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Conclusion § 11. 
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The Whittling Away of INDOPCO: 
PNC Bancorp and Wells Fargo1 

By: Jay M. FrucCi and Lisa M. Kiner 

The IRS, emboldened since 1992 by 
the Supreme Court's landmark 
INDOPCO decision,2 has required the 
capitalization of many expenditures 
which would appear to be beyond the 
reach of §263." The Service's expan­
sive interpretation of the INDOPCO 
opinion has been virtually unchecked 
by subsequent Tax Court decisions, 
further providing aid and comfort to 
the IRS in the pursuit of the capitali­
zation of otherwise deductible ex­
penses. More recently, however, 
the Third Circuit, in PNC Bancorp 
v. Comm'r, 212 F.3d 822, (3rd Cir .. 
2000)· revisited the INDOPCO deci­
sion discovering that INDOPCO is 
not ~early as broad, or as anti-tax­
payer, as the Service would like us to 
believe. Furthermore, on August 29, 
2000 the Eighth Circuit determined 
in W~lls Fargo v. Comm'r, 2000 US 
App. Lexis 22201 (8th Cir. 2000); that 
INDOPCO requires courts to engage 
in further examination beyond 
whether the expenditure is related 
to the creation of a future benefit. 
These two cases, while not fully in 
accord force taxpayers and their 
advoc~tes, if not the IRS, to revisit 
their prior understanding of the 
INDOPCO doctrine. At a minimum, 
these developments raise the bar for 
forcing capitalization. Some readers 
of these opinions, especially PNC 
Bancorp, would assert that these 
cases establish a new bright-line test 
which is far removed from the IRS' 
current position on capitalization of 
expenses. 

Although the Service requested 
and received an extension of time to 
file a request for a writ of certiori to 
the Supreme Court in the PNC 
Bancorp case, the extended deadline 
expired without action on September 
18, 2000, presumably b~ca~se the 
Service is still formulatmg Its re-

sponse. The following discussion 
illustrates that while these recent 
cases whittle away atiNDOPCO, by 
limiting the broad reach of §263, the 
extent to which individual taxpayers 
may be affected remains uncertain. 

Deductibility under Section 162 
Section 162(a) of the Internal 
Revenue Code allows the current 
deduction of "ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on a trade or 
business." However, under §263, no 
current deduction is permitted for 
capital expenditures.< Capital expen­
ditures must be depreciated over the 
life of the asset or useful life of the 
asset with which the expenditure is 
associated or, where no specific asset , . . 
or useful life is ascertainable, It IS 
deducted upon dissolution of the 
enterprise. 5 

To qualify for a deduction under 
§162(a), the taxpayer generally must 
prove that an item ~atisfies five . 
criteria.• First, the Item must be pmd 
or incurred during the taxable year. 
Second the item must be incurred in 
the taxrayer's trade or business. 
Although the term "trade or business" 
is not specifically defined in either 
the Code or regulations, the term 
is considered to mean an activity 
regularly engaged in for the primary 
purpose of generating income or 
profit. Third, the item must be c?n­
sidered an expense. Fourth, the Item 
must be ordinary. Finally, the expen­
diture must be necessary. Whether 
an expense is ordinary and necessary 
for purposes of§ 162(a) depends on 
the facts and circumstances of each 
particular case. Because of the 
inherently factual nature in deter­
mining whether a cost is "ordinary" 
and "necessary," these terms 
have been the subject of extensive 
litigation. 

Feature 
Articles 

Whether an 
expense is 
ordinary and 
necessary for 
purposes of 
§162(a) 
depends on 
the facts and 
circumstances 
of each 
particular case. 

21 



Feature 
Articles 

... the courts 
and the Service 
frequently have 
difficulty 
distinguishing 
between 
deductible 
expenses 
and capital 
expenditures. 

22 

The most widely quoted definition 
of"ordinary" appears in Welch v. 
Helvering,8 where the Supreme Court 
determined that an expense need not 
be incurred habitually or normally to 
be considered ordinary for purposes 
of§162. The Supreme Court has also 
interpreted the term "ordinary'' to 
mean that which is "normal, usual, 
or customary. . . [T]he transaction 
which gives rise to [the expense] must 
be of common or frequent occurrence 
in the type of business involved." 

The requirement that an expense 
be "necessary" has been broadly 
interpreted to mean that an expense 
be consistent with actions that would 
be taken by "a reasonably prudent 
man" under similar circumstances. 

The Supreme Court has also 
noted "our decisions have consistently 
construed the term 'necessary' as 
imposing only the minimal require­
ment that the expense be 'appropriate 
and helpful' for 'the development of 
the [taxpayer's] business."'" 

Expenditures That Must Be 
Capitalized Under Section 263 
The term "capital expenditure" is not 
specifically defined in the statute, 
although §263(a)(l) provides that no 
deduction is allowed for any amount 
paid for new buildings or for perma­
nent improvements or betterments 
made to increase the value of any 
property or estate. Thus, capital 
expenditures that result in the cre­
ation, prolongation, or improvement 
of a capital asset are not deductible. 

AB interpreted by the regulations, 
§263 prohibits any deduction for 
amounts paid or incurred that add 
value to, or substantially prolong the 
useful life of, a taxpayer's property, 
or to adapt property to a new or 
different use. In particular, Treas. 
Reg. §1.263(a)-l(a) provides that no 
deduction is allowed for any amount 
paid for new buildings or permanent 
improvements or betterments to 
increase the value of any property 
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or estate. In addition, Treas. Reg. 
· §1.263(a)-l(b) provides that a deduc­
tion is specifically denied for any 
"amounts paid or incurred (1) to add 
to the value, or substantially prolong 
the useful life of, property owned by 
the taxpayer, such as plant or equip­
ment, or (2) to adapt property to a 
new or different use." Once costs 
have been capitalized, the regulations 
provide that these costs are recovered 
through depreciation, amortization, 
or cost of goods sold, as adjustments 
to basis.12 

Although the regulations provide 
guidance regarding capital expendi­
tures, the courts and the Service 
frequently have difficulty distinguish­
ing between deductible expenses and 
capital expenditures. Unlike deduc­
tions, capital expenditures are not 
specifically enumerated in the Code. 
Thus, §263 "serves as a general 
means of distinguishing capital 
expenditures from current expenses." 
For this reason, several criteria have 
been established to differentiate 
capital expenditures from deductible 
expenses. 

For example, when a taxpayer 
purchases land, equipment, or a new 
building, the expenditure serves to 
"create or enhance ... what is essen­
tially a separate and distinct addi­
tional asset" whose value is obviously 
not properly allocable to the current 
taxable year and a nondeductible 
capital expenditure is identifiable.13 

Another test employed to identify 
capital expenditures determines 
whether an expense results in the 
creation of an asset with a "useful life 
beyond the current taxable year."14 

Both of these tests, if strictly 
applied to all fact patterns, result 
in the characterization of minor 
expenses as capital expenditures. As 
noted by the Seventh Circuit, "[I]f one 
really takes seriously the concept of 
a capital expenditure as anything 
that yields income, actual or imputed, 
beyond the period in which the expen-
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diture is made, the result will be to 
force the capitalization of virtually 
every business expense."15 Many 
expenses that are otherwise clearly 
deductible have prospective effect 
beyond the taxable year. Thus, if 
every cost attributable to future 
profits were characterized as nonde­
ductible, it would be necessary to 
divide almost every cost between its 
immediate impact and its contribu­
tion to future profits. 

For this reason, the Supreme Court 
attempted to clarify the determina­
tion of capital expenditures by stating 
that "the mere presence of an inciden­
tal future benefit - some future 
aspect- may not warrant capitaliza­
tion" ... although "a taxpayer's real­
ization of benefits beyond the year in 
which the expenditure is incurred is 
undeniably important in determining 
whether the appropriate tax treat­
ment is an immediate deduction or 
capitalization. "16 This standard 
clarified the question as to when costs 
may be considered capital expendi­
tures; unfortunately it did not settle 
the issue, and many questions persist 
regarding capital expenditures. 

Accordingly, §263 has been read to 
require costs incurred to effectuate a 
capital transaction that results in a 
"significant long-term future benefit" 
to the corporation to be capitalizedY 
Thus, expenditures incurred by an 
acquirer to effectuate an acquisition 
of stock or specific assets are not 
deductible and must be capitalized 
under §263. Similarly, the Service 
has generally concluded that the 
costs of raising equity18 and legal fees 
incurred for advice related to proper 
tax structure must be capitalized.19 

Such costs include costs of negotiating 
and drafting stock terms, registration 
costs, underwriting commissions, 
and the fees associated with tax 
opinions regarding the structure of 
the transaction. 

PNC Bancorp -Treatment 
of Loan Origination Costs 
The Third Circuit Court of Appeals 
reversed the Tax Court decision in 
PNC Bancorp20 on May 19, 2000. In 
1998, the Tax Court held that a bank 
must capitalize loan origination costs 
incurred when making loans, which 
had lives that extended beyond the 
year in which the expenses were 
incurred. In processing consumer 
and commercial loan applications, the 
banks incurred various costs, includ­
ing costs related to obtaining credit 
reports, title reports, and property 
appraisals. When the banks ap­
proved loan applications, the loan 
closing process entailed additional 
procedures and costs, such as legal 
costs and security interest recording 
costs. The banks capitalized certain 
loan origination costs for financial 
accounting purposes in accordance 
with Statement of Financial Account­
ing Standards No. 91 ("SFAS 91"), 
adopted by the Financial Accounting 
Standards Board in 1986. 

For tax purposes, the banks cur­
rently deducted the costs. In its 
opinion, the Tax Court appeared to 
rely heavily upon the creation of 
separate and distinct assets (i.e., 
loans) as a basis for requiring capi­
talization and amortization ofloan 
origination costs, despite the admoni­
tion of the Supreme Court in 
INDOPCO that the creation of a 
separate and distinct asset is not 
determinative of the treatment of 
related costs. Moreover, the Tax 
Court "reiterate[d] that SFAS 91 does 
not control the correct characteriza­
tion of the subject expenses," yet did 
not engage in any independent analy­
sis of the loan origination costs at 
issue to determine whether they are 
properly subject to capitalization 
under Federal income tax principles?' 

In reversing the Tax Court deci­
sion, the Third Circuit held that costs 
for marketing, researching and origi-
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nating loans are deductible as "ordi­
nary and necessary expenses" under 
IRC §162.22 The Circuit Court dis­
agreed with the Tax Court on two 
levels. "We believe that the Tax 
Court took too broad a reading of 
what Lincoln Savings meant by 
'separate and distinct assets,' as well 
as an overbroad reading of what can 
be said to 'create' such assets. "23 As 
to what is a "separate and distinct 
asset," the Circuit Court refused to 
follow the Tax Court's determination 
which would, in its words, extend "to 
cover ANY IDENTIFIABLE asset" 
(caps in original)?4 

In even more critical language, the 
Circuit Court concluded that the Tax 
Court greatly stretched the required 
relationship between the expense in 
question and the capital asset, which 
is created. Distinguishing the PNC 
facts from those in Lincoln Savings, 25 

the Circuit Court ruled that the PNC 
expenses were "merely associated 
with the origination of the loans; the 
expenses themselves do not become 
part of the balance of the loan." As is 
discussed below, a literal reading of 
this analysis would preclude capitali­
zation of an expense under §263 and 
INDOPCO, unless it was the pur­
chase of an asset or a contribution to 
a fund which itself becomes an asset 
of the taxpayer. On the basis of this 
reasoning, the Circuit Court con­
cluded that loan origination expenses 
are deductible as ordinary and neces­
sary business expenses under IRC 
§ 162(a) and are not required to be 
capitalized under IRC §263. 

Wells Fargo-
Internal Acquisition Costs 
In Wells Fargo,26 the Eighth Circuit 
Court was confronted with salary 
expenditures incurred by a bank 
acquisition target in conjunction with 
the sale of the bank. The Tax Court 
ruled that the portion of those sala­
ries that was attributable to the 
services those officers performed in 
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the transaction must be capitalized. 
The costs must be capitalized, 
''because they are connected to an 
event ... that produced a significant 
long-term benefit."27 

The Eighth Circuit vehemently 
disagreed with the Tax Court. In a 
very scholarly opinion, the Circuit 
Court utilized a somewhat cumber­
some but informative "decision-tree" 
approach to its analysis, relying 
heavily on the INDOPCO and Lincoln 
Savings opinions of the Supreme 
Court. The first question, according 
to the Eighth Circuit, is whether an 
expenditure creates or enhances a 
separate and distinct asset. As this is 
taken from the wording of §263 itself, 
it would appear that this step in the 
Court's analysis is intended to snare 
those expenditures, which are the 
direct purchase of a capital asset. 
In such cases, the expenditure clearly 
must be capitalized. If not, further 
analysis is required. 

The next question set forth by the 
Court is whether the expenditure 
gives rise to a future benefit.28 Any 
expenditure that does not give rise to 
such a long-term benefit need not be 
capitalized and may be currently 
deducted from taxable income. On 
the other hand, if a long-term benefit 
is found, another level of review is 
required. The final prong set out 
by the Circuit Court is whether the 
expense is directly connected with 
the long-term benefit or if it is merely 
incidentally connected to it. 

Having set out this logical method 
of analysis, the Court applied it to the 
facts in the case. The agreed facts 
indicated that the officers in question 
had received a salary from the bank 
well before any transactions were 
contemplated, and that they likely 
would have received a salary from 
the bank (equal to what they actually 
received) even had there been no 
transaction. 

With little analysis, the Court 
found that these salary expenses did 



Michigan Tax Lawyer'-4th Quarter 2000 

not create or enhance a separate and 
distinct asset?9 Under its stated 
methodology, such a finding required 
that it look next to whether the 
expenses gave rise to a long-term 
benefit. Accepting the finding by the 
Tax Court on this issue, the Circuit 
Court ruled that the expenditures 
did contribute to the creation of a 
long-term benefit.30 The benefit, 
although not stated, would seem to 
be the enhanced value to the taxpayer 
resulting from the acquisition. 

Having found a long-term benefit, 
the Court next examined the relation­
ship between the expenditure and the 
long-term benefit that was created. 
Because the salaries would have been 
paid whether or not an acquisition 
had taken place, the Court deter­
mined that the salary expenses arose 
directly from the employment relation­
ship between the taxpayer and its 
officers, and were only indirectly 
associated with the creation of a 
long-term benefit." 

Similar to PNC Bancorp, an aggres­
sive reading of this case could support 
a vast divergence from our prior, 
relatively well-established, under­
standing of § 263. From this case, it is 
arguable that, to the extent no mar­
ginal employment costs are incurred, 
no salaries need be capitalized despite 
the degree of the employees' involve­
ment in capital transactions. The 
Eighth Circuit is quick to point out, 
however, that this is a decision which 
turns on facts and circumstances and 
that the Court does not intend by this 
opinion to create a bright-line rule. 

Reconciling Wells Fargo 
and PNC Bancorp 
Certain similarities and differences 
are noted between Wells Fargo and 
PNC Bancorp. These two cases, 
delivered just three months apart, are 
alike in their strong criticism of the 
IRS' overreaching pursuit of capitali­
zation of expenses after INDOPCO. 
The two opinions agree that the 

Service, with the assistance of the 
Tax Court, has incorrectly forced 
capitalization of expenses on the sole 
basis that the expenses are associated 
with some future benefit. The two 
courts deviate somewhat in how they 
would apply this additional analysis, 
but the theme is clear: many expen­
ditures have been capitalized since 
INDOPCO that should properly have 
been currently deducted. 

The cases also agree that the 
distinction between deductible and 
capitalizable business expenses is 
difficult to define, and is really an art 
more than a science. Both opinions 
go to great length to caution readers 
that the particular facts and circum­
stances surrounding the expenditure 
will be determinative of the capitali­
zation/deduction decision. PNC 
Bancorp advises that the issue turns 
on, ''whether given expenditures 
relate to the corporation's operations 
and betterment into the indefinite 
future, indicating the need for capi­
talization, or are instead geared 
toward income production or other 
current needs, suggesting deductibil­
ity."32 Underlying the PNC Bancorp 
opinion is a clear sense that the fact 
that loan origination is a very large 
part of what a bank does in its daily 
operations makes the costs associated 
with that activity a deductible ex­
pense. An interesting issue is 
whether a manufacturer with infre­
quent loan origination costs would 
be permitted to deduct those expenses 
as they arise. 

Wells Fargo starts its analysis with 
a first step intended to cull those 
expenditures which are clearly capi­
tal in nature- where the cost is to 
purchase an asset or make a contribu­
tion to a fund which itself becomes an 
asset of the taxpayer. It continues, 
saying that where an expense does 
not fit into this category, it may still 
be capitalizable. To require capitali­
zation in such cases, there must be a 
benefit extending into future tax 
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years and the expense must be di­
rectly connected to the creation of 
that future benefit. It is the question 
of the direct or indirect nature of that 
relationship between the expense 
and the benefit, which appeared to 
be determinative in the Wells Fargo 
case. 

PNC Bancorp, on the other hand, 
seems to start and end with Wells 
Fargo's first step. The Third Circuit 
criticized the Tax Court for taking 
the fact that the loan origination 
costs were associated with the cre­
ation of assets of the bank "to the 
faulty conclusion that these expenses 
themselves created the loans (cita­
tions omitted). We conclude that the 
term 'create' does not stretch this 
far."33 The Court continued by citing 
favorably from the taxpayer's brief, 
"both the Tax Court and the govern­
ment effectively have transformed 
that language, by subtle but signifi­
cant degrees, from a test based on 
whether a cost 'creates' a separate 
and distinct asset, into a much more 
sweeping test that would mandate 
capitalization of costs incurred 'in 
connection with' or 'with respect to' 
the acquisition of an asset."34 

This language infers, and some will 
argue that it is much stronger than 
an inference, that only those expendi­
tures which become all or a part of 
the separate and distinct asset them­
selves are capital expenditures.35 

This would theoretically include only 
the purchase price for capital assets 
and contributions to funds which 
themselves become capital assets of 
the taxpayer. All other expenditures 
would be merely "associated with" or 
"in connection with" the creation of 
an asset, and could be deducted 
currently. Such a position would 
unquestionably be a great departure 
from established INDOPCO doctrine. 
The question is whether such a 
holding is actually incorrect in light 
of §263 and Supreme Court prece­
dent, or if it is simply different from 
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what we have all been led to believe 
in the years since INDOPCO. 

Despite the apparent disagreement 
as to how severely the two circuits 
would limit the reach of §263, both 
opinion.s are clearly beneficial to 
taxpayers. 

Broader Reach for 
PNC Bancorp and Wells Fargo? 
The most important question in the 
aftermath of these cases is how far 
their influence will extend. It is 
possible that they will be limited 
either by the fact that they represent 
only two of twelve Federal Circuit 
Courts of Appeals, or that they will 
be limited to the specific facts found 
in those cases. The IRS will surely 
attempt to limit their scope in these 
ways. Unless the Supreme Court 
takes up these issues again, the 
geographical reach of these cases will 
be a product of their ability to influ­
ence other Circuit Courts with their 
reasoning. 

Particularly because of the admoni­
tions in both cases that the particular 
facts and circumstances involved are 
paramount to the decisions, courts 
taking up these issues in the future 
will find a great deal oflatitude to 
follow the reasoning contained in 
these cases to reach a desired result, 
without necessarily continuing in the 
spirit of these cases. Even a lower 
court within these circuits could 
easily distinguish future cases based 
on facts and circumstances. There­
fore, the reach of these cases will rely 
entirely upon the desire of courts 
across the country to expand, con­
tract, or hold constant the scope of 
the IRS' ability to force capitalization. 

Even with this in mind, taxpayers 
and their advisors should reexamine 
their understanding of §263 and 
INDOPCO in light of PNC Bancorp 
and Wells Fargo. It is likely that 
many taxpayers, across the country, 
will view these cases as an opening 
to currently deduct expenses that 
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undoubtedly would have been capital­
ized prior to these cases. The Third 
Circuit criticized the Service's zealous 
reading of INDOPCO. "INDOPCO, 
which signaled the Supreme Court's 
previously announced tests for capi­
talization were not exhaustive, may 
well have been viewed by the IRS as 
a green light to seek capitalization 
of costs that had previously been 
considered deductible in a number 
of businesses and industries."36 

One can easily foresee a future court 
opinion equally as critical of taxpay­
ers for their aggressive interpretation 
of Wells Fargo and PNC Bancorp. 

Conclusion 
Any tax professional who addresses 
the deduction/capitalization issue 
would be well-served to review these 
recent cases, applying the reasoning 
of these opinions to his or her particu­
lar facts and circumstances. This 
issue should now be considered as 
one among those that present great 
opportunity for tax savings to taxpay-

ers while bringing additional burden 
on decision-makers to determine their 
individual level of aggressiveness 
in light of the particular facts and 
circumstances of their business. 
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-------------ENDNOTES (continued)--------------

14. See, Treas. Reg. §1.446(c)(1 )(ii) (providing that expenditures associated with the creation of an asset with a 
useful life extending substantially beyond the taxable year, shall be charged to a capital account and not to 
an expense account). See also, Treas. Reg. §§1.461-1 (a)(1),(a)(2) (regarding assets with a useful life that 
extends substantially beyond the close of the taxable year). 

15. Encyclopedia Britannica, Inc. v. Comm'r, 685 F.2d 212, 217 (7th Cir., 1982). 

16 . INDOPCO, supra, note 2. 

17. See, INDOPCO, supra, U.S. v. Gilmore, 372 U.S. 39 (1963). See also, Woodwardv. Comm'r, 397 U.S. 572 
(1970); U.S. v. Hilton Hotels, 397 U.S. 580 (1970). 

18. See, Rev. Rul. 69-330,1969-1 C.B. 51. 

19. See, Rev. Rul. 67-125, 1967-1 C.B. 31. 

20. PNC Bancorp v. Comm'r, 212 F.3d 822, (3rd Cir. 2000). 

21. This analysis only applied to costs associated with successful loans. The parties agreed that loan origina-
tion costs associated with unsuccessful loans should be currently deducted. 

22. Supra, note 21. 
23. ld. 

24. ld. 

25. In Lincoln Savings, the Supreme Court found that contributions which formed the corpus of a reserve fund 
were capital expenditures. 

26. Wells Fargo v. Comm'r, 2000 US App. Lexis 22201 (8th Cir. 2000). 

27. Norwest Corp., et at. v. Comm'r, 112 T.C. No.9 (March 8, 1999). (Wells Fargo is the successor corporation 
to Norwest Corp.) 

28. To avoid any confusion, the Court made clear that if step one of the decision tree is satisfied, a future benefit 
is necessarily present. "IF AN EXPENDITURE CREATES OR ENHANCES A SEPARATE ASSET, THEN IT 
IS A CAPITAL ITEM WHICH (BY ITS VERY NATURE) PROVIDES LONG TERM BENEFITS AND MUST 
BE CAPITALIZED." Wells Fargo, supra note 23. (caps in original~ Tax Notes Today). 

29. Supra, note 26. 
30. ld. 

31. ld. 

32. Supra, note 21. 

33. PNC Bancorp, I d. at 830. 
34. PNC Bancorp, ld. at 830. 

35. Although not addressed, one would assume that this analysis would not override any related laws or 
regulations, such as §263A. 

36. PNC Bancorp, ld. at 824. 

You will note that the Feature Article 
"The Whittling Away of INDOPCO: 
PNC Bancorp and Wells Fargo" by 
Jay Frucci and Lisa Kiner has been 
republished because inadvertently 

the footnotes for this article were 
omitted when originally 
published in last quarter's issue. 
I apologize to them and you for this 
omission. 
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Michigan State University- Detroit College of Law Opens 
Low-Income Taxpayer Clinic 
By: Professor Michele L. Halloran 

In January 2000, Michigan State 
University- Detroit College of Law 
opened its Low-Income Taxpayer 
Clinic with the approval and guidance 
ofMSU-DCL's faculty and adminis­
tration. The Tax Clinic is a legal­
services clinic providing no-cost, 
high-quality legal assistance to low­
income taxpayers from the Greater 
Lansing area who have cases or 
controversies with the Internal Rev­
enue Service or who are non-filers. 
"Low income" is measured at 250 
percent of applicable federal poverty 
guidelines. Under the income criteria 
for 2000 established by the IRS for 
the provision of clinic services, a 
taxpayer from a one-person household 
can have income of up to $20,875 and 
qualifY for clinic services, while the 
income ceiling for a taxpayer from a 
five-person household is $49,875. In 
addition, the clinic provides free 
return preparation and educational 
services concerning income tax rights 
and responsibilities to persons for 
whom English is a second language 
("ESL"). The Tax Clinic, as a compo­
nent ofMSU-DCL, has exempt status 
under IRC § 501(c)(3). 

The MSU-DCL Tax Clinic currently 
receives its primary funding through 
the Internal Revenue Service's Low­
Incom~ Taxpayer Clinic Program, 
authonzed under IRC § 7526. This 
Code provision authorizes the award 
of grant monies to a clinic that "does 
not charge more than a nominal fee 
for its services (except for reimburse­
ment of actual costs incurred); and 
represents low-income taxpayers in 
controversies with the Internal Rev­
enue Service; or operates programs to 
inform individuals for whom English 
is a second language about their 
rights and responsibilities under this 
title." IRC § 7526(b)(l)(A). A clinic 

complies with the low-income require­
ments ofiRC § 7526 if"at least 90 
percent of the taxpayers represented 
by the clinic have incomes which do 
not exceed 250 percent of the poverty 
level, as determined under criteria 
established by the Director of the 
Office of Management and Budget," 
and the amount in controversy for 
a taxpayer for any taxable year 
generally does not exceed $50,000. 
IRC § 7526(b)(l)(B)(i). The term 
"clinic" expressly includes a clinical 
program at an accredited law school. 
IRC § 7526(b)(2)(A). In determining 
whether to award a grant to a 
low-income taxpayer clinic under 
IRC § 7526, the Secretary is required 
to consider the following factors: 

• The numbers of taxpayers the 
clinic will serve, including the 
number of ESL persons within 
the service area; 

• The existence of other low­
income taxpayer clinics in the 
same area; 

• The quality of the clinical pro­
gram, including the qualifica­
tions of its administrators and 
representatives and its record in 
providing clinical services; and 

• The availability of other funding 
sources available to the clinic. 
IRC § 7526(c)(4). 

Because MSU-DCL's clinical pro­
grams are integral parts of the law 
school education made available to 
students, the project's goal also is to 
ensure that law students acquire 
hands-on experience in addressing 
and litigating matters before the IRS 
and the United States Tax Court, in 
preparing returns for ESL persons, 
including nonresident aliens, and in 
client counseling and law office 
management. Currently enrolled 
students who have successfully 
completed their first-year courses, 
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who meet the academic and moral 
standards established by the Dean, 
and who are supervised by members 
in good standing of the Michigan 
State Bar are allowed to provide legal 
representation to indigent persons, 
and make court appearances as 
permitted by MCR 8.120. Clinical 
residents apply for and receive "spe­
cial orders" permitting them to repre­
sent clients before the IRS. A client's 
state and local tax issues may also be 
addressed if the Clinic is handling a 
federal tax case or controversy for 
the client. Students enrolled in this 
program must have completed MSU­
DCL's basic tax class, and have com­
pleted or be concurrently enrolled in 
a second class, Practice and Procedure 
Before the IRS. Work is progressing 
toward incorporation of a second-tier 
Tax Clinic class as part ofMSU-DCL's 
curriculum (presently, students who 
have successfully completed Tax 
Clinic I and who wish to garner more 
experience may do so through a 
directed study). Clinical faculty 
provide professional skills training to 
student clinicians and afford them the 
opportunity to gain practical experi­
ence in representing clients in admin­
istrative proceedings before the IRS 
and in judicial proceedings before the 
United States Tax Court. Through 
their participation in the Tax Clinic, 
law students develop important 
lawyering skills by interviewing and 
counseling clients; conducting factual 
investigations; performing legal 
research; analyzing the provisions 
and impact of tax treaties between 
various countries and the United 
States; negotiating compromises; 
drafting documents; and litigating 
tax cases. 

Although law students enrolled 
in the Tax Clinic are responsible for 
their own caseloads, they are closely 
and carefully supervised by clinical 
faculty in all aspects of their represen­
tation of clients. In addition to their 
classroom and on-site clinical work, 
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law students participate in periodic 
strategy meetings, in which they 
have the opportunity to interactively 
discuss the substantive and proce­
dural problems of their own cases 
and those of other students. Clinical 
residents enter into written confiden­
tiality agreements and strictly main­
tain the confidentiality of information 
relating to each client's tax matter. 

MSU-DCL's Tax Clinic prides itself 
on its dual character as an important 
community service project, and as a 
vehicle through which law students 
can learn and incorporate essential 
lawyering skills. The Clinic's "com­
munity service" aspect is demon­
strated in several ways: 

• The Tax Clinic empowers low­
income taxpayers in the commu­
nity who are in controversy with 
the IRS and taxpayers for whom 
English is a second language by 
offering the highest quality legal 
representation, advocacy and 
community service. 

• It provides competent, experi­
enced, and inexpensive legal 
services, helping to ensure 
taxpayer compliance with 
federal, state and local tax laws. 

• It increases public awareness 
and understanding of the tax · 
laws by disseminating infor­
mation - identifying current 
legal issues and anticipating 
future ones. 

• It promotes volunteerism 
by integrating community 
service into legal education. 

• It partners with other institu­
tions of higher education and 
other nonprofit organizations to 
be able to confer more effective 
service. 

The Tax Clinic also furthers legal 
education by 

• Building lawyering competencies 
through service learning in a 
teaching clinic that serves the 
legal needs oflow-income 
taxpayers. 



Michigan Tax Lawyer-4th Quarter 2000 

• Offering students a model of 
practice that provides them 
with comprehensive exposure 
to fundamental lawyering skills 
while providing legal services 
to low-income taxpayers. 

• Teaching students basic income 
tax law and practice and pro­
cedure before the IRS, and 
having the students apply these 
concepts to practice at the Clinic. 

• Teaching law-office management 
and client-service skills. 

• Increasing student awareness 
and understanding of the art 
oflawyering, specifically as it 
relates to their work at the 
Clinic. 

Prospective employers benefit 
from MSU-DCL's Tax Clinic as well, 
for they are able to hire versatile 
students who are far ahead of their 
counterparts in their knowledge of 
substantive and procedural tax law, 
their ability to research sometimes 
arcane tax questions, and their client 
management skills. 

Eleven students have participated 
in this clinical program during the 
first nine months of its operation; 
eight more have enrolled in Tax Clinic 
I for the Spring 2001 term, which 
coincides with filing season. Since its 
opening, the Tax Clinic has prepared 
returns for 72 ESL individuals from 
30 countries, and has provided con­
sultation to other low-income people 
concerning a variety of tax issues 
with the IRS. As the visibility of the 
Tax Clinic increases in the commu­
nity, the number of individuals who 
will seek the services the Clinic 
offers will multiply dramatically, 
thus allowing MSU-DCL students 
to cultivate their lawyering skills by 
representing clients in sophisticated 
tax matters in a busy setting akin to 
that of a small law firm. 

The MSU-DCL Low-Income 
Taxpayer Clinic is housed in the 
heart of East Lansing in the 
CampusTown Mall at 541 East 

Grand River Avenue, and is open 
year-round for walk-in consultation 
or for consultation by appointment. 
The Clinic welComes referrals from 
Tax Section members oflow-income 
and ESL clients in the Greater 
Lansing area. For more information, 
please contact the MSU-DCL Tax 
Clinic by telephone at (517) 336-
8088, by fax at (517) 336-8089, or 
by e-mail at hallorll@dcl.edu. 

Professor Michele L. Halloran has 
directed MSU-DCL Tax Clinic since 
August 2000. Formerly, she headed 
Howard & Howard Attorneys, P.C.'s state 
and local tax practice, was an Administra­
tive Law Judge with the Michigan Tax 
Tribunal, a law clerk to Michigan Supreme 
Court Chief Justice MaryS. Coleman, a 
prehearing attorney with the Michigan 
Court of Appeals, and a law clerk to the 
State Board of Tax Appeals. 
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New IRS Ruling Sanctions 
"Reverse" Like Kind Exchanges 
By: David B. Deutsch 

Section 1031 provides an exception to 
the general rule requiring the current 
recognition of gain or loss realized 
upon the sale or exchange of property. 
Specifically, under Section 1031(a), no 
gain or loss is recognized if property 
held for productive use in a trade or 
business or for investment is ex­
changed solely for property of a like 
kind to be held either for productive 
use in a trade or business or for 
investment. 1 

The rationale offered by Congress 
for the non-recognition of gain or loss 
is that if the taxpayer's money is still 
tied up in the same kind of property 
as that in which it was originally 
invested, he should not be able to 
deduct his theoretical loss on the 
exchange, nor should he be charged 
with the tax on the theoretical profit. 2 

Accordingly, the calculation of profit 
or loss is deferred until it is realized 
in cash, marketable securities or other 
property not of the same kind. More­
over, this deferred tax may be avoided 
altogether, if the replacement property 
passes through an estate and its basis 
is stepped up to the date of death 
value.3 

This non-recognition rule had been 
part of the Internal Revenue Code 
since the 1920's. However, despite 
this provision's long history, for 
many years it was unclear whether 
a transaction in which the transfer 
and receipt of the subject properties 
occurred over a period of time, rather 
than simultaneously, could qualify for 
non-recognition of gain or loss under 
Section 1031. Finally, in Starker v. 
U.S. 4 the Ninth Circuit held that a 
non-simultaneous or deferred ex­
change of property qualified as an 
exchange under Section 1031.5 

Starker was a major taxpayer vic­
tory and prompted a response from 
Congress in the Tax Reform Act of 
1984, by permitting non-simultaneous 

exchanges if the replacement property 
is identified by the taxpayer within 
forty-five ( 45) days after the taxpayer 
transfers the relinquished property, 
and the taxpayer receives the replace­
ment property within one hundred 
eighty (180) days after the taxpayer 
transfers the relinquished property. 6 

On April 25, 1991, the Treasury 
Department promulgated final regu­
lations which provide the rules for 
deferred like kind exchanges under 
Section 1031(a)(3). 7 The preamble 
of the regulations provides that the 
deferred exchange rules under Section 
1031(a)(3) do not apply to "reverse 
exchanges" or "reverse Starkers" (i.e., 
exchanges where the replacement 
property is acquired before the 
relinquished property is transferred). 
However, the preamble indicates 
that the Department of Treasury will 
continue to review the non-recognition 
status of a reverse exchange. 

Despite the Treasury Department's 
position on reverse exchanges, a 
taxpayer occasionally must acquire 
replacement property before the 
disposition of relinquished property. 
For example, the contingencies or the 
sale of the relinquished property may 
not be removed prior to the date of 
closing on the replacement property, 
or the taxpayer's financing commit­
ment at favorable rates may expire 
if the replacement property fails to 
promptly close before the relinquished 
property closes, or perhaps the re­
placement property will require con­
struction or improvements that will 
take more than one hundred eighty 
(180) days to complete. To avoid these 
problems, taxpayers have engaged in 
so-called "parking" or "warehousing" 
transactions in order to accomplish 
reverse exchanges. In a typical "park­
ing" transaction, the taxpayer "parks" 
the replacement property with an 
accommodation party until such time 
as the taxpayer arranges for the 
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transfer of the relinquished property 
to the ultimate purchaser in a simulta­
neous or deferred exchange. Once a 
transfer is arranged, the taxpayer 
transfers the relinquished property to 
the accommodation party in exchange 
for the replacement property, and the 
accommodation party then transfers 
the relinquished property to the ulti­
mate purchaser. In other situations, 
an accommodation party may acquire 
the desired replacement property on 
behalf of the taxpayer and immedi­
ately exchange such property with the 
taxpayer for the relinquished property, 
thereafter holding the relinquished 
property until the taxpayer arranges 
for a transfer of such property to the 
ultimate purchaser. 

On September 15, 2000, the Internal 
Revenue Service issued Revenue 
Procedure 2000-378 which provides 
a safe harbor for the qualification of 
certain reverse like kind exchanges 
under Section 1031. Specifically, the 
Internal Revenue Service will not 
challenge the qualification of property 
as either "replacement property'' or 
"relinquished property" (as defined in 
Section 1.1031(k)-l(a)) for purposes of 
Section 1031, or the treatment of the 
exchange accommodation titleholder 
as the beneficial owner of such prop­
erty for tax purposes if the property 
is held in a Qualified Exchange Accom­
modation Arrangement ("QEAA"). 
For purposes of the Revenue Proce­
dure, property is held in a QEAA if all 
of the following requirements are met: 

1. Qualified indicia of ownership of 
the property is held by a person 
who is not the taxpayer or a 
disqualified person (as defined in 
Treas. Regs. Section 1.1031(k)-1(k) 
("Exchange Accommodation 
Titleholder"). Such ownership 
must be held by the Exchange 
Accommodation Titleholder at all 
times from the date of acquisition 
until the property is transferred. 
"Qualified indicia of ownership" 
means legal title to the property, 
other indicia of the ownership of 

the property that are treated as 
beneficial ownership of the prop­
erty under applicable principles of 
commercial law (i.e., contract for 
deed), or interest in an entity that 
is disregarded for tax purposes 
(i.e., a single member limited 
liability company) and that holds 
either legal title to the property 
or other such indicia of ownership; 

2. At the time of the transfer of 
ownership to the Exchange Accom­
modation Titleholder, it is the 
taxpayer's bona fide intent that the 
property be held by the Exchange 
Accommodation Titleholder repre­
sent either replacement property 
or relinquished property in an 
exchange that is intended to 
qualify under Section 1031; 

3. No later than five (5) days after 
the transfer of ownership of the 
property to the Exchange Accom­
modation Titleholder, the taxpayer 
and the Exchange Accommodation 
Titleholder enter into a written 
agreement known as the Qualified 
Exchange Accommodation Agree­
ment ("QEA Agreement") that 
provides that the Exchange 
Accommodation Titleholder is 
holding the property for the benefit 
of the taxpayer in order to facili­
tate an exchange under Section 
1031, and the taxpayer and 
the Exchange Accommodation 
Titleholder agree to report the 
acquisition, holding, and disposi­
tion of the property in accordance 
with Revenue Procedure 2000-37. 
Further, the QEA Agreement 
must specify that the Exchange 
Accommodation Titleholder will 
be treated as the beneficial owner; 

4. No later than forty-five (45) days 
after the transfer of the ownership 
of the replacement property to the 
Exchange Accommodation Title­
holder, the relinquished property 
is properly identified in accordance 
with Treas. Regs. Section 
1.1031(k)-1(c)( 4); 

5. No later than one hundred eighty 
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(180) days after the transfer of 
ownership of the property to 
the Exchange Accommodation 
Titleholder, (a) the property is 
transferred through a qualified 
intermediary (as defined in 
Section 1.1031(k)-l(g)(4)) to the 
taxpayer as replacement property; 
or (b) the property is transferred 
to a person who is not the tax­
payer or a disqualified person as 
relinquished property; and 

6. The combined time period that 
the relinquished property and the 
replacement property are held 
in a QEAA does not exceed one 
hundred eighty (180) days." 

In addition, Revenue Procedure 
2000-37 allows a great deal offlexi­
bili ty with respect to the type of 
permissible economic relationships 
between the taxpayer and the 
Exchange Accommodation Titleholder. 
Specifically, the following types of 
arrangements are permitted: 

1. The Exchange Accommodation 
Titleholder may serve as a 
qualified intermediary (as 
defined in Treas. Regs. 
Section 1.1031(k)-1(g)(4)); 

2. The taxpayer or disqualified 
person may guarantee some 
or all of the obligations of the 
Exchange Accommodation 
Titleholder, including secured 
or unsecured debt incurred to 
acquire the property, or indemni­
fies the Exchange Accommodation 
Titleholder against costs and 
expenses; 

3. The taxpayer or a disqualified 
person may loan funds to the 
Exchange Accommodation 
Titleholder; 

4. The property may be leased by 
the Exchange Accommodation 
Titleholder to the taxpayer or 
a disqualified person; 

5. The taxpayer or a disqualified 
person may manage the property, 
supervise the improvement of the 
property, act as a contractor, or 
provide other services to the 
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Exchange Accommodation 
Titleholder with respect to 
the property; 

6. The taxpayer and the Exchange 
Accommodation Titleholder 
may enter into purchase and 
sale agreements with respect to 
the property, which may include 
fixed or formula prices, provided 
that the term of such purchase 
and sale agreements is not in 
excess of one hundred eighty­
five (185) days from the date 
the property is acquired by 
the Exchange Accommodation 
Titleholder; or 

7. The taxpayer and the Exchange 
Accommodation Titleholder enter 
into agreements or arrangements 
providing that any variation in 
the value of a relinquished 
property from the estimated 
value on the date of the Exchange 
Accommodation Titleholder's 
receipt of the property be taken 
into account upon the Exchange 
Accommodation Titleholder's 
disposition of the relinquished 
property through the taxpayer's 
advance of funds to, or receipt 
of funds from, the Exchange 
Accommodation Titleholder.10 

David B. Deutsch is a shareholder at 
Couzens, Lansky, Fealk, Ellis, Roeder & 
Lazar, P.C. Mr. Deutsch's areas of practice 
include mergers and acquisitions, business 
and tax planning, entity selection and 
formation, family business transfers and 
succession planning, and planning issues 
relating to corporations, partnerships and 
limited liability companies. 

------------ENDNOTES-----------
1. IRC §1031(a)(1) 
2. HR Rep No. 704, 73d Cong, 2d Sess (1934) 
3. IRC §1014(a) 

4. 602 F. 2d 1341 (9th Cir. 1979) 
5. 602 F. 2d at 1355 

6. IRC§1031(a)(3) 
7. Treas. Regs. §1.1031(k)-1 

8. Rev. Proc. 2000-37 
9. Rev. Proc. 2000-37, Section 4 

10. Rev. Proc. 2000-37, Section 4 
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Michigan Supreme Court 
Finds that MailingNotice to 
Corporation's Last Known 
Address Satisfies Statute 

Reversing the appellate court and 
reinstating the circuit court's grant 
of summary disposition for the plain­
tiffs, the Michigan Supreme Court, 
in Smith v. Cliffs on the Bay Condo­
minium Association (617 N.W.2d 536; 
2000 Mich. LEXIS 2063 (October 10, 
2000)), found that following the statu­
tory notice requirements for mailing 
tax delinquency and redemption 
notices to a corporation at its last 
known address provides adequate 
constitutional notice. 

The dispute involved a parcel 
ofland, located adjacent to a con­
dominium complex, that was not 
included in the condominium associa­
tion's original land description, and 
was later conveyed to the association 
in a separate deed. Tax bills were . 
sent to the defendant's last known 
address and remained unpaid. 
The parcel ofland was sold to the 
plaintiffs in a 1980 tax sale. 

The Court of Appeals, relying on 
Dow v. Michigan, 396 Mich. 192; 240 
N.W.2d 450 (1976), found that the 
state did not use "such means as one 
desirous of actually informing the 
property owner might reasonably 
adopt" when it failed to make further 
inquiry as to the defendant's current 
address after the notice of hearing 
was returned as undeliverable. The 
Supreme Court noted that the Gen­
eral Property Tax Act, M.C.L. 211.1 
et seq.; M.S.A. 7.1 et seq., provides 
that it is sufficient to mail notice to 
the owner at the owner's last known 
address. 

Michigan Court of Appeals Holds 
that Use Tax Exemption Applies 
to Milk Testing Equipment 

In Michigan Milk Producers Associa­
tion v. Department of Treasury (2000 
Mich. App. LEXIS 204 (September 12, 
2000)), the Michigan Court of Appeals 

affirmed the Tax Tribunal's decision 
to cancel a use tax assessment. At 
issue was the interpretation ofM.C.L. 
205.94(D; M.S.A. 7.555(4)(f), which 
exempts from use .tax "property sold to 
a person engaged in a business enter­
prise and using and consuming the 
property" for agricultural or horticul­
tural production. The parties did not 
dispute that the Association was 
engaged in a business enterprise. The 
Court examined administrative rules 
to determine that commercial dairy 
farming (i.e., milk production) falls 
within the scope of the exemption. 
The milk testing, required by law, 
essentially establishes quality control, 
which is part of the production pro­
cess, the Court noted. Accordingly, 
the Court concluded that the Tax 
Tribunal's finding that the exemption 
applied to the Association was 
supported by the evidence. 

Property Taxes on Leased 
Land Should be Deducted, 
Tax Tribunal Rules 

On remand, the Michigan Tax Tribu­
nal, in Freedom Village of Holland v. 
City of Holland (MTT Dkt. Number 
170827 (August 22, 2000)) considered 
whether property taxes on leased land 
were properly accounted for as an 
operating expense in determining the 
valuation of the subject property. 
The taxpayer's lease specifically stated 
that the lessee/taxpayer was respon­
sible for the property taxes. Thus, the 
Tribunal concluded that the deduction 
of the land lease expense as well as 
the associated property taxes was 
proper under the income valuation 
method. 

Wetlands Property was Properly 
Excluded from Special Assessment 
District, Michigan Court of Ap­
peals Rules 

In Blaser v. Township of East Bay (242 
Mich. App. 249; 617 N.W.2d 742; 2000 

. Mich. App. LEXIS 186 (August 18, 
2000)), the Michigan Court of Appeals 
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affirmed the Tax Tribunal's decision, 
holding that the township properly 
excluded wetlands property from a 
special assessment district. In order 
to build a sewer system, the township 
was required to have signatures from 
over half of the land owners in the 
special assessment district. The 
signature petition met that require­
ment if the wetlands were excluded, 
but represented only about one-third 
of the relevant land owners if the 
wetlands were included. The Court 
noted that the township was statuto­
rily required to exclude the wetlands 
because the wetlands would not 
benefit from the sewer system. 
The Court found that the signature 
petition was sufficient because it 
represented over half of the relevant 
land owners. 

Michigan Legislature Adds 
Personal Property Tax 
Exemption for Inventory 

On October 24, 2000, Gov. John 
Engler approved legislation that 
exempts inventory from personal 
property taxation. The bill (House 
Bill 5153, Public Act No. 317) amends 

Michigan Tax Lawyer-4th Quarter 2000 

M.C.L. 211.9c; M.S.A. 7,9(3) to revise 
the definition of inventory to exclude 
leased personal property and property 
which has been depreciated or amor­
tized under the Internal Revenue 
Code. 

Michigan Department of 
Treasury Withdraws Outdated 
Letter Rulings 

On August 18, 2000, the Michigan 
Department of Treasury ("Depart­
ment") issued Revenue Administrative 
Bulletin ("RAB") 2000-6 which with­
draws various letter rulings. RAB 
2000-6 states that the Department 
determined the withdrawn letter 
rulings no longer served as good ex­
amples because of changes in the law, 
or because they confused rather than 
helped the public. The letter rulings 
withdrawn concern various state taxes, 
including sales and use taxes, Single 
Business Tax, individual income tax, 
motor fuel and motor carrier tax, 
severance tax, and estate tax. 

Th1s update was prepared by Marjorie Bilyeu 
Gell and Jennifer Troyer of KPMG LLP. 

The following After Hours Tax Law Seminars will be held at the MSU 
Management Education Center. For further information, call ICLE at 
(877) 229-4350. 

January 23, 2001 

Business Valuations 
Speaker: Edward Dupke, Rehman Robson, P.C.; Grand Rapids 

February 20, 2001 

Tax Aspects of Buying and Selling a Business 
Speaker: Mark Larson, Dykema Gossett, Detroit 

March 20, 2001 

Tax Practice, Procedure and Litigation 
Speakers: Eric M. Nemeth, Raymond & Prokop, Southfield, 

and Trevor T. Wetherington, Ernst & Young, Detroit 
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