suite 2500
Southfi eld, MI 48034
(248) 727-1384 (t)
(248) 351-3082 (f )
mbelej@jaff elaw.com

RECENT ACTIVITIES
None.

UPCOMING EVENTS
Th e committee will have a wine and cheese social on Th ursday, 
January 29 from 5:30 to 7:00 pm, at Jaff e Raitt’s Southfi eld offi  ce 
(see address above).  All practitioners are welcome.  Be sure to 
bring an interesting transaction, structure, etc. to discuss!
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REPORT OF THE EMPLOYEE 
BENEFITS COMMITTEE
Lisa B. Zimmer, Chairperson
Warner Norcross & Judd LLP
2000 Town Center, Suite 2700
Southfi eld, Michigan 48075
Offi  ce:  (248) 784-5191
Fax:  (248) 603-9791
zimmerlb@wnj.com

RECENT ACTIVITIES

Th e Committee held its annual joint meeting with the Michigan 
Employee Benefi ts Conference on November 20, 2008.  Th ere 
were two speakers at the meeting:  David A. Pratt, Esq., a pro-
fessor of law at Albany Law School in Albany New York and of 
counsel to Reish Luftman Reicher & Cohen, P.C. in Los Angeles; 
and Robert A. DiMeo, CIMA, CFP, the Managing Director of 
DiMeo Schneider & Associates, LLC in Chicago.  Professor Pratt 
discussed the Department of Labor’s proposed regulations relat-
ing to fee disclosures and reasonable contracts or arrangements 
with service providers.  Mr. Schneider discussed the impact of 
the current fi nancial crisis on 401(k) plan investment menu op-
tions.

UPCOMING EVENTS

To be announced.
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tTaxpayers often establish captive insurance companies, both off -

shore and onshore, as an alternative risk fi nancing strategy.  If 
properly structured, these arrangements can also achieve certain 
tax benefi ts, such as the acceleration of business expense deduc-
tions and deferral of U.S. federal income taxation on insurance 
premium income.  Some captive domiciles permit the formation of 
segregated portfolio companies, often referred to as “SPC” or “cell” 
captives, which are intended to isolate the risks of one insured or 
group of insureds from another insured or group of insureds by 
segregating these groups of risks in separate cells within the larger 
captive.
 
Th e Internal Revenue Service (“IRS”) has generally considered 
captives to be prone for abuse, and has formulated various argu-
ments over the years to challenge taxpayers’ positions that their 
captives constituted “true” insurance companies for a federal tax 
perspective.  If captive arrangement is determined to not consti-
tute insurance for federal tax purposes, the “premiums” paid to 
the captive are not considered to be deductible.

Recent examples of the IRS attempts to create a “chilling eff ect” 
in the captive environment are discussed below.

Revenue Ruling -

In 2005, the IRS issued Revenue Ruling 2005-40 that analyzed 
whether four discrete captive arrangements constituted “true” 
insurance for federal income tax purposes.  As noted above, an 
arrangement must constitute “true” insurance for federal income 
tax purposes in order for the insured to be entitled to deduct the 
premiums paid as a deductible business expense.  Th e character-
ization of a transaction as “true” insurance also may mean that the 
premium is subject to federal excise tax in certain circumstances.

Initially, the IRS posited a scenario (“Situation 1”) in which a 
corporation (the “Insured”) entered into an arrangement with an 
unrelated corporation (the “Insurer”) whereby the Insurer would 
insure the Insured against the risks of loss arising out of the In-
sured’s operation of its truck fl eet in the conduct of its courier 
transport business.  Th e parties acted at arm’s length in accor-
dance with commercial insurance market standards (the pay-
ments made by the Insured to the Insurer were determined based 
on customary insurance industry rating formulas, and the Insurer 
was adequately capitalized and did not benefi t from any guaran-
tees that would support its ability to meet its obligations under 
the policy).

Because the Insurer only provided coverage to 
one entity (the Insured), the IRS concluded that 
the risks inherent in the arrangement were not 
suffi  ciently distributed to other policyholders or 
insureds.  Th us, while risk transfer was achieved 
in the structure, the transaction did not consti-
tute “true” insurance for federal income tax pur-
poses because the key element of risk distribution 
not determined not to exist.

To clarify and expand its position in Revenue 
Ruling 2005-40, the IRS explored three other 
scenarios (referred to as “Situation 2,” “Situation 
3” and “Situation 4”), each of which refl ected a 
distinct variation of the original Situation 1 fact 
pattern.  Situation 2 introduced a second in-
sured, which accounted for 10% of the overall 
risks retained by the Insurer.  In Situations 3 and 
4, the Insured operated its business via twelve 
wholly-owned limited liability company (“LLC”) 
subsidiaries (rather than through one corporate 
legal entity) and the LLCs themselves entered 
into arrangements with the Insurer similar to the 
arrangement between the Insured and the Insurer 
in Situation 1.  Th e LLCs were treated as disre-
garded entities in Situation 3, and as corporations 
in Situation 4, for federal income tax purposes.

Of these three additional scenarios, only Situation 
4 was considered to constitute “true” insurance 
by the IRS for federal income tax purposes.  Th e 
IRS determined that in Situation 2 the second in-
sured generated an insuffi  cient pool of premiums 
to distribute the Insured’s risks and in Situation 3 
ignored the US LLCs as separate insureds or risks 
from a US tax perspective.  As a result, in both 
of these fact patterns, either too much or all of 
the risk in the Insurer’s program was attributable 
to the Insured, which precluded risk distribution 
from being achieved.  Conversely, in Situation 4, 
since each of the twelve US LLCs were treated as 
separate entities for federal income tax purposes, 
each LLC was viewed by the IRS as a separate in-
sured and as a separate risk for risk distribution 
purposes.  Th e IRS found risk distribution to be 
present in this last scenario because the risks in-
herent in each LLC were adequately distributed 

RECENT U.S. FEDERAL INCOME TAX DEVELOPMENTS 
FOR CAPTIVE INSURANCE COMPANIES
By Michael Domanski, Esq.
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among the risks of the other eleven LLCs participating in the In-
surer’s insurance program.
            
In summary, the IRS concluded that in Situations 1, 2 and 3, 
the “arrangements” (without further specifying which “arrange-
ments”) did not constitute insurance for US federal tax purposes.  
In Situation 4, the “arrangements” were determined to satisfy the 
defi nition of insurance for federal income tax purposes and the 
Insurer was respected by the IRS as an insurance company from 
a federal income tax perspective.
 
Th is ruling refl ects the IRS’ focus on the risk distribution element 
inherent in the “true” insurance analysis and the extent to which 
a structure can achieve insurance treatment when all or most of 
the risks retained by the insurer are attributable to one corporate 
entity.  Because the fact patterns of many closely-held businesses 
are similar to the facts posited by Revenue Ruling 2005-40, such 
taxpayers are often (a) required to disclose on their federal in-
come tax returns that they are taking a position contrary to an 
IRS revenue ruling and (b) having their captives challenged by 
the examination team when selected for an audit.  

It should be noted that this Revenue Ruling only refl ects the cur-
rent position of the IRS in the context of the specifi c facts and 
issues presented.  Th us, while it sheds light on the likely reaction 
from the IRS with respect to a particular fact pattern, it is unclear 
whether a court analyzing the same facts and issues would agree 
with the IRS’ position.

Proposed Changes to the Consolidated 
Return Regulations 

In 2007, the IRS issued proposed consolidated return regulations 
that could have aff ected a captive insurance company’s deduc-
tions for loss reserves if the captive was (a) a U.S. taxpayer, (b) 
part of a U.S. consolidated group and (c) insuring other members 
of the consolidated group.

Th e current consolidated return regulations treat an insurance 
company in some cases as a “separate” entity within the larger 
group, regardless of whether the insurance company is insuring 
consolidated group members or non-members.  As a result, on a 
consolidated basis, tax deferral is achieved for captives treated as 
“true insurance companies” for federal income tax purposes be-
cause the premium deduction is taken immediately by the payor 
(the insured) but the payee (the insurer) includes in its income 
the premium revenue eff ectively over time, through its ability to 
deduct loss reserves.

Since the current regulations were promulgated in the mid-1990s, 
the IRS has revised its position on captive insurers.  As a result, 
the IRS had determined that the current consolidated return reg-
ulations needed to be amended.  Th e proposed regulations would 
have continued to allow separate entity treatment, but only for 

insurance companies that insured predominantly insureds that 
were not members of the consolidated group.  Under the proposed 
rule, if more than 5% of the gross premiums of a captive insur-
ance company were paid by members of the same consolidated 
group, the captive insurance company would be treated as part of 
a “single” entity, and thus not able to deduct loss reserves.

Due to extensive lobbying eff orts from the captive insurance in-
dustry and widespread criticism that the proposed regulations 
were overreaching in their attempt to limit much of the favorable 
tax treatment aff orded to captive insurance companies, the pro-
posed regulations were withdrawn in early 2008.

IRS REVENUE RULING 2008-8 / NOTICE 2008-19

In early 2008, the IRS issued two new guidance documents re-
garding the treatment of a protected cell company (“PCC”), such 
as a segregated portfolio company, and its transactions from a 
federal income tax perspective.  IRS Revenue Ruling 2008-8 is an 
announcement regarding how the IRS will treat transactions with 
PCCs and their individual cells from an insurance perspective.  
IRS Notice 2008-19 is a proposal that the IRS treat each cell of a 
PCC as a separate company for all US federal tax purposes.

Specifi cally, Revenue Ruling 2008-8 provides that the determina-
tion of whether transactions with a cell captive constitute “true” 
insurance for federal income tax purposes is made on a “cell by 
cell” basis, not on an “entity-wide” or “mothership” basis.  Th is 
eff ectively treats each cell within the PCC as if it were its own 
separate company.  As a result, certain transactions that might 
otherwise have constituted insurance if each cell were treated as 
one part of the overall PCC entity might not constitute insur-
ance under the new IRS ruling.  For example, an arrangement 
in which a US corporate taxpayer is the sole owner of a cell that 
only insures its owner might have been considered to be insur-
ance if each cell was not treated as a separate company.  However, 
according to Rev. Rul. 2008-8, such a scenario would not re-
sult in insurance treatment, since each cell is treated as a separate 
company, and a captive subsidiary that only insures its parent 
company does not constitute insurance under federal income tax 
principles.

IRS Notice 2008-19 proposes to treat each cell as a separate com-
pany for all US federal tax purposes, if the cell is considered to 
be an insurance company after applying the principles of Rev. 
Rul. 2008-8.  Th us, the cell and its owners would be required to 
compute their federal income taxes and approach the arrangement 
from a federal tax fi ling perspective in a manner similar to a stand-
alone captive.  As a result, certain transactions that might otherwise 
not have been required to be reported (e.g., on an IRS Form 5471) 
or subject to immediate federal income tax (e.g., under “Subpart 
F” of the Internal Revenue Code) if each cell were treated as one 
part of the overall PCC entity, could now become subject to fed-
eral income tax or tax fi ling requirements under the new proposed 
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rules.  For example, if a US taxpayer owns an interest in an off shore 
cell, that cell could become treated as a controlled foreign corpora-
tion.  In such a scenario, the cell’s income could be characterized 
as Subpart F income that could be subject to immediate federal 
income tax.

Due to the numerous implications of the proposed rules, the IRS 
has requested public comments on them.  Th e IRS has specifi -
cally requested comments on matters relating to consolidation, 
controlled foreign corporations, and transition rules.

Summary

Th ese examples highlight the IRS’ interest in scrutinizing and 
challenging the federal income tax implications of captive insur-
ance transactions from all angles.  
 
First, Revenue Ruling 2005-40 stands for the general proposi-
tion that “one tax entity is never enough” for an arrangement 
to qualify as insurance.  However, many closely-held business 
captive programs involve (a) only one legal entity as the insured 
or (b) many “disregarded” entities as the insureds.  In these situ-
ations, the IRS would likely take the position that true insur-
ance has not been achieved, even if the insurer and the insured 
are not related.

Second, the IRS’ ill-fated attempt to update the consolidated re-
turn regulations refl ects its view that the current treatment of 
captives in the consolidated group context is also inappropriate.  
While this particular approach was unsuccessful, it would be un-
wise to presume that the IRS has surrendered completely in the 
consolidated return area.

Finally, the cell ruling and notice from early 2008 squarely at-
tack the use of “rent-a-captives” and similar cell arrangements in 
which some taxpayers attempt to operate their cell as if it were 
a separate company but at the same time treat the mothership 
captive (and not the cell) as the only entity for federal income 
tax purposes.  Not only do these cell pronouncements potentially 
aff ect whether a cell arrangement qualifi es as insurance, but they 
also could impair the ability to defer federal income tax on the 
unrepatriated earnings of off shore cell captives.

Michael Domanski is a partner in the Tax and Insurance Depart-
ments of Honigman Miller Schwartz and Cohn LLP.  He is also a 
Council Member of the Tax and International Sections of the State 
Bar of Michigan and the Chair of the International Tax Subcom-
mittee.  Th e author wishes to gratefully acknowledge the assistance 
provided by James Combs and Shawn Strand in the preparation of 
this article.
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On December 15, 2008, the Canadian and 
United States governments announced that the 
Fifth Protocol (the “Protocol”) to the Canada-
U.S. Income Tax Convention (the “Treaty”) had 
been fully ratifi ed by both governments and had 
entered into force. Th e Protocol will signifi cantly 
alter the tax treatment of many commercial trans-
actions between residents of the United States 
and Canada, as well as structures that are com-
monly employed to eff ect investments between 
the two countries. Th e most signifi cant changes 
introduced by the Protocol include the elimina-
tion of withholding tax on conventional interest 
payments, the establishment of a reciprocal “limi-
tation on benefi ts” clause, and new rules govern-
ing the treatment of certain hybrid entities.

Withholding Tax on Cross-Border                 
Interest Payments

Under the new regime introduced by the Pro-
tocol, withholding tax on non-participating in-
terest payments between arm’s length residents 
of Canada and the U.S. (currently levied at a 
rate of 10%, where applicable) will generally be 
eliminated as of the fi rst day of February 1, 2009. 
Moreover, the Protocol also provides that with-
holding taxes on non-participating interest pay-
ments between non-arm’s length residents will be 
phased out over a three-year period. 

Contemporaneous with the release of the Proto-
col, the Canadian government announced the in-
troduction of statutory amendments that would 
eliminate withholding tax on non-participating 
interest payments made to all arm’s length non-
residents (regardless of their treaty status). Th ese 
amendments were enacted with an eff ective date 
of January 1, 2008. 

Th e “across-the-board” elimination of withhold-
ing tax on most interest payments is a welcome 
development for non-resident lenders wishing 
to do business with Canadian enterprises. In 
addition to the possible savings arising from an 
expanded group of potential funding sources, 
and the elimination of demands to “gross-up” 
interest payments to compensate for the im-

position of withholding tax, Canadian borrowers should also 
benefi t from reduced transactions costs now that the need for 
additional documentation and structuring to fi t within one of 
the narrow range of exemptions available under the previous 
statutory rules (such as the commonly accessed exemption for 
long-term debt) has been eliminated.

Limitation on Benefits

Th e Protocol contains a comprehensive “limitation on benefi ts” 
clause that will potentially limit the availability of both U.S. 
and Canadian tax benefi ts otherwise available under the Treaty 
(the “Updated LOB Article”). Specifi cally, the Updated LOB 
Article provides that the benefi ts of the Treaty will be restrict-
ed to those residents of Canada or the U.S. that either: (i) are 
“qualifying persons” as defi ned in the Updated LOB Article; or 
(ii) satisfy one of three specifi c tests relating to their establish-
ment, operation, or ownership.

Th e introduction of the Updated LOB Article marks a notable 
departure from traditional Canadian tax policy. Historically, the 
Canadian government has sought to address its treaty abuse-relat-
ed concerns through the application of statutory anti-avoidance 
rules. Th e emergence of the Updated LOB Article may signal the 
government’s desire to include comparable provisions in Canada’s 
other treaties, particularly in light of the restrictive manner in 
which the Canadian courts have applied statutory anti-avoidance 
rules in the treaty context. 

RECOGNITION OF LLCS AND THE ELIMINATION OF TREATY BEN-
EFITS FOR CERTAIN OTHER HYBRID ENTITIES

Th e Protocol contains several measures respecting certain so-
called “hybrid” entities which, depending on the entity and the 
particular circumstances, may operate to either provide entitle-
ment to (or broaden) Treaty benefi ts, or eliminate Treaty benefi ts, 
in respect of amounts paid by or derived through such entities. 

U.S. LLCs

U.S. limited liability companies (“U.S. LLCs”) are popular busi-
ness vehicles because of their fl exible US tax treatment and the li-
ability protection aff orded to their members. However, the long-
standing denial of benefi ts by the Canadian revenue authority to 
U.S. LLCs and their members under the historical provisions of 
the Treaty had, in many circumstances, rendered these vehicles 
ineffi  cient for cross-border use.

CANADA AND THE U.S. RATIFY SIGNIFICANT 
TAX TREATY CHANGES
By Todd Miller, Esq. and Michael Friedman, Esq.
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Th e Protocol will extend Treaty benefi ts to amounts derived 
through U.S. LLCs by amending the residence provision (Article 
IV) of the Treaty. In simplifi ed terms, the Protocol provides that a 
U.S. resident earning income through an entity that is considered 
to be fi scally transparent for U.S. purposes, such as most U.S. 
LLCs, will generally be entitled to claim the benefi ts of the Treaty 
where the U.S. tax treatment of the income derived through that 
entity is the same as it would have been had the income been 
derived directly by the U.S. resident.
Th ese welcome measures shall have eff ect, for withholding tax 
purposes, on the fi rst day February 1, 2009 and, for income tax 
purposes, for taxable years commencing after 2008. 

Loss of Treaty Benefi ts for Certain Other Hybrid Entities

Th e Protocol will eff ectively eliminate Treaty benefi ts in respect 
of amounts paid by or derived through certain other hybrid enti-
ties. Th ese measures, which will not take eff ect until January 1, 
20101, are understood to be targeted at perceived abuses stem-
ming from the diff ering tax treatment of such entities under the 
Canadian and U.S. tax systems.

Of particular signifi cance, U.S. resident shareholders of a Cana-
dian unlimited liability company (a “ULC”), which “checks-the-
box” to be treated as a disregarded entity for U.S. tax purposes, 
will generally not be entitled to claim the benefi ts of the Treaty in 
respect of amounts paid to, or derived by, the U.S. shareholders 
from the ULC (such as interest and dividends). 

Similarly, where a U.S. resident derives an amount through a 
Canadian partnership and, by reason of the partnership not be-
ing treated as fi scally transparent under the laws of the U.S., the 
U.S. tax treatment of the amount is not the same as it would 
have been had the amount been derived directly by the U.S. resi-
dent, the U.S. resident will not be entitled to claim the benefi ts 
of the Treaty in respect of the amount. One practical result of 
this measure will be to preclude U.S. residents from claiming 

the Treaty-reduced rates of Canadian withholding tax currently 
available in respect of payments made in connection with certain 
“reverse hybrid” structures used by U.S. residents to fi nance Ca-
nadian acquisitions and operations. Whether the benefi ts of such 
structures could be viably continued through the interposition of 
additional entities resident in other Canadian treaty jurisdictions 
is a question that will no doubt garner much consideration in the 
months to come. 

*  *  *
In addition to the foregoing matters, the Protocol also introduces 
a host of additional tax changes, including new rules governing 
stock options and pension contributions and new mandatory ar-
bitration procedures, which may have a signifi cant impact in the 
transfer-pricing context. 

Th e Protocol is expected to have dramatic implications for the 
structuring of investment and capital fl ows between Canada and 
the U.S., and may dictate a re-evaluation of many existing struc-
tures and the associated “tried and true” planning techniques. At 
a minimum, entities with cross-border investments and other 
business activities would be well advised to reassess the tax treat-
ment of such arrangements in light of the potential application of 
the provisions of the Protocol.

Todd Miller and Michael Friedman are partners at McMillan, LLP 
in Toronto, Canada. Th e authors wish to gratefully acknowledge 
the assistance provided by Andrew Stirling in the preparation of this 
article.

Endnotes

1 Th ere have been suggestions by certain government repre-
sentatives that another protocol to the Treaty may be intro-
duced prior to this date in order to narrow the application 
of these new measures.

Canada and the U.S. Ratify Significant Tax Treaty Changes
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My younger brother used to be a helicopter pilot in the U.S. 
Marine Corps. He would call me while I was safely at work por-
ing over the Code2 or drafting tax indemnities or doing some 
other tax lawyer stuff , to tell me about his training. He was usu-
ally excited about some daring aerial maneuver or live munitions 
exercise—and always peppered the conversation with several ac-
ronyms. During one of his “briefi ngs,” perhaps the one where 
his MEU, which was SOC, was about to deploy on an LHA,3 I 
managed to interrupt to ask him to explain a particular acronym. 
He responded matter-of-factly that it was a TLA. A TLA, I asked? 
Yes, he answered, a Th ree Letter Acronym.

Although partners in partnerships4 seldom have to face “brown-
outs” or auto-rotate in an emergency landing, they nevertheless 
have to deal with various intimidating tax TLAs. Th is article fo-
cuses on two of these TLAs—OID and COD—and describes 
their application to a partner who loans funds to a partnership. As 
discussed below in greater detail, these TLAs become particularly 
relevant when the partnership experiences fi nancial diffi  culty.

Th e basic fact pattern is fairly common. Partners will often ad-
vance funds to their partnership, in addition to their basic capi-
tal contributions. Th ese additional funds might be advanced 
disproportionately, and the partners may not wish to dilute the 
nonadvancing partners or to otherwise adjust their percentage 
shares of future profi ts. Instead, they may decide that the advance 
should have a liquidation preference and accrue a preferred re-
turn. Because of the uncertainty of future cash fl ows, payment 
of the preferred return may be required only at the end of a fi xed 
term or upon certain capital events. Th e initial question for these 
partners is whether to structure this advance as a loan or as a 
preferred equity interest. In most cases, either type of instrument 
can produce the desired economic results.5 Because a partnership 
is not subject to an entity level tax, the basic tax consequences 
should be fairly similar: the interest on a note should be for fed-
eral tax purposes, a deductible expense of the partnership, while 
the return on a preferred equity interest involves an allocation of 
net income to the advancing partner, which essentially reduces 
the net income that is allocable to the other partners. However, 
contrary to this general premise, the use of a partner loan may 
result in certain adverse—and unexpected—tax consequences 
under the OID and COD rules.

The OID Issue

Th e Basic Problem

“OID” is a TLA that stands for original issue discount. Th e para-
digm case of an OID instrument is a zero coupon bond, a debt 
instrument that carries no interest but is issued at such a discount 

that a holder’s return is the same as if the instrument paid interest 
currently at the prevailing market rates. Th e OID rules generally 
require the holder of the zero coupon bond to calculate the amount 
of yield that accrues on the bond at least annually (at a constant 
rate) and report the accrual for each year as ordinary income.6 As 
a result, the holder recognizes the diff erence between the bond’s 
principal amount and its discounted issue price over the term of 
the bond, as ordinary income. Th is treatment applies regardless of 
whether the holder is a cash basis or accrual basis taxpayer.7 

However, the OID rules are not limited to debt instruments 
with discounted issue prices: a debt instrument bears OID in the 
amount, if any, by which its “stated redemption price at matu-
rity” (not merely its face amount) exceeds its issue price.8 A debt 
instrument’s “stated redemption price at maturity” is equal to the 
sum of all of the payments on the debt instrument that are not 
“qualifi ed stated interest.”9 “Qualifi ed stated interest,” in turn, is 
defi ned as stated interest on a debt instrument that is uncondi-
tionally payable at least annually.10 

According to these principles, interest on the lending partner’s 
note will not be qualifi ed stated interest if it is payable only 
at maturity (and not annually).11 As a result, the note’s stated 
redemption price at maturity will equal the note’s principal 
amount, plus all of the interest that is scheduled to accrue on the 
note. Th erefore the note’s stated redemption price at maturity 
will exceed the note’s issue price. Th is excess—i.e., OID—will 
be recognized as it accrues on a “constant yield method,” which 
essentially means that a holder of the note must recognize OID 
in the same amounts, and in the same years, as interest accrues 
under the terms of the note.12  

What if instead the partner’s note requires annual payments of 
accrued interest, but the partnership does not actually make the 
payments until the note’s maturity date? Would the interest be 
treated as qualifi ed stated interest, so that the note would not 
carry OID and therefore a lending partner on the cash method of 
accounting would not recognize income currently? Probably not. 
For interest to be treated as qualifi ed stated interest, the holder of 
the note must possess remedies to compel timely payment, but 
such remedies will be ignored if the note “does not refl ect arm’s 
length dealings and the holder does not intend to enforce the 
remedies or other terms and conditions.”13 Clearly, if the parties 
to a note never intended that payments on the note would be paid 
currently, the accrued interest should be reported under the OID 
rules. But even in a situation where an explicit intent to defer 
interest payments is absent when the note is issued and a deferral 
only becomes necessary later for liquidity reasons, the partner’s 
relationship to the partnership could give the IRS grounds for 
requiring the holder to report OID annually. 

OID AND COD:  TLAS FOR THE LENDING PARTNER
By Marko J. Belej, Esq.1
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Character of Accrued but Unpaid OID?

What if a partner takes OID accruals into income, but the part-
nership is later unable to pay the amount of accrued OID—what 
is the character of the resulting loss? Although there is no clear 
authority on this point, David Garlock, perhaps the leading com-
mentator on the OID rules, believes that the correct answer is 
that a loss for accrued but unpaid OID should be an ordinary 
loss.14 Garlock uses Treasury Regulations Section 1.1275-4(b)(8)
(ii) for analogous support. Th is regulation, which applies solely to 
contingent payment debt instruments, provides that a loss recog-
nized on the disposition of such an instrument generally will be 
ordinary to the extent of prior income accruals. However, if the 
IRS does not share this view, then the lending partner faces an 
additional unpleasantness under the OID rules: he is required to 
report the amount of interest that accrues each year as ordinary 
income, but is then entitled to only a capital loss if the accrued 
interest is never paid.

OID Deductions to Off set OID Income? 

Th e corollary to the lending partner’s OID income is that the part-
nership recognizes a deduction for the accrued OID. As a result, a 
lending partner generally can off set the OID income from his note 
by the partnership’s OID deduction, to the extent that it is allocated 
to him. Under the Internal Revenue Code (the “Code”) Section 
752, the lending partner’s basis in his partnership interest gener-
ally should include the note’s outstanding balance, so that the basis 
limitation of Code Section 704(d) should not apply under most 
circumstances.15 Likewise, the adjusted basis of the note should be 
considered to be at-risk for purposes of Code Section 465.16 
 
Even if the partner is subject to the passive activity loss rules and 
does not materially participate in the partnership’s trade or busi-
ness, the self-charged interest exception to the passive activity loss 
rules may provide relief. Generally, OID income would be treated 
as investment income, and not as passive income. However, under 
the self-charged interest exception, a lending partner’s OID income 
in any year will be recharacterized as passive income, to the extent 
of the partner’s allocable share of the OID deduction in the same 
tax year, thereby permitting the partner to off set his OID income 
by his share of the OID deduction.17 It should be noted, however, 
that none of the other passive losses allocated to the partner can be 
deducted against the partner’s OID income.

Th e question then is how much of the partnership’s OID deduc-
tion will be allocated to the lending partner. Normally, the OID 
deduction will be allocated in accordance with the proportions set 
forth in the partnership’s partnership agreement. Th is is a rather un-
fortunate result for a lending partner who owns a 5% equity inter-
est in the partnership. However, if the OID deductions constitute 
“partner nonrecourse deductions,” then the lending partner may 
be allocated the entire amount of these deductions. Th e following 
examples explore these general principles in greater detail and show 

that a partnership’s capital structure can have a dramatic eff ect on 
the lending partner’s tax consequences.

Example 1: Partners A, B and C form partnership ABC 
that conducts a manufacturing business. Each partner con-
tributes $30 for an equal 33% interest in ABC in Year 1. 
In addition, C, who does not materially participate in the 
business, lends $300 to ABC in exchange for a note that is 
payable at the end of fi ve years and accrues interest at a 10% 
rate, all of which is payable on the maturity date. In Year 1, 
ABC acquires machinery for $390 and recognizes an oper-
ating loss of $60, plus an OID deduction of $30. 

In order for the allocations to have substantial economic 
eff ect, each partner must be allocated $30 of losses for Year 
1, of which $10 constitutes an OID deduction.18 Accord-
ingly, C should be allocated a $30 loss in Year 1, which 
will be a passive loss for purposes of Code Section 469. 
However, under the self-charged interest rules, only $10 of 
his OID income, the portion attributable to the OID de-
duction allocated to him, will be treated as passive income 
that he can off set with his allocated loss from ABC. As a 
result, C is eff ectively taxed on $20 of the OID income in 
Year 1.

Example 2A: Same as Example 1. In Year 2, ABC recognizes 
an operating loss of $57, plus an OID deduction of $33.19 

In this case, the amount of ABC’s liabilities ($363) will 
exceed the basis in its assets ($273) by $90.20 As a result, all 
$90 of the deductions are partner nonrecourse deductions 
attributable to the $300 note.21 Because the note is treated 
as a recourse liability (for purposes of Code Section 752) 
for which C bears the risk of loss,22 all of these deductions 
must be allocated to C.23 Th erefore, C will be allocated 
all $33 of ABC’s OID deduction, which can be deducted 
against the full amount of C’s OID income under the self-
charged interest rules. 

Example 2B: Same as Example 2A, except that the value 
of ABC’s assets has appreciated to $630 at the beginning 
of Year 2, and D contributes cash of $100 to ABC on 
that date for a 25% partnership interest (in both capital 
and profi ts). In order to maintain the partners’ econom-
ic arrangement, ABC “books up” its assets: it increases 
the book value of its assets (for Code Section 704(b), or 
capital account, purposes) to $630, eff ective immediately 
prior to D’s admission, and each historical partner’s capi-
tal account is increased to $100.24

After a partnership’s property is revalued, the determina-
tion of the partnership’s nonrecourse deductions is based 
upon the respective book values of the partnership’s assets, 
not their tax bases.25 Under this rule, the amount of ABC’s 
liabilities at the end of Year 2 ($363) will not exceed the 

OID and COD: TLAS for the Lending Partner
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book value of its assets ($673)26; therefore ABC’s operat-
ing losses would not be partner nonrecourse deductions 
and should be allocated in accordance with the partners’ 
relative capital accounts. C would receive an allocation 
of only $8.25 of ABC’s $33 OID deduction. In this 
case, as a result of the book-up, C’s tax consequences are 
less favorable than those described in Example 2A. 

The COD Issue

In General

COD stands for “cancellation of debt,” as in COD income.27 
COD income generally is realized by a borrower when its in-
debtedness is discharged for less than the outstanding balance of 
the indebtedness. In a case where a partnership is the borrower, 
the partnership will recognize COD income, which is then allo-
cated to its partners. Th e exclusions from gross income for COD 
income found in Code Section 108(a) can be of limited utility 
because they apply at the partner (and not the partnership) level: 
even if indebtedness is discharged as a result of the partnership’s 
title 11 bankruptcy or when the partnership is insolvent, these 
exclusions do not prevent the partnership from recognizing the 
resulting COD income.28

Th e following simple example illustrates how COD income 
might arise from a partner’s loan:

Example 3A: X and Y are individual partners in partner-
ship XY and each contributes $10 for a 50% partnership 
interest. In addition, X loans $80 to XY. XY uses the $100 
to acquire land, which it holds for investment purposes. 
One year later, a serious environmental problem is dis-
covered on the land that renders it worthless, and XY 
abandons the land. XY liquidates without repaying any 
of the loan. 

XY will recognize COD income of $80 and a capital loss 
on the land of $100, each of which is allocated equally 
to X and Y. As a result, each partner will have COD 
income of $40, which is taxable as ordinary income and 
cannot be off set against the $50 capital loss allocated to 
him from the disposition of the land or, in the case of 
Y, his $80 worthless debt deduction (assuming that his 
loan is not considered a “business debt”).29 By contrast, 
if X had funded the $80 as a preferred capital contribu-
tion, XY would not have had any COD income and the 
$100 capital loss on the land would have been allocated 
$90 to X and $10 to Y (i.e., in accordance with their 
capital accounts). 

In the foregoing example, COD income presents a problem be-
cause the partners cannot deduct their losses against such income. 

Th e following example shows that diff erent tax consequences 
would result if the partnership held the land as an ordinary asset.

Example 3B: Same facts as in Example 3A, except that 
the partners had intended to subdivide the land and 
construct residential homes on the parcels for sale to in-
dividual purchasers. 

In this case, each of X and Y would have an ordinary 
loss of $50, which could be deducted against the $40 of 
COD income allocated to him.30

In a situation where the partnership has depreciated all or most 
of the tax basis in its assets, such a loss would not available. Th e 
COD income resulting from the discharged indebtedness gener-
ally would reverse prior allocations of losses. As the following 
example shows, if those prior losses were allocated to the lending 
partner (because he bore the risk of loss for the indebtedness that 
funded such losses), that partner should be allocated a dispropor-
tionately larger share (if not all) of the COD income.

Example 3C: Same facts as in Example 3A, except that 
XY acquires machinery for $100 for use in its manu-
facturing business. XY’s business is operated without a 
profi t or loss, before taking depreciation into account. 
After all $100 of the machinery’s original cost has been 
fully depreciated, XY closes down, without repaying any 
of X’s $80 loan.

Each of X and Y would have been allocated $10 of de-
preciation. In addition, the remaining $80 of deprecia-
tion would have been a partner nonrecourse deduction 
allocable solely to X. As a result, all $80 of COD income 
should be allocated to X as a minimum gain charge-
back.31 X will have a bad debt loss of $80, but whether 
X can deduct this loss against his allocation of COD 
income will depend on the character of the loss. 

Th e Character of the Bad Debt Loss

Th e foregoing example illustrates the crux of the COD problem: 
a partner who holds a note from the partnership does not recog-
nize a true economic gain from the discharge of indebtedness; 
however, this net economic result is comprised of an income 
component and a loss component, which will wash for tax pur-
poses only if the bad debt loss is an ordinary loss. Th e general rule 
is that a taxpayer recognizes an ordinary deduction for any debt 
that becomes worthless. However, if (i) the taxpayer is not a cor-
poration and (ii) the debt is a “nonbusiness debt,” then the bad 
debt loss will be a short-term capital loss.32 A “nonbusiness debt” 
is defi ned as any debt that does not fall into either of the follow-
ing categories: it was created or acquired in connection with a 
taxpayer’s trade or business or it becomes worthless in connection 
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with the taxpayer’s trade or business.33 Whether such a connec-
tion exists is determined by examining the dominant motivation 
of the taxpayer in advancing the debt, from the particular cir-
cumstances of each case.34 

If the lending partner is actively involved in the partnership’s 
business—so that his business is that of the partnership—a 
loan made by the partner to further the partnership’s business 
can qualify as a business debt. Helpful authority on this point is 
found in caselaw holding that a loan provided by an employee 
to his employer is a business debt, where the employee made the 
loan in order to protect his job.35 In addition, a partner can have 
a separate business interest that is advanced by the partner’s loan 
to the partnership. For example, in Decker v. U.S.36 the taxpayer 
engaged as a sole proprietor in a freight hauling business and was 
also a stockholder in a corporation that constructed boats. Th e 
taxpayer anticipated signifi cant revenues for his sole proprietor-
ship from providing freight hauling services to the boat company 
and advanced funds to the boat company in order to help grow a 
customer. Th e court found a proximate relationship in that case 
between the taxpayer’s business and the loan, thereby holding 
that the loan was not a nonbusiness bad debt.37 

What if the lending partner is not active in the partnership’s busi-
ness or otherwise engaged in a trade or business that is proximate-
ly related to the loan—can the partnership’s trade or business be 
imputed to the partner? In the case of Butler v. Commissioner, the 
Tax Court considered a situation where the taxpayer was a senior 
partner in a law fi rm and also a limited partner in a partnership 
that designed and constructed houses for sale to the U.S. govern-
ment.38 Th e taxpayer did not participate in the operation of the 
construction partnership. Th e taxpayer loaned the construction 
partnership $50,000, which remained unpaid when the part-
nership was liquidated. In holding that the debt was a business 
bad debt, the Butler court stated that “it is clear that the loans 
of $50,000 were made by [the taxpayer] in furtherance of the 
business of which he was a limited partner and were proximately 
related to the business activities of the partnership,” thereby at-
tributing the business of the partnership to a partner who did not 
participate in the business.39 
 
Despite the helpful authority provided by the Butler case, the is-
sue does not appear to be free from uncertainty for two reasons. 
First, the result in Butler is contrary to that reached in analogous 
cases that involved shareholder loans (instead of partner loans).40 
For example, in Whipple v. Commissioner, the Supreme Court held 
that a shareholder was not engaged in a trade or business that was 
proximately related to the shareholder’s loan, fi nding that 

Th ough such activities may produce income, profi t or 
gain in the form of dividends or enhancement in the 
value of an investment, this return is distinctive to the 
process of investing and is generated by the successful 
operation of the corporation’s business as distinguished 

from the trade or business of the taxpayer himself. 
When the only return is that of an investor, the taxpayer 
has not satisfi ed his burden of demonstrating that he is 
engaged in a trade or business since investing is not a 
trade or business and the return to the taxpayer . . . arises 
not from his own trade or business but from that of the 
corporation.41

Unfortunately, this logic would also appear to apply to the case of 
a partner who does not participate in the partnership’s business. 

Second, the Butler case was decided according to the Internal 
Revenue Code of 1939, which did not contain an equivalent to 
Code Section 707.42 Code Section 707(a)(1) generally provides 
that if a partner engages in a transaction with the partnership 
other than in his capacity as a partner, the transaction will be 
treated as occurring between the partnership and a person who is 
not a partner. Under this “entity” view of the partnership, a loan 
provided by a partner to a partnership might be viewed without 
regard to his status as a partner—and therefore without the at-
tribution of the partnership’s business. However, there does not 
appear to be any caselaw directly on this point. 

Partnership Equity-for-Debt Exception?
 A partnership cannot avoid the recognition of COD in-
come by converting the partner loan to equity, at a time when 
the partnership is insolvent. Prior to 2004, some practitioners 
believed that a partnership “equity for debt exception” existed—
i.e., an insolvent partnership could avoid COD income by is-
suing a partnership interest as payment for an outstanding debt 
(even if the fair market value of the partnership interest was less 
than the principal amount of the indebtedness). Code Section 
108(d)(8) had treated corporations—but not partnerships—that 
satisfi ed their obligations with issuances of equity as repaying 
an amount of indebtedness equal to the fair market value of the 
shares transferred; the statute’s silence on the issue of partnerships 
implied the availability of a partnership exception. However, the 
American Jobs Creation Act of 2004 removed this uncertainty 
by broadening the scope of this statutory provision to explicitly 
include partnerships, thereby eliminating any argument for a 
partnership equity for debt exception.

Conclusion

As the foregoing discussion shows, it cannot be concluded that a 
partner advance that is structured as a loan will produce adverse 
federal income tax consequences in all circumstances. In some 
instances, the OID and COD income recognized by a lend-
ing partner may be “washed out” by ordinary losses, depending 
on several factors, including the nature of the partnership’s ac-
tivities, whether the lending partner actively participates in the 
partnership’s business and the partnership’s allocation of profi ts 
and losses. However, in any case, the use of a partner loan re-
quires that the tax practitioner examine rules that are as tasty 
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as MREs,43 in order to avoid tax results that are as unpleasantly 
surprising as an IED.44 

Marko J. Belej is a partner in the tax group of Jaff e, Raitt, Heuer 
& Weiss, P.C., headquartered in Southfi eld, Michigan. He advises 
clients on individual, partnership, corporate and international tax 
issues, helping them structure and implement transactions in a man-
ner that minimizes the incurrence of taxes. Marko earned a B.S. in 
Finance summa cum laude from the Wharton School of Business at 
the University of Pennsylvania and a J.D. cum laude from the Uni-
versity of Michigan Law School. He currently serves as the Chairman 
of the Business Entities Committee of the Tax Section of the State Bar 
of Michigan. He has yet to fl y in a helicopter with his brother.
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In a case of fi rst impression before the Michigan Supreme Court, 
the Court held that public service improvements do not consti-
tute taxable “additions” under the Michigan Constitution1 and 
General Property Tax Act,2 as title to the improvements will ul-
timately vest in a municipality or utility company, and, that the 
increase in taxable value attributable to such additions is most 
appropriately taxed upon the completion of the sites to which 
such public utility services will serve.3 

At issue was whether the defi nition of “additions” which is defi ned 
both in the Michigan Constitution4 as well as within the Michi-
gan General Property Tax Act5 are inconsistent, and whether tax-
ing public and service improvements under both defi nitions would 
result in double taxation. Th e Michigan Supreme Court affi  rmed 
in part the judgment of the Court of Appeals that held that MCL 
§ 211.34(d)(1)(b)(viii) is unconstitutional as is it inconsistent with 
the meaning of “additions” as used in the Michigan Constitution. 
Th e taxpayers were real property developers who had invested sig-
nifi cant sums to install infrastructure services for condominium 
and single family residential lots located in Northville Township.6 
Th e infrastructure was required to be put in place before the de-
velopers could receive fi nal plat approval for the proposed subdi-
vision.7 Relying on the defi nition of “additions” contained in the 
General Property Tax Act,8 Northville Township increased the 
value of the taxpayers’ real property, and subsequently the related 
tax assessment, by including the enhanced value resulting from the 
public and service improvements in the value of the real property. 

Th e taxpayers challenged the assessments to the Tax Tribunal 
claiming that such valuation increases violated the Michigan 
Constitution.9 Th is appeal was stayed by the Tax Tribunal so 
that a declaratory action regarding the constitutionality of the 
statute could proceed in circuit court.10 Th e circuit court held 
that MCL § 211.34(d)(1)(b)(viii)104 was unconstitutional be-
cause it taxed the improvements to real property beyond the 
meaning of “additions”102 as used in the statute. Th e Court of 
Appeals affi  rmed the circuit court’s judgment on the declaratory 
action and also found that the taxpayers would not owe property 
tax on these improvements, as the tax would become due once 
title to the improvements ultimately vested in the municipal-
ity or utility company.11 Th e Township appealed this fi nding to 
the Michigan Supreme Court, and the Supreme Court reached 
fi nality on the issue regarding the constitutionality of MCL § 
211.34(d)(1)(b)(viii) and whether public service improvements 
constitute an “addition” under the statute.12 

Th e Supreme Court upheld the Court of Appeals’ ruling which 
had concluded that the installation of public service improve-
ments on public property, or utility easements, does not consti-
tute a taxable “addition” as the term was contemplated in the 
adoption of Proposal A under the Constitution.13 Proposal A was 
adopted to limit increases in property taxes as long as the proper-
ty remained owned by the same party. Proposal A provided such 
limitation by capping the amount that the “taxable value” of the 
property could increase each year, even if the “true cash value” rose 
at a greater rate.14 However, Proposal A contained an exception 
to allow for adjustments due to “additions.” At the time Proposal 
A was adopted the General Property Tax Act defi ned “additions” 
as “improvements caused by new construction”.15 However, after 
the adoption of Proposal A, the Legislature amended the defi ni-
tion of “additions” to be “all increases in value caused by new con-
struction or a physical addition of equipment or furnishings.”16 
Th is amendment eliminated any reference to “improvements 
caused by new construction.” Th e Supreme Court determined 
that the later amendment to Proposal A superseded the prior 
General Property Tax Act defi nition of the term “additions.”17 In 
doing so, the Michigan Supreme Court properly aligned the term 
“additions” as used in the Michigan Constitution to the interpre-
tation of the same term within General Property Tax Act, and 
concluded that public service improvements do not constitute 
“additions” to property within the meaning of Proposal A.

Th e Court dismissed the township’s agreement that the defi nition 
of “additions” as provided in the Headlee Amendment should be 
found to be controlling. Th e Headlee Amendment was adopted 
in 1978 to limit changes in the tax base by placing an infl ation 
rate cap on the increase in taxes on the local taxing authorities in 
regard to all property contained within a local union of govern-
ment.18 Th e Court found that amendments of Proposal A con-
tained in 1993 P.A. 145, which eliminated the phrase “improve-
ments caused by new construction,” superseded the defi nition of 
additions contained within the Headlee Amendment. 

In fi nally deciding this issue, the Court has eff ectively saved tax-
payers thousands of dollars by defi nitively determining an issue 
that has consistently been before the Michigan Tax Tribunal. 
Holdings of such clarity, which clearly resolve any contestant am-
biguity that may be raised by a claimant in bringing or defend-
ing such actions is to be applauded. Th is does not mean that 
Northville Township has lost out on any increases in value that 
has occurred within their jurisdictional boundaries. Indeed, as 
Justice Cavanaugh pointed out in his concurring opinion, the 

MICHIGAN SUPREME COURT DECIDES WHEN AN “ADDITION 
TO TAX” IS NOT YET AN “ADDITION” – THE CASE OF 
TOLL NORTHVILLE LTD. V. TOWNSHIP OF NORTHVILLE
By Lynn A. Gandhi, Esq.
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value due to the additions of the availability of utility services will 
be incorporated into and taxed on the value of each individual 
home at the time it is built or sold at the development site. Th us, 
the issue here was really one of timing, not of whether or not such 
value would be taxed at all. Giving the current real estate market 
in Michigan, and the Detroit area in particular, there is no doubt 
that the Township was more eager to obtain any increase in value 
from the developer directly, rather than waiting until construc-
tion was complete, or the property was sold to the ultimate buyer. 
While one must be sympathetic to the plight of local jurisdic-
tions in these times of decreasing property values and resultant 
decrease on local revenues, the law must be followed.

Lynn A. Gandhi is a partner in the Tax Appeals Department at 
Honigman Miller Schwartz and Cohn, LLP.  She concentrates her 
practice in state and local taxation.  She is a certifi ed public accoun-
tant, a Council Member of the Taxtion Section of the State Bar of 
Michigan, and an Adjunct Professor of Law at Wayne State Univer-
stiy, where she teaches a course in state and local taxation.  She has 
previously held positons at several Fortune 500 companies in both the 
tax and legal functions.
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IRS ISSUES DECEMBER GUIDANCE ON TAX RETURN 
PREPARER PENALTIES
By Amanda M. York, Th omas M. Cooley Law School

In late December, the Department of Treasury 
and the Internal Revenue Service (Service) pub-
lished long-awaited fi nal regulations and other 
guidance on the Section 6694(a)penalties for 
preparers who take aggressive positions on tax 
returns.1 Th ese fi nal regulations amend existing 
regulations defi ning tax return preparers so that 
nonsigning professionals, including advising law-
yers, are more likely to face monetary penalties.2 
Further, interim guidance provides direction on 
the new standards of conduct preparers must 
meet to avoid Section 6694(a) penalties.3 Th e 
regulations and guidance represent the Service’s 
interpretation following the signifi cant restruc-
turings of Section 6694(a) contained in the Small 
Business and Work Opportunity Tax Act of 2007 
(the 2007 Act) and the Economic Stabilization 
Act of 2008 (the 2008 Act).4 

While the regulations shed some light on the most 
recent amendments to Section 6694(a), they are 
not all encompassing. Th e fi nal regulations do not 
off er substantive guidance on amendments in the 
2008 Act (more commonly referred to as the Fi-
nancial Industry Bailout Bill as it authorized the 
government to spend up to $700 billion to rescue 
banks and other entities struggling to stay afl oat 
during the economic downturn).5 Th e Treasury 
Department and Service withheld guidance on 
the 2008 amendments and opted instead to issue 
interim guidance on the 2008 amendments in 
the form of a notice in the Internal Revenue Bul-
letin and a revenue procedure.6 Notice 2009-5 
provides guidance regarding implementation of 
the tax return preparer penalty under Section 
6694(a).7 Revenue Procedure 2009-11 identifi es 
the relevant categories of tax returns and claims 
for refund for purposes of the tax return preparer 
penalty and identifi es the returns and claims for 
refund requiring a signature from a tax return 
preparer under Code Section 6695(b).8  

Th e fi nal regulations, which span more than 200 
pages, represent the Treasury Department’s re-
sponse to renewed Congressional interest in re-
turn preparer penalties prompted by tax shelter 
scandals and other fi nancial shenanigans in recent 
years.9 Th e regulations also solidify new harsher 

rules that many believe will discourage new professionals from 
entering the fi eld of taxation for fear of unknowingly violating 
laws with steep penalties.10 

History of Section  Legislation

Congress’s inclusion of an amended Section 6694 in the 2008 
Act extends the fl utter of legislative activity regarding return pre-
parer penalties. Th e 2008 Act marked the second rewrite of Sec-
tion 6694(a) in just 18 months. 

Th e Section has not always seen such attention. With its genesis in 
the Tax Reform Act of 1976,11 Section 6694 existed for more than 
three decades with few legislative changes. In its original form, Sec-
tion 6694(a) imposed a penalty of $100 for understatements due 
to the negligent or intentional disregard of rules or regulations by 
an income tax preparer.12 Congress revisited Section 6694 thirteen 
years later in the Omnibus Budget Reconciliation Act of 1989.13 
Th e 1989 amendments removed the negligence or intentional dis-
regard rules and imposed instead a $250 penalty on income tax 
return preparers who understated liability due to a position for 
which no realistic possibility of being sustained on its merits ex-
isted (defi ned as a one-in-three chance of prevailing) when the tax 
return preparer knew or reasonably should have known of such 
position.14  Willful or reckless behavior by income tax return pre-
parers drew higher penalties.15 Congress carved an exception into 
the penalty for return positions that were both not frivolous and 
adequately disclosed, or if reasonable cause existed for the position 
taken and the tax return preparer acted in good faith.16 “Income tax 
return preparer” was defi ned as in Section 7701(a)(36) to include 
the preparation of a substantial portion of a return or claim for 
refund. 17

Following the 1989 amendments, Section 6694 remained dor-
mant for nearly two decades. Th is stagnation ended, however, with 
enactment of the 2007 Act.18  Among other things, the 2007 Act 
amended Section 6694(a) penalties for tax return preparers by mak-
ing them applicable to a broader range of tax returns and claims 
for refund.19 Congress accomplished this by deleting the word “in-
come” as a modifi er to “tax return preparer” in the Code’s defi nition 
of the term, which now subjects to 6694 penalties professionals 
who prepare estate and gift, generation-skipping transfer, employ-
ment, excise and exempt entity returns.20 Following enactment of 
the 2007 amendments one practitioner noted: “[T]ax practitioners 
who prepare most of the ‘common’ returns that report tax liability, 
and related claims for refund, will be subject to the new rules under 
Section 6694 for all returns fi led after 2007.”21 
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Notably, the 2007 Act also raised the standard of conduct pre-
parers must meet when taking aggressive return positions and 
increased penalties.22 For undisclosed positions, the 2007 revi-
sions replaced the “realistic possibility” standard of the 1989 
amendment with a standard requiring the tax return preparer 
to have a “reasonable belief that the tax treatment of the posi-
tion is more likely than not” the proper treatment (hereinafter 
referred to as the “MLTN standard”, defi ned as a more than 50 
percent likelihood of prevailing on the merits).23 Th e 2007 Act 
also increased the standard for disclosed positions by replac-
ing the “not-frivolous” standard with a standard requiring the 
tax return preparer have a “reasonable basis” for the tax treat-
ment of the position.24 Additionally, the 2007 Act signifi cantly 
increased the monetary penalty of 6694(a) from $250 to the 
greater of $1,000 or 50 percent of the income derived by the 
tax return preparer from the preparation of a return or claim 
for refund.25 

Th e 2007 legislative rewrite of Section 6694(a) generated much 
concern among tax return preparers for adoption of the MLTN 
standard, which many perceived as an unworkably high standard 
of conduct. Tax return preparers viewed this particular change 
with much disdain as it held tax return preparers to a higher 
standard of conduct than the taxpayers whose returns they pre-
pared.26 As one news agency noted: “Th e MLTN standard . . . was 
controversial because it is stricter than the substantial authority 
standard that applies to a client for avoiding the 6662 substantial 
understatement penalty.”27 

Along with creating confl ict between Code sections, the MLTN 
standard also generated a potential for confl ict with standards ar-
ticulated by the American Bar Association (ABA).28 ABA Formal 
Opinion 85-352 provides that a “lawyer may advise reporting a 
position on a tax return so long as the lawyer believes in good faith 
that the position is warranted in existing law or can be supported 
by a good faith argument for an extension, modifi cation or rever-
sal of existing law and there is some realistic possibility of success 
if the matter is litigated.”29 Th e ABA also provides that whether 
a position has a realistic possibility of success will be determined 
by a one-in-three chance of success standard.30 Th us, ABA For-
mal Opinion 85-352 advises lawyers that they may avoid penal-
ties for advising a reporting position on a return “even where the 
lawyer believes the position probably will not prevail, there is no 
‘substantial authority’ in support of the position, and there will be 
no disclosure of the position in the return,” so long as the realistic 
possibility standard is satisfi ed.” (emphasis added).31

Th e country’s worsening economic condition provided the av-
enue for the most recent amendment to Section 6694(a) when 
Congress convened an emergency session of spirited negotiations 
that culminated with enactment of the 2008 Act.32 Along with 
assisting Wall Street, Congress also used the 2008 Act to provide 
reprieve to tax return preparers still reeling from the 2007 Act 
amendments. Th e change made its way into the 2008 Act by way 

of the proposed Tax Extenders and Alternative Minimum Tax 
Relief Act of 2008, which was folded into the bailout package to 
entice recalcitrant legislators to vote for it.33

Signed into law October 3, 2008, Section 506 of the 2008 Act 
amends Section 6694 of the Internal Revenue Code.34 Viewed sim-
ply, the latest changes relax the standards adopted in the 2007 Act 
that penalize tax return preparers who advocate aggressive return 
stances not supported by a reasonable position.35 Tax return pre-
parers who run afoul of the reasonable position standards still face 
a monetary penalty equal to the greater of $1,000 or 50 percent of 
the income derived by the tax return preparer with respect to the 
return or claim.36 Th e amendment, however, now generally defi nes 
an unreasonable position as one for which no substantial author-
ity exists (instead of requiring the MLTN standard).37 Th ough the 
substantial authority standard now represents the general rule of 
Section 6694 it does not permeate the newly amended penalty pro-
vision. As revised, the substantial authority standard does not apply 
to positions disclosed to avoid accuracy-related penalties imposed 
by Section 6662 and for tax shelters or reportable transactions.38 
Preparers who advocate a position related to tax shelters or report-
able transactions must still achieve the MLTN standard to avoid 
the Section 6694 penalties.”39 As amended by the 2008 Act, Sec-
tion 6694 retains a reasonable cause exception, which provides that 
tax return preparers may completely avoid penalties under Section 
6694(a) provided they demonstrate “that there is reasonable cause 
for the understatement and the tax return preparer acted in good 
faith.”40 

Guidance Relating to  Penalties

Th e Service issued Notice 2008-1341 on December 31, 2007 to 
provide guidance under the 2007 Act. Amidst the ongoing debate 
concerning changes made to Section 6694(a) by the 2007 Act, 
Treasury Department issued proposed amendments to the regula-
tions, which were published in the Federal Register on June 17, 
2008.42 A public hearing occurred on August 18, 2008 where over 
30 written public comments to the proposed regulations were re-
ceived.43 

Before release of fi nal regulations Congress again revisited the 
statute in October 2008. Th e recently released fi nal regulations 
do not address the 2008 amendments specifi cally but do off er 
guidance on how tax return preparers must conform to Congress’s 
new mandate concerning tax return preparer penalties in the fu-
ture. Th e fi nal regulations issued by the Department of Treasury 
replace Notice 2008-13. Other provisions in the fi nal regulations 
include the following:

Nonsigning Preparer Liability. Equally unpopular among tax 
professionals as the statutorily mandated MLTN standard, was a 
provision in the proposed regulations modifying rules identifying 
who is considered the preparer of a return within the ambit of the 
Section 6694 penalties. Th is change highlighted for professionals 
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that the Service intended in some cases to penalize nonsigning 
return preparers. Th e inclusion of nonsigning return preparers 
in the proposed rules drew much ire from certain professional 
organizations that argued it was unfair to subject those who do 
not sign off  on the returns to such penalties.44 Th e proposed regu-
lations essentially provided that a lawyer who writes an e-mail 
or provides oral advice on a tax return that he or she never even 
actually saw may be subject to the new Section 6694 penalties.45 
Despite vocal opposition, the Service remained constant in its 
position that nonsigning tax return preparers will be subject to 
6694(a) penalties if their advice has a signifi cant impact on a 
taxpayer’s return.46 Th e fi nal regulations do, however, include an 
anti-abuse rule stating the time spent on advice given after events 
have occurred will be taken into account if all facts and circum-
stances show that an individual is primarily responsible for a po-
sition taken on a return and gave advice on that position before 
events occurred primarily to avoid treatment as a tax return.47 

Th e fi nal regulations abandon the “one preparer per fi rm” rule 
contained in Regulation 1.6694-1(b)(1) and adopt instead a 
framework defi ning a “preparer per position” within a fi rm.”48 
Th e fi nal regulations provide that an individual is subject to 
Section 6694(a) penalties if the individual is responsible for 
the position on the return or claim for refund giving rise to 
the understatement.49 As revised by the fi nal regulations, Trea-
sury Regulation §1.6694-1(b)(1) limits liability to one person 
within a fi rm responsible for each position giving rise to an 
understatement.50 Th e fi nal regulation provides that the “in-
dividual who signs the return or claim for refund as the tax 
return preparer will generally be considered the person that is 
primarily responsible for all of the positions on the return or 
claim for refund giving rise to an understatement.”51 Types of 
professionals who could safely serve as a nonsigning preparer 
and not face retribution under Section 6694(a) became murkier 
with each legislative and regulatory change. In earlier stages, 
the 6694 amendments opened nonsigning preparers up to pos-
sible penalties. However, the fi nal regulations make clear that in 
situations where the signer is not primarily responsible for the 
position or there are more than one or more nonsigning return 
preparers then the individual within the fi rm who gets pegged 
for Section 6694(a) penalties will be the person with “overall 
supervisory responsibility for the positions giving rise to the 
understatement.”52 

Th e fi nal regulations come with the caveat that liability may be 
shifted to another nonsigning tax return preparer within the fi rm 
on a showing of credible information from any source.53 Like-
wise, the fi nal regulation also provides that the amended regula-
tion does not allow for joint and several liability between signing 
and nonsigning preparers within a single fi rm.54 In some circum-
stances, however, there may be more than one tax return preparer 
primarily responsible for the position giving rise to an understate-
ment if multiple tax return preparers or advisors are employed by, 
or associated with, diff erent fi rms. 55

Th e regulations also provide defi nitions of signing tax return pre-
parer and nonsigning tax return preparer.56 Section 301.7701-15-
(b)(1) provides that a signing tax return preparer is the individual 
tax return preparer who has the primary responsibility for the 
overall substantive accuracy of the preparation for such return or 
claim for refund.57

More Likely Th an Not Standard. As to the MLTN standard, the 
fi nal regulations essentially affi  rm earlier published guidance con-
cerning the revised Regulation 1.6694-2(b)(1) holding that the 
MLTN standard requires that the preparer conclude in good faith 
that the position has a greater than 50 percent likelihood of being 
sustained on its merits.58 Whether the taxpayer meets this stan-
dard will be determined based on all facts and circumstances.59 
In assessing a position’s likelihood of success, the preparer must 
evaluate the merits of the return position in light of established 
relevant legal authorities.60 Th e fi nal regulations make note of a 
slight semantic change between the 2007 and 2008 Acts in ar-
ticulating the standard of care.61 Th e 2007 Act includes a “reason-
able belief standard,” while the 2008 Act includes a “reasonable 
to believe standard.”62 Despite the variation, the fi nal regulations 
provide that the standards have the same meaning.63

Additional guidance on how the Service and Treasury Depart-
ment view changes to the MLTN standard made in the 2008 Act 
lies in Notice 2009-5.64 Th e notice provides that the 2008 change 
in the general standard from MLTN to substantial authority is 
retroactive for tax returns and claims for refund prepared after 
May 25, 2007.65 As previously noted, the 2008 Act dropped 
the controversial MLTN standard under Section 6694(a) but 
retained it for tax shelters and other reportable transactions to 
which Section 6662A applies.66 Notice 2009-5 suggests that the 
MLTN standard will not be applied pending further guidance as 
positions taken with respect to tax shelters will not be deemed 
unreasonable if substantial authority exists and the preparers ad-
vises the taxpayer of penalty standards that could apply if the 
transaction is deemed to have the purpose of tax avoidance or 
evasion.67 Th e advice must explain that if the position was taken 
to avoid taxes then there must be substantial authority for the 
position, the taxpayer must possess a reasonable belief that the 
tax treatment was more likely than not the proper treatment to 
avoid a penalty and that disclosures does not protect the taxpayer 
from accuracy-related penalties if Section 6662(d)(2)(C) applies 
to the position.68 Th at the new regulations pay little heed to the 
standard of conduct should come as no surprise as the Service 
had previously indicated little credence would be given to the 
more likely than not standard articulated in the 2007 Act.69 

Substantial Authority.  Notice 2009-5 adopts existing substan-
tial authority analysis as provided under Section 6662. Pending 
further guidance, in a Section 6694(a) situation substantial au-
thority has the same meaning as in Regulation 1.6662-4(d)(2).70 
Both the analysis and authorities considered in determining sub-
stantial authority remain the same.71 Substantial authority exists 
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in the following circumstances: (1) the taxpayer is the subject of 
a written determination as provided in Regulation 1.6662-4(d)
(3)(iv)(A); (2) the position is supported by controlling precedent 
of a United States Court of Appeals to which the taxpayer has 
a right of appeal; and (3) the authority exists on the date the 
return or claim for refund is deemed prepared under Regulation 
1.6694-1(a)(2).72 Conclusions reached in treatises, legal periodi-
cals, legal opinions, or opinions rendered by tax professionals do 
not qualify as substantial authority.73   

Reliance on Information Provided. Th e fi nal regulations adopt 
proposed amendments to Regulation 1.6694-1(e). As amended, 
the regulation permits tax return preparers to rely in good faith 
and without verifi cation on information furnished by another 
advisor, tax return preparer or other party so long as the preparer 
does not ignore implications of information furnished and makes 
reasonable inquiries into information the preparer suspects may 
be incorrect.74 Th e fi nal regulations also provide that preparers 
may rely on legal conclusions regarding federal tax issues fur-
nished by taxpayers, a change from the proposed regulations.75 
Th e fi nal regulations remove language stating “no reliance on le-
gal conclusions by taxpayers”.76 As amended, Regulation 1.6694-
1(e) provides that the tax return preparer must meet the diligence 
standards to rely properly on information and advice provided by 
taxpayers or other individuals.77

Income Derived Determination in Computing Penalty Amount. 
Despite concerns from commentators concerning interpretation 
of the proposed amendments to Regulation 1.6694-1(f ) defi ning 
income derived, the fi nal regulations maintain the proposed defi -
nition. As such, fi nal Regulation 1.6694-1(f ) defi nes income de-
rived or to be derived with respect to a return or claim for refund 
as “all compensation the tax return preparer receives or expects to 
receive with respect to the engagement of preparing the return or 
claim for refund or providing tax advice with respect to the posi-
tions taken on the return or claim for refund that gave rise to the 
understatement.”78

Adequate disclosure. Th e fi nal regulations provide illumination 
on when adequate disclosure suffi  ces as a technique for avoid-
ing Section 6694(a) penalties. Regulation 1.6694-2(d)(3) now 
provides signing tax return preparers may avoid penalties for a 
position for which there is a reasonable basis but for which there 
is not substantial authority is adequate in one of three ways.79 
Signing tax return preparers have three options to disclose the 
position: (1) fi ling a Form 8275, Disclosure Statement, or Form 
8275-R, Regulation Disclosure Statement; (2) for income tax re-
turns that do not meet the substantial authority standard, disclo-
sure is adequate if the preparer provides the taxpayer with a pre-
ferred tax return that includes the appropriate disclosure; and (3) 
for tax returns or claims for refund subject to penalties other than 
the accuracy-related penalty, the preparer advises the taxpayer of 
the penalty standards applicable under Section 6662.80 

Nonsigning tax return preparers have three options for disclosure: 
(1) the position may be disclosed on a Form 8275, Disclosure 
Statement, or Form 8275-R, Regulation Disclosure Statement; 
(2) the preparer may advise the taxpayer of all opportunities to 
avoid penalties under section 6662 that apply to the position; 
and (3) the preparer may advise another preparer that disclosure 
under Section 6694(a) may be required.81

Reasonable cause. Th e fi nal regulations adopt proposed amend-
ments to Regulation1.6694-2(e) regarding reasonable cause.82 
One such amendment permits preparers to rely on generally ac-
cepted administrative or industry practice in establishing reason-
able cause relief from penalties under Section 6694.83 

Conclusion

In conclusion, Section 6694(a) of the Code has experienced 
quite an overhaul beginning with a signifi cant rewrite in 2007 
and culminating with additional revisions in 2008. Tax profes-
sionals greeted the changes with much resistance as the 2007 
Act broadened the defi nition of tax return preparer to include 
more professionals and imposed the more likely than not stan-
dard of care, which many perceived as unworkably high. Intense 
lobbying eff orts coupled with a national economic crisis led to 
an additional rewrite of Section 6694(a) in 2008 that lowered 
the MLTN standard for tax return preparers back to substantial 
authority except in the case of tax shelters and for certain report-
able transactions under Section 6662A. Th e Service issued fi nal 
regulations in December 2008 that provide nonsigning profes-
sionals remain accountable under the revised Section 6694(a). 
Th e Service declined to address changes made in the 2008 Act 
in the fi nal regulations and instead, issued Notice 2009-5, which 
essentially provides that it will adhere to the Code’s existing sub-
stantial authority provisions in administering Section 6694(a) as 
amended in 2008.

Amanda M. York is a student in the Th omas M. Cooley Law School 
Graduate Tax Program. She also clerks part time for the Michigan 
Tax Tribunal. 
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Introduction

In response to of the economic downturn, Congress enacted the 
Emergency Economic Stabilization Act of 2008.2 Up to $700 bil-
lion of possible spending is included in the bailout package, with 
the Act authorizing the United States Secretary of the Treasury to 
respond to the tough economic conditions.3 Inevitably, the fi rst 
to get bailed out are U.S. and foreign banks.4 Common people 
could not help but question: “When will I get bailed out from 
this fi nancial mess?” Th e general perceptions are seemingly famil-
iar across the board - the common people get bailed out after the 
big guys, and the common people are merely indirect benefi cia-
ries of the bailout plan at the mercy of the banks.5 

Fortunately, when Congress passed the new legislation, which in-
cluded the “Tax Extenders and Alternative Minimum Tax Relief 
Act of 2008” (“Th e 2008 Extenders Act”), it provided tax re-
lief for taxpayers who live in disaster areas.6 Th e 2008 Extenders 
Act includes new amendments and additions to Section 172 Net 
Operating Loss Deduction (“NOL”), and provides an alternative 
avenue to put the money back into the pocket of taxpayers who 
live in disaster areas. 

Included in the disaster relief package is Midwestern disaster area 
tax relief for victims of disasters in Arkansas, Illinois, Indiana, 
Iowa, Kansas, Michigan, Minnesota, Missouri, Nebraska and 
Wisconsin; and a new tax relief package for victims of all feder-
ally declared disasters occurring after Dec. 31, 2007, but before 
Jan. 1, 2010.7 On July 14, 2008, a federally declared disaster was 
declared by President George Bush in the State of Michigan due 
to severe storms, tornadoes, and fl ooding during the period of 
June 6-13, 2008.8 Th e federally declared disaster areas are Alle-
gan, Barry, Eaton, Ingham, Lake, Manistee, Mason, Missaukee, 
Osceola, Ottawa, and Wexford Counties.9 

Section (j) Qualified Disaster Relief

Section 172 allows against any taxable income a deduction for the 
taxable year equal to (NOL) carryovers and NOL carry backs.10 
Generally, the NOL has a carry back period for two tax years, and 
a carry forward period for 20 tax years.11 Th e NOL is carried back 
to the earliest of the several tax years that the loss is allowable as 
a carryback or a carryover, and then carried forward to the next 
earliest of the tax years.12 Th e portion of the NOL carried to the 
next earliest of the tax year is the excess of the carryback NOL 
from the earliest tax year.13 

A longer carryback period is applicable to certain losses, e.g., in-
dividual’s loss from casualties or from theft (up to three years);14 

or farming losses (up to fi ve years);15 or specifi ed liability loss such 
as product liability, or liability arising under a federal or state law 
(up to 10 years).16 NOLs of certain losses are treated separately 
from the other NOLs and are applied against regular income only 
after the other NOL for that tax year is fi rst used up.17

In the 2008 Extenders Act, a new category of “Qualifi ed Disaster 
Loss” is created qualifying these losses for longer NOL carryback 
periods.18 Qualifi ed disaster loss has a fi ve year carryback period 
of the tax year.19 For the purposes of the Internal Revenue Code, 
the qualifi ed disaster loss means the lesser of (1) the sum of (i) the 
allowable Section 165 loss caused by a federally declared disaster 
in a disaster area that occurred before January 1, 2010,20 plus (ii) 
any qualifi ed disaster deduction under 198A(a) that is not an 
expense;21 or (2) net operating loss for the taxable year.22 

“Federally declared disaster,” as amended by the 2008 Extenders 
Act, means “any disaster subsequently determined by the President 
of the United States to warrant assistance by the Federal Govern-
ment under the Robert T. Staff ord Disaster Relief and Emergency 
Assistance Act.”23 “Disaster Area” includes the areas where it is 
determined that federal disaster assistance is warranted.24 Under 
198A, as added by the 2008 Extenders Act, a taxpayer may elect 
to deduct any payment related to qualifi ed disaster expenses for 
that particular year instead of capitalizing the expense.25

Th e qualifi ed disaster loss is treated in a similar manner to other 
NOL’s.26 In other words, the NOL’s for any loss year is carried to 
the earliest of the taxable year to which the NOL’s can apply.27 Th e 
NOL’s can apply to the extent that the loss can off set the taxable in-
come for each of the prior taxable years that the NOL’s can carry.28 
But in no event should the taxable income be less than zero.29 

By way of illustration, consider the application of Section 172 under 
pre-2008 Extenders Act law.30 Assuming all other things being equal, 
and Taxpayer X (“X”) has a regular taxable income of $20,000 annu-
ally from year 2004 until year 2014, except for year 2009. X has in-
curred a net operating loss of $200,000 in Year 2009 due to qualifi ed 
disaster loss. Under prior law, X could carry back the NOL to Year 
2007, the earliest of the tax year, then to Year 2008, the subsequent 
year. If there is an excess of NOL, it can carry forward starting in Year 
2010, Year 2011, etc. until all the NOL is used up. 

However, under the new fi ve-year carryback provision, X can 
now extend the NOL carry back to Year 2004, Year 2005, and 
Year 2006. Th e eff ect of a longer carryback period allows X to use 
its NOLs against its taxable income from those years, which it 
previously could not deduct . In other words, it allows X to create 
tax deductions from previous taxable years, which it would not 
enjoy under the normal NOL rules. 
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How the Bailout Plan Bails Me Out

Th e important implication of the illustration is that X can use the 
Section 172 deductions to produce a refund because the deduc-
tion can be used to off set taxable income that has already been 
taxed. Prior to 2008 Extenders Act, X could not deduct for year 
2004 to year 2006, and would have paid taxes for those years. 
Now, X can use its NOLs to off set the taxable income that has 
already been taxed. Th erefore, a refund can be generated. 

However, the qualifi ed disaster loss does not apply to certain 
properties: any property used in connection with any private or 
commercial golf course, country club, massage parlor, hot tub fa-
cility, suntan facility, or any store the principal business of which 
is the sale of alcoholic beverages for consumption off  premises, or 
any gambling or animal racing property.31

In coordination with the NOL carryback/carryover period rules, 
the qualifi ed disaster loss for any taxable year is treated as a sepa-
rate NOL for the taxable year and is considered after the rest of 
the NOL portion for that taxable year has been used.32

A taxpayer is not required to take the fi ve-year carryback net op-
erating loss from the qualifi ed disaster loss.33 Th e taxpayer can opt 
out and elect to treat its loss year without regard to the qualifi ed 
disaster loss on their duly, timely fi led tax return.34 If so, the default 
two-year carryback period will take eff ect instead; further, the elec-
tion is irrevocable once it is made.35 In addition, since a “qualifi ed 
disaster loss” is not included within the meanings of an “eligible 
loss,” or a “farming loss,” the taxpayer cannot subsequently choose 
to extend the carryback period by those provisions.36 

Th e qualifi ed disaster loss provided in this provision regarding the 
declared disasters is eff ective after December 31, 2007, but before 
January 1, 2010.37

Conclusion

Section 172 allows taxpayers to utilize their net operating loss as 
a deduction against their taxable income not only for that tax-
able year alone, but taxpayers can fi rst carry back the NOL for 
two years, and then carry forward the NOL for 20 years. Th e 
2008 Extenders Act added a new provision - “Qualifi ed Disas-
ter Loss.” Most notably, the provision provides the utilization of 
NOL for taxpayers experiencing federally declared disaster in a 
disaster area. “Qualifi ed Disaster Loss” has a fi ve-year carryback 
period. Th e longer carryback period allows the taxpayer to deduct 
the taxable income that was not previously deductible. Th e im-
plication is that taxpayers can get a tax refund from the govern-
ment because taxpayers get to off set the taxable income that has 
already been taxed. Subsequently, taxpayers can use the refund 
where they see fi t. However, certain properties are excluded from 
qualifying for tax relief under the qualifi ed disaster loss. 

Although taxpayers can choose not to utilize a fi ve-year carryback 
period, they have to do so with caution. Once an opt-out elec-
tion is made, it is irrevocable; taxpayers then have to fall back to 
the default rule of a two-year carryback period. In addition, the 
amendments and additions to the 2008 Extenders Act make it 
mutually exclusive between a qualifi ed disaster loss and an “eli-
gible loss,” or a “farming loss.” Lastly, the qualifi ed disaster loss 
is limited to the federally declared disasters that occurred after 
December 31, 2007, but before January 1, 2010. 
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