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The Michigan Business Tax

by Jack Van Coevering

In July 2007, the Michigan Legislature passed
the Michigan Business Tax (MBT).! The MBT
took effect January 1, 2008, replacing the thir-

ty-year-old Single Business Tax (SBT).

Among its many objectives, the MBT
was developed to provide a stable revenue
stream that did not have the complexity of
the SBT.? To achieve this, the tax combines a
separately calculated income tax’ (providing
simplicity) with a separately calculated gross
receipts tax* (providing stability). Drafters
hoped that the gross receipts levy would
raise two-thirds of the business tax revenue
with the business income tax raising the re-
maining one-third. The recent budget deficit
was also addressed by imposition of a sur-
charge,” which increases the total amount of
tax calculated from both income and receipt
taxes by 21.99 percent.® Regardless of how
the objectives were achieved, they were con-
ditioned on limiting, if not reducing, the tax
burden on Michigan businesses. Hence, the
MBT’s two most distinguishing features are
its significant expansion of the taxpayer base,
particularly as to nonresident businesses,
and the substantial credits provided to Mich-
igan businesses. The purpose of this article
is to review those objectives, their conceptual
underpinnings, and the constitutional chal-
lenges they raise.

Taxpayers and Exempt Entities

Most SBT taxpayers will continue to be MBT
taxpayers.” The MBT retains the same filing
threshold as the SBT. Taxpayers with $350,000
in allocated or apportioned “gross receipts”
are required to file and pay the MBT.?

The MBT defines “taxpayer” to mean “a
person or unitary business group liable for
the tax, interest, or penalty under this act.”’
The term “person,” under the MBT, is similar
to the SBT definition' with the addition of
three new entities: limited liability partner-
ships, subchapter S corporations, and limited
liability companies.'' The addition, however,
is a clarification, as the SBT contained a gen-
eral “catch-all” provision, which the MBT
continues, for any “other group or combina-
tion acting as a unit.” Both versions included
trusts and estates.

What is new is the introduction of a “uni-
tary business group” as a single “taxpayer.”

The MBT defines a unitary business group
as:
A group of United States persons,
other than a foreign operating enti-
ty'2, 1 of which owns or controls,
directly or indirectly, more than 50%
of the ownership interest with vot-
ing rights or ownership interests that
confer comparable rights to voting
rights of the other United States per-
sons, and that has business activities
or operations which result in a flow
of value between or among persons
included in the unitary business
group or has business activities or
operations that are integrated with,
are dependent upon, or contribute to
each other. For purposes of this sub-
section, flow of value is determined
by reviewing the totality of facts and
circumstances of business activities
and operations.
The first half of the definition addresses a
control test. The Michigan Department of
Treasury has stated that it will use the attri-
bution rules contained in IRC 318 to deter-
mine control.”” The second half of the defi-
nition incorporates standards enunciated by
the United States Supreme Court in Mobile
Oil Corp v Commissioner of Taxes of Vermont'
and Container Corp of Am v Franchise Tax
Bd” and represents alternative tests: flow
of value, or contribution or dependency.
The flow of value is often present with cen-
tralized management or economies of scale.
Contribution or dependency might exist if
one entity finances the other, but between the
two, there may or may not exist centralized
management or economies of scale.'®
Because the “unitary business group” is
considered a “taxpayer,” everything from
the determination of the filing threshold to
the qualification or disqualification for cred-
its are determined at the unitary business
group level and not determined at the mem-
ber level. A limited liability company with
less than the $350,000 in receipts and that
would not have been required to file an SBT
return will, if it is a member of a unitary busi-
ness group with total receipts that exceed the
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filing threshold, be required to be included in
the “unitary business groups” return."”

The MBT exempts the agencies and po-
litical subdivisions of the United States,
Michigan, and other states.'® It also exempts
most entities that are exempt federally, i.e.,
charitable or education organizations. Or-
ganizations exempt under IRC 501(c)(12) or
501(c)(16) are not exempt from the MBT."
For the remaining exempt entities, the MBT
exemptions are limited to specific portions of
the tax base attributable to specific nonprofit
activities. The entities subject to this partial
exemption include nonprofit cooperative
housing corporations, farmers’ cooperative
corporations, agricultural producers, an at-
torney-in-fact to reciprocal insurers, and
multiple employer welfare arrangements for
dental benefits.*

Nonresident Taxpayers: Nexus

SBT and now MBT taxpayers will have more
company. The MBT pursues an aggressively
low nexus standard to subject the highest
number of nonresident businesses to the
tax. “Nexus” refers to federal constitutional
limitations on a state’s jurisdiction. Due Pro-
cess Clause “nexus” between a person and
a state is established when the person pur-
posefully avails itself of the state’s benefits.!
Michigan courts have held that Commerce
Clause “nexus” requires a taxpayer’s physi-
cal presence in the state. A third restriction
applies only to state income taxes by federal
law, Pub L No 86-272 (also known as 15 USC
381), and prohibits states from imposing an
income tax if the only activity in the state was
sales solicitation. That law did not apply to
the SBT, as the Michigan Court of Appeals
in Gillette? and Guardian Industries” deter-
mined that the SBT was not a tax on, or based
on, net income.

Gillette and Guardian allowed Michigan to
aggressively pursue nonresident businesses
under the lower constitutional standard.*
Though the expansion of the taxpayer base
to nonresidents through a lower nexus stan-
dard was unanticipated when the SBT was
first enacted, the state has gained a first-hand
understanding of its revenue potential.”® Na-
tionally, fundamental nexus disputes remain
regarding the extent to which a taxpayer
must have physical presence or even wheth-
er a physical presence standard applies to a
business tax at all.?

Within this context, the MBT establishes,
by statute, the lowest nexus standard known

to exist in the United States by mandating
a finding of nexus if the taxpayer has either
physical presence of more than one day in
Michigan or, alternatively, “actively solic-
its” sales in the state that resulted in at least
$350,000 in gross receipts.” In other words,
the MBT rejected prior SBT case law requir-
ing physical presence. Instead, the MBT’s
alternative test suggests the legal conclusion
that there is no difference between the Com-
merce Clause and the Due Process tests.
Regarding the physical presence test, the
MBT defines “physical presence” to mean
“any activity conducted by the taxpayer or
on behalf of the taxpayer.”?® The Depart-
ment of Treasury has indicated that it will
supplement this definition with reference
to published standards contained in an SBT
Revenue Administrative Bulletin (RAB) re-
garding SBT nexus.”” For the alternative test
of solicitation and sales, the MBT gives the
Department of Treasury discretion to define
the phrase “actively solicits,” though it re-
quires that any guidance be written and that
it apply prospectively.’* In December 2007,
the Department of Treasury issued a Rev-
enue Administrative Bulletin defining the
term “actively solicits” to mean “purposeful
solicitation of persons within this state” that
“explicitly or implicitly invite[ ]” an order
or are entirely “ancillary to requests for an
order” ' Solicitation, according to the RAB,
is purposeful when “it is directed at or in-
tended to reach persons within Michigan or
the Michigan market.” Some examples in the
RAB include the use of mail, telephone, ra-
dio, Internet, television, including the main-
tenance of an Internet site over which sales

transactions occur.

Though the MBT does not address Pub
L No 86-272, the Department of Treasury
has said that Pub L No 86-272 would only
apply to the business income tax portion of
the MBT.*? Once any activity in the state ex-
ceeds the solicitation of sales threshold (the
Pub L No 86-272 standard), the taxpayer will
be subject to the Business Income Tax (BIT)
on its entire tax base for the tax year. Con-
ceivably a taxpayer could be subject only to
the gross receipts tax, if the taxpayer’s sole
activity was the solicitation of sales. A tax-
payer soliciting through an Internet site, for
example, would be protected under Pub L
No 86-272 from the Michigan Business Tax
but would be still be subject to the modified
gross receipts tax because its activity meets
the definition of “actively solicits.” The low
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nexus standard also has implications to re-
lated entities of the taxpayer. If the taxpayer
is a flow-through entity that has nexus, the
individual partners and shareholders will be
subject to apportionment under Michigan's
Income Tax Act on their distributive share of
income.* While the nexus impact on partners
and shareholders has not changed, the MBT’s
lower nexus standard will affect more flow-
through entities, and, consequently, more
partners and shareholders. A similar dy-
namic applies to the unitary business group.
If one member of a unitary group has nexus,
the income and receipts for all the members
will be apportioned to Michigan.

A statutory nexus standard does provide
a clearer starting point for the battles that
will follow. It does not, however, eliminate
the likelihood that the ultimate standard will
be framed by courts. Having the most ag-
gressive nexus standard may make mean-
ingful compliance by nonresident businesses
more difficult, generate more litigation, pro-
vide less meaningful insight into the nexus,
and engender a considerable risk of large re-
funds.

The Business Income Tax

The BIT is imposed on every taxpayer with
business activity in the state, unless prohib-
ited by Pub L No 86-272.* It is calculated by
imposing a 4.95 percent rate on the “busi-
ness income tax base” after allocation and
apportionment.”> The base is determined
by making several adjustments to “business
income,” before allocation and apportion-
ment, and by deducting MBT business loss-
es after allocation and apportionment. The
adjustments reverse the federal tax treatment
by adding income items to the extent they
were excluded from federal taxable income
and subtracting to the extent the item was
included in federal taxable income. A sum-
mary of the adjustments follows:

e Add back interest and dividends from
non-Michigan obligations and securi-
ties.

e Add back taxes imposed on or mea-
sured by net income.

e Add back carryback or carryover net
operating losses.

e Subtract dividends and royalties
received from non United States per-
sons or from a "foreign operating
entity," (United States persons that
would be part of a unitary group with
substantial operations in foreign coun-

tries and that derive 80 percent of their
income from active foreign business).
See MCL 208.1109 (5))

e Subtract interest income from United
States securities.

e Subtractnetearnings fromself-employ-
ment of the taxpayer, or a partner or
limited liability company member of
the taxpayer, except to the extent that
the net earnings represent a reasonable
return on capital.

e Add the loss or subtract the income
attributable to another entity whose
business activities are taxable under
the BIT, or would be subject to the BIT
if the business activities were in this
state.

e Add back any royalty, interest, or
other expense paid to a related person
for the use of an intangible asset, if that
person is not included in the taxpayer's
unitary business group.*

The last adjustment addresses tax plans using
intangible holding companies to redirect roy-
alty income to another entity in a non-taxing
state, reducing the taxpayer’s income by
expensing a royalty payment. See Geoffrey,
Inc v So Carolina Tax Comm'n, 437 SE2d 13
(1993), cert den 114 S Ct 550. Thus, this plan-
ning tool is denied under the MBT. The MBT
presumptively adds back royalty, interest, or
other expenses unless the taxpayer can over-
come four rather significant hurdles. These
include a nontax business purpose other
than avoidance of the tax, arms-length pric-
ing, rates and terms as applied by IRC 482%
and 1274(d), and one of three exceptions is
satisfied: the item represents a pass-through
of another transaction between a third-party
and the related person with comparable rates
and terms, or it results in double taxation
because the transaction is subject to tax in
another jurisdiction, or it is unreasonable as
determined by the Department of Treasury.
38

Given the long-voiced complaints regard-
ing the SBT’s inclusion of compensation in
the SBT tax base, it bears underscoring the
MBT’s more favorable treatment of com-
pensation. In addition to the very significant
credit for compensation in Michigan that po-
tentially eliminates half of the MBT liability,
the BIT has eliminated compensation both in
the definition of “business income”? and as
an adjustment, noted above, for “any earn-
ings that are net earnings from self-employ-
ment...of the taxpayer or a partner or limited
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liability company member of the taxpayer
except to the extent that those net earnings
represent a reasonable return on capital.” 4’

The “business income” of a unitary busi-
ness group is the sum of the business income
of each person. In addition to the adjustments
described above, the group would also sub-
tract any items of income and related deduc-
tions from transactions between members of
the unitary business group. The “business in-
come” of “foreign operating entities,” finan-
cial institutions, and insurance companies is
excluded.”

What is “business income”? The MBT’s
statutory definition of “business income”*
lacks an exception for income functionally
and transactionally unrelated to a taxpayer’s
regular trade or business. The Due Process
Clause requires that, for nonresident busi-
nesses, the income must still have some con-
stitutionally sufficient relationship, under
the unitary business principle, to the activity
of the business in the taxing state.*’ “Business
income” is defined as “that part of federal
taxable income derived from business activ-
ity.” However, the broad SBT definition of
“business activity”* has been retained with-
out the exception for a “casual transaction.”
As a result, there is no connection to “trans-
actions and activity in the regular course of
the taxpayer’s trade or business.”* Whether
the MBT’s definition of “business activity”
meets the requirements of Due Process when
applied to income from “incidental” activity
in “interstate or foreign commerce,” having
only “indirect” benefit to the nonresident
business’s regular trade or business in Michi-
gan, is questionable.

The definition of “business income” con-
tinues with entity-specific guidelines for: a
partnership or S Corp; an exempt cooperative
electric company; an exempt entity; and “an
individual, estate, or partnership organized
exclusively for estate or gift planning pur-
poses.”® The first three guidelines parallel
federal tax treatment. The last item addresses
the income from trusts, family limited part-
nerships, and other estate planning entities.
As to this last set of entities, however, the
language raises some questions regarding
whether the qualifier, “organized exclusive-
ly for estate or gift planning purposes,” ex-
cludes other business purposes that may be
required under federal case law.”

The Modified Gross Receipts Tax

A general business tax measured by gross
receipts is not new to Michigan. The precur-
sor to Michigan’s corporate income tax was a
Business Activities Tax thatimposed an excise
tax on gross business activities, measured by
gross receipts. Though gross receipts taxes
use some of the same receipts that are used
to determine a retail sales tax, gross receipt
taxes are not taxes on the sales to the ultimate
consumer and are not collected on a sales
transaction basis. Typically, exclusions for
business inputs are not present, and the tax
itself is not deductible from the base. These
distinctions exist because the gross receipts
tax seeks to encompass all of the business’
activity in the state, not just sales.

For 25 years, Michigan held to roughly
the same definition of “gross receipts” that
had been used in the Business Activities Tax.
The definition changed significantly in 2000,
when the Department of Treasury sought to
remedy seemingly inconsistent court cases
and resolve the pending litigation.*® In addi-
tion to new exceptions,49 the MBT retains the
SBT’s definition of “gross receipts” and all of
the definition’s exceptions.”*® The definition
of “gross receipts” was not as important with
the SBT, which used the definition of “gross
receipts” to set the parameters of the tax, es-
tablishing a filing threshold and a maximum
cap on the SBT liability —the maximum SBT
liability. By contrast, the MBT uses gross
receipts both to determine the MBT filing
threshold and to calculate the modified gross
receipts tax base. Having a tax based on gross
receipts under which all taxpayers will pay
means the MBT may have ramifications for
taxpayers who generally did not incur a tax
liability under the SBT.

The MBT’s modified gross receipt tax re-
flects both the breadth of a gross receipts tax
and the problem of including business inputs
that may not always logically portray a busi-
ness’s activity. Both characteristics are found
in the MBT’s definition of “gross receipts,”
which is not tied to a trade or business (i.e.,
sale of inventory or services) but applies to
any “direct or indirect gain, benefit, or ad-
vantage to the taxpayer or to others.”>! The re-
tained SBT exceptions took out receipts that
benefited someone other than the taxpayer,
such as a taxpayer-property manager’s re-
ceipt of rent for the owner or receipts that did
not represent an actual profit to the taxpayer
(such as an exchange of like-kind property),
the receipt of a security deposit, a purchaser
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discount, or insurance reimbursements for
stolen or damaged property. For mortgage
companies, sales finance companies, or se-
curities brokers or dealers, the new MBT ex-
ceptions eliminate from “gross receipts” the
repayment or sale of the principal amount of
loans, bonds, mutual funds, certificates of de-
posit, or marketable instruments.”> Another
new MBT exception from “gross receipts” for
professional employer organizations (PEO)
excepts the amounts a PEO would receive to
pay a covered employee of the employer-cli-
ent.” Finally, an amendment similar to the
“business income” exception addresses the
gross receipts of trusts, family limited part-
nerships, and other estate planning entities,
but this is limited to those entities that are
“exclusively organized for estate or gift plan-
ning purposes.”* The new MBT exceptions
are the first statutory effort to except passive
investment receipts from “gross receipts” for
individuals, estates, and for trusts or partner-
ships “organized exclusively for estate or gift
planning purposes.” As to this last set of enti-
ties, however, it is unclear whether the quali-
fier “organized exclusively for estate or gift
planning purposes” excludes other business
purposes.” Receipts from personal invest-
ment activity and disposition of property
held for personal use and enjoyment are also
excluded. *

A taxpayer’s gross receipts are modi-
fied by the subtraction for “purchases from
other firm.””” The MBT defines this phrase to
mean:

a) Inventory acquired during the tax year,
including freight, shipping, delivery,
or engineering charges included in the
original contract price for the inven-
tory.

b) Assets, including the cost of fabrica-
tion and installation, acquired during
the tax year...that are, or under the
internal revenue code will become, eli-
gible for depreciation, amortization, or
accelerated capital cost recovery...

c) To the extent not included in inventory
or depreciable property, materials and
supplies, including repair parts and
fuel.

d) For a staffing company, compensation
of personnel supplied to customers of
staffing companies. ...

e) .payments to subcontracts for a con-
struction project under a contract spe-
cific to that project.

f) For the 2009 tax year, 50% of film rental
or royalty payments paid by a theater
owner to a film distributor, a film pro-
ducer, or a film distributor or produc-
er. For the 2010 tax year and each tax
year after 2010, all film rental or roy-
alty payments paid by a theater owner
to a film distributor, a film producer,
or a film distributor and producer.®

The definition of “purchases from other
firms” raises a number of questions. First, a
number of terms are not defined, i.e. “materi-
als,” “supplies,” etc. Second, intangible per-
sonal property or services are not excluded.
It may not be clear with respect to the inven-
tory deduction whether these items could be
treated as part of the inventory cost (i.e. war-
ranties) if they were included in the contract
price for inventory. The Department of Trea-
sury has stated that “labor” is not included
as a “purchase from other firms.” While a
staffing company may deduct compensation
paid to personnel supplied to the staffing
company’s clients, the client’s payments to
the staffing company do not constitute “pur-
chases from other firms.”*

For a unitary business group, the modi-
fication (or deduction for “purchases from
other firms”) from gross receipts is a sum of
the individual calculations by each member,
and the deduction of “modified gross re-
ceipts arising from persons included in the
unitary business group.”* For the 2008 year
only, both individual businesses and unitary
business groups may also subtract unused
business loss carryforwards from the 2006
and the 2007 tax years. For unitary business
groups, the loss carryforward may only be
deducted by the individual members as if the
member were not included in the group.®’

Apportionment and Allocation of
the Tax Base

To identify business activity in Michigan,
both the business income tax base and the
modified gross receipts tax base are subject
to apportionment or allocation.®* If the tax-
payer’s “business activity” is confined sole-
ly to Michigan, then the MBT tax base will
be allocated to Michigan. Taxpayers whose
“business activities” are both in Michigan
and in other states must apportion the tax
base by use of a sales factor, the numerator
of which represents the taxpayer’s total sales
in Michigan and the denominator of which
represents total sales everywhere else.”
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The MBT does not include any “throw
back” provision for apportionment in which
sales occurring outside of Michigan would
nevertheless be “thrown back” into the
Michigan numerator if the other state could
not tax the sale. Sales remain in the denomi-
nator regardless of whether they are taxed
or whether the other state has constitutional
nexus to tax. There is a caveat: if the taxpayer
does not have nexus with at least one other
state, regardless if it has sales in that state,
the taxpayer cannot apportion its MBT tax
base at all.**

The MBT'’s provisions sourcing sales rev-
enue utilize three general rules: the location
of the property being sold, the location of
where the property is used, and where the
service customer is located or where the ben-
efit is received. At the risk of over-simplifica-
tion, the following guidelines are a starting
point to determine whether the business ac-
tivity is attributable to Michigan:

Location of the property

e Sales of tangible personal property are

sourced by the shipping or delivery
point

e Sales of gas or electricity are sourced to

the ultimate destination point

e Receipts from origination of a loan,

interest from a loan secured by real
property

¢ Loan servicing fees on loans secured

by real property

Location of use

e Lease or rental of tangible personal

property

e Lease or rental of mobile transporta-

tion property

¢ Royalties, use or right to use intangible

property, licenses, franchises, copy-
rights

¢ Receipts from transportation services

Location of customer or the benefit re-
ceived

e Performance of services

e Security brokerage services

¢ Management, distribution, administra-

tion of brokerage services

¢ Interest from a loan not secured by real

property

e Receipts from credit card receivables,

the sale of credit cards, and interest

e Receipts from the sale of securities or

other investment instruments

e Receipts from the sale of telecommuni-
cation services

e Receipts from live radio or television
programming®

Exceptions to the above generalization are
the various sales of telecommunication ser-
vices,* which largely reflect the industry’s
capability in tracing the service. The rules
also contain a general rule for receipts that
have not been specifically addressed, requir-
ing that the receipts be sourced based on
where the benefit to the customer is received,
or, if that cannot be determined, the custom-
er’s location.””” A number of the provisions
have similar default sourcing rules if the first
sourcing rule cannot be determined.

One constitutional question is whether
a single sales factor itself is constitutional.
Though a single sales factor apportionment
increases the tax for businesses with less
physical presence and generally less busi-
ness activity in the state, the United States
Supreme Court approved of a single sales
factor in Moorman Manufacturing Co v Bair,%
concluding that a single sales factor was not
“inherently arbitrary” and “did not produce
an unreasonable result.” However, the MBT
single sales factor apportionment may pres-
ent some additional questions. One issue
may be the disparity between the significant
number of site-based credits given to busi-
nesses with a significant physical presence
in the state but utilizing a different measure
of business activity to apportion the tax base.
Another similar issue may be the difference
that exists between the income and receipts
in the MBT tax base and the MBT’s definition
of sales used as a basis for apportionment.®’
The MBT defines “sales” in part to be:

the amounts received by the taxpayer

as consideration from...[t]he transfer

of title to, or possession of, property

that is stock in trade or other prop-

erty of a kind that would properly

be included in the inventory of the

taxpayer if on hand at the close of

the tax period or property held by

the taxpayer primarily for sale to

customers in the ordinary course of

the taxpayer’s trade or business. For

intangible property, the amounts

received shall be limited to any gain

received from the disposition of that

property....”°
By contrast, the definition of “sales” excludes
income/receipts from isolated transactions
and excludes income/receipts from trans-
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actions that are not functionally related to
the taxpayer’s trade or business. The same
income and receipts are included in the tax
base but not included in the apportionment
factor.”! It is unclear, particularly in the
instance of large out-of-Michigan asset sales,
liquidations, and mergers or acquisitions,
whether this narrow apportionment scheme
is reasonable.

Another issue concerns the treatment of
the unitary business group. A unitary busi-
ness group is required to include the sales
in Michigan of every person included in the
unitary business group without regard to
whether the person has nexus in this state.”
The obvious question this raises is whether it
is constitutional to include as Michigan sales,
sales made by a member of the unitary busi-
ness group, even though the member has no
nexus with Michigan. Is the MBT taxing in-
come and receipts that would not otherwise
be taxed?

While this method of unitary apportion-
ment has been litigated in other states, most
notably California,”> most states have three-
factor formulary apportionment schemes
(property, payroll, and sales); that is to say,
that even if the sale factor “overstated” the
taxable sales in the state, the lack of a proper-
ty or payroll in the state would have “damp-
ened” extent of the purported “overstate-
ment.” Coupled with the MBT’s aggressive
nexus standard, these issues may suggest
that the MBT’s single sales apportionment
factor, even under Moorman, has produced
an “unreasonable result.”

The MBT’s alternative apportionment
provisions may ultimately be the method
of resolving these questions.”* If the Depart-
ment of Treasury determines that the appor-
tionment provisions of the act do not “fairly
represent the taxpayer’s business activity in
this state,” the Department of Treasury is au-
thorized to “use any other method” that will
achieve an “equitable allocation and appor-
tionment of the taxpayer’s tax base.”” The
alternative apportionment provision leaves
much to the Department of Treasury’s dis-
cretion.

Credits

In General

One goal underlying the MBT was to attract
jobs to Michigan, particularly in research and
development and manufacturing. To achieve
this goal, the MBT provides a number of tax
credits that reduce the tax liability for quali-

fying taxpayers and addresses common com-
plaints regarding the SBT: the compensation
credit, the personal property tax credit, the
“phase in” credit, and changes to the small
business credit.

The calculation of credits is made after
allocation and apportionment and the sur-
charge. There is an order in which the credits
may be taken. The largest three credits (com-
pensation, net investment, and research and
development) are all new under the MBT
and must be taken before any other credits.”®
The compensation and net investment cred-
its, together, are capped at 50 percent of the
taxpayer’s total liability after the surcharge.
The cap increases to 52 percent in 2009.”” The
cap also rises to 65 percent of the taxpayer’s
liability with the inclusion of the third credit
for research and development.”® After the
three large credits, the taxpayer must take the
Alternate (formerly Small Business) Credit. ””
Thereafter the taxpayer may take a “phase-
in” credit, which was created for the purpose
of providing a gradual increase of the MBT
for those small MBT taxpayers that are just
over the $350,000 filing threshold but under
$700,000.%° Other credits may then be taken.

Most of the credits have a lower rate for
the 2008 tax year, again the result of the sur-
charge tax and the effort to resolve the state’s
budget crisis. For 2009 and subsequent tax
years, the rate for most credits increase. The
MBT permits any unused SBT credit carry-
forwards to be taken in the 2008 and 2009
tax years. Thereafter, the SBT credit carry-
forwards are extinguished®' with the excep-
tion of two SBT credits: the Michigan His-
toric Preservation Credit and the Brownfield
Credits.*” The credits are generally, with a
few exceptions (personal property tax credit
and the disability act credit) not refundable.

New Credits

Compensation Credit

For the 2008 tax year, taxpayers may claim
a credit of 0.296 percent of the “taxpayer’s
compensation in this state” against their
MBT liability.* The credit increases to 0.37
percent for the 2009 tax year and afterwards.
The MBT retains, for the most part, the SBT’s
definition of “compensation.” There is no
definition for determining the phrase “in this
state.” Professional employer organizations
(PEO) are not excluded from this credit, but
are limited to the compensation paid to their
own officers and employees who operate the
PEO. The PEO may not claim the compensa-
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tion paid to the leased officers and employ-
ees of the client.*

Net Investment Credit®

The MBT permits taxpayers to claim a credit
for the cost to acquire tangible assets “physi-
cally located in this state for use in a busi-
ness activity in this state” and for “mobile
tangible assets” that are “transferred into the
state and purchased or acquired for use in a
business activity.” The costs include fabrica-
tion and installation but are netted against
the gross proceeds from the sale or disposi-
tion of similar property. The rate for 2008 is
2.32 percent. For 2009 and thereafter, the rate
increases to 2.9 percent.

Research and Development Credit*

Taxpayers may claim a credit for “research
and development expenses in this state.” The
phrase “research and development expens-
es” references IRC 41(b), which covers wages,
supplies, and computer licenses for both “in-
house” and “contract” research. For the 2008
tax year, the credit is 1.52 percent but increas-
es in 2009 to 1.9 percent. Combined with the
other credits —compensation and net invest-
ment — this credit is capped at 65 percent.

The Alternate (formerly Small Business)
Credit®

The SBT’s small business credit*®® became a
focal point for tax planning, in which differ-
ent entities were created to disperse income
and compensation and thus avoid the small
business credit’s income and compensation
disqualifiers. The Department of Treasury
was not successful in combining non-Michi-
gan parent companies with a Michigan sub-
sidiary seeking the credit.*’

Since the entire unitary business group
constitutes a “taxpayer,” the group must
meet the income, gross receipts, and com-
pensation tests. The threshold for those three
tests has increased. The gross receipts maxi-
mum is now $20 million. “Adjusted busi-
ness income” (“business income” with the
addition of compensation and fees of active
shareholders and losses) has been increased
to $1.3 million. The maximum single officer
or shareholder compensation is now set at
$180,000. Like the compensation credit, PEO
clients must include, in the calculation of the
credit, compensation and fees of the client’s
officers, owners, or shareholders even if they
are leased from the PEO. The SBT attribution
rules to determine “active shareholders” and

“shareholder” for the SBT will likely contin-
ue to be used to determine these same, nearly
identical terms, in the MBT.

Phase-In Credit”®

A criticism of the SBT was that once a taxpay-
er exceeded the $350,000 filing threshold — by
as little as a dollar — the taxpayer paid the full
amount of the SBT. The MBT phases in the
tax for those taxpayers with gross receipts
between $350,000 and $700,000. The “phase
in” credit is calculated by multiplying the
MBT liability by a fraction, the numerator of
which is the difference between the taxpay-
er’s apportioned gross receipts and $700,000
and the denominator of which is $350,000.

MEGA Approved Research and
Development Credit’!

This creditis different in several respects from
the more general research and development
credit. First, it is very targeted. The credit
applies to “eligible taxpayers” who must pro-
pose to work with an “eligible business” and
invest no less than $350,000 in the business.
Further, the taxpayer must not have received
the credit in the previous year. An “eligible
business” is generally a small business of less
than 50 employees and less than $10 million
in gross receipts. Second, the credit is equal to
30 percent of the taxpayer’s “eligible contri-
bution” but is capped at $300,000. Third, the
taxpayer must first obtain a certificate from
the Michigan Economic Growth Authority,
which may only grant 20 credits a year.

Entrepreneurial Credit’”

For the 2008 through 2010 tax years, qualified
businesses that create or transfer new jobs
into the state are able to claim a 100 percent
credit against an adjusted tax liability (which
is the taxpayer’s total tax liability multiplied
by a fraction of the payroll due to increased
jobs and the taxpayer’s total payroll in the
state). To qualify, the taxpayer may not be a
retail establishment (though some small res-
taurants are permitted), must have less than
$25 million in gross receipts, make a capital
investment of not less than $1.25 million in
the state, and create or transfer to Michigan
20 or more jobs.

Personal Property Tax Credit”

In late 2005, the Michigan Legislature added
a refundable personal property tax credit
of 15 percent for taxes levied and paid on
industrial personal property in the tax year.”

Since the
entire unitary
business
group
constitutes

a “taxpayer,”
the group
must meet
the income,
gross receipts,
and
compensation
tests.
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With taxes,
the line
between
encouraging
economic
growth and
discriminating
against
nonresident
businesses
is thin.

The MBT increased the credit to 35 percent
of the taxes paid on industrial personal prop-
erty. Together with the exemption from the
6-mill state education tax and the 18-mill
local school property tax, industrial personal
property would realize an average effective
personal property tax reduction of 64.9 per-
cent. Credits for eligible telephone personal
property (23 percent), and eligible natural
gas pipeline property (13.5 percent) were
also provided. No credit was provided for
commercial personal property.

To qualify for this credit, the taxpayer
must have filed a personal property tax state-
ment by February 20 of the tax year and
have paid the personal property tax before
claiming the credit on the taxpayer’s annual
MBT return. The Department of Treasury
will likely require proof of timely filing and
of payment. An important consideration is
that the personal property must be classified
as industrial, as opposed to commercial per-
sonal property. To appeal classifications, the
taxpayer must appeal to the March Board of
Review and, if not satisfied, to the State Tax
Commission.

Arts and Culture Charitable Credit®”

The MBT provides a credit to taxpayers that
make a charitable contribution of at least
$50,000 to art, historical, or zoological insti-
tutes and other museums that “care, study
and display...objects of lasting interest or
value.” This last phrase, the Department
of Treasury has determined, is a “facts and
circumstances” test.” The credit is equal to
50 percent of the amount that exceeds the
threshold of $50,000.

Industry-Specific MBT Credits

Various other credits are provided to specific
industries, such as, retail enterprises head-
quartered in Michigan with specified square
feet of retail space,”” motor sports complex-
es,”® and motor vehicle dealer inventory.”

SBT Credits Retained in the MBT

In addition to the Renaissance Zone Credit
and the Brownfield Credit, the MBT retains
a number of SBT credits, such as: an Early
Stage Venture Credit,'” a Start-up Business
Credit,'”" Next-Energy Credit,'”> MEGA
Credits,'® Charitable Contribution Credits,
104 Foundation Contribution Credit,'® Food
Bank and Homeless Credit,'” and Disability
Compensation Credit.'"”

With taxes, the line between encouraging
economic growth and discriminating against

nonresident businesses is thin. Undeniably,
the MBT credits favor businesses with sub-
stantial investments in plants and personnel
in the state. On the other hand, the constitu-
tional law in this area has not yielded pre-
dictable results. A challenge to the MBT’s
site-based tax scheme as unconstitutional
continues litigation that has never found suc-
cess in Michigan.'”® While the Michigan cases
do not comfortably fit within the broad lan-
guage of a number of United States Supreme
Court decisions,'” the interpretation of that
jurisprudence is also debated. The United
States Supreme Court’s reversal of the Sixth
Circuit Court of Appeals decision in Cuno,
which invalidated a site-based state credit for
machinery and equipment on jurisdictional
grounds, leaves the area unsettled.'"’

Filing and Administration

Taxpayers that expect an annual liability
exceeding $800 are required to file estimated
returns and pay the tax for each quarter.'
For calendar year filers, those due dates are
April 15, July 15, October 15, and January 15.
Fiscal year filers must file estimated returns
“on the appropriate due date which in the
taxpayer’s fiscal year corresponds to the
calendar year.”'"? This is the 15th day of the
first month of each quarter. The return form
will contain both BIT and modified gross
receipts taxes. No underpayment interest
will be assessed if the estimated payment for
the month is at least 85 percent of the liabil-
ity.'!” The Department of Treasury antici-
pated mailing quarterly estimated Michigan
Business Tax forms this January, and it has
provided an “MBT Estimator” on its Web site
(https:/ /treas-secure.state.mi.us/ MBTEsti-
mator/ MBTEstimator-start.asp) to assist tax-
payers.

Annual returns are due on the last day of
the fourth month after the end of the taxpay-
er’s tax year, or, if the taxpayer is a calendar
year filer, April 30."* As with the SBT, an ex-
tension for filing the federal income tax re-
turn does not extend the time for filing and
paying the MBT return unless the taxpayer
takes several specific steps including, filing a
copy of the request for extension with a tenta-
tive return and payment of the estimated tax
by the due date for filing the annual return.
The extension will be “automatic” to the last
day of the eighth month following the origi-
nal due date.'” Also like the SBT, a longer
extension may be available “for cause,” pro-
vided the taxpayer files a timely application



THE MICHIGAN BUSINESS TAX

49

and pays the remaining unpaid estimated
tax liability.!'® For the 2008 fiscal year, fiscal
year filers with years ending in 2008 will be
granted an automatic extension for their an-
nual fiscal year MBT return, which will be
due the same date as the return for calendar
year filers, April 20, 2009. At the option of the
taxpayer, SBT overpayments from the final
SBT return may be carried forward and ap-
plied to the MBT or refunded.'"”

Special provisions address taxpayers
whose tax year is less than 12 months."'® The
MBT gives such taxpayers an election to ei-
ther:

e Compute the tax as if it were effec-
tive on the first day of the taxpayer's
accounting period and apportion the
tax by a fraction the numerator of
which is the number of months in the
taxpayer's first year and the denomina-
tor of which is 12; or,

e Compute the tax base by a method
approved by the Department of Trea-
sury.

Unitary business groups are required to
file a “combined return.” A combined return
includes the income and receipts for all firms
other than foreign operating entities, but it
eliminates transactions between members of
the group from the business income tax base,
the modified gross receipts tax base, and the
apportionment formula.'” Though it is un-
clear how Michigan will apportion for uni-
tary groups, since typically the total income
and receipts sourced to taxing state for the
unitary business group are determined by the
unitary group’s apportionment factor. From
the group’s sourced income and receipts,
each member then is apportioned an amount
that represents the ratio of the member’s ap-
portionment factor to the groups apportion-
ment factor. Thus, while members included
within the unitary business group that lack
nexus with Michigan will not be taxed, other
members of the group with nexus will be
paying a greater portion of the unitary busi-
ness group’s tax.

Conclusion

The discussion thirty years ago after the
SBT was passed is similar to the public dis-
cussion over the past year.'” Like the SBT
then, the MBT in its present form is merely a
starting point. A good part of the MBT’s fur-
ther development, and there will be develop-
ment, has been left to tax professionals. That
there are a number of constitutional ques-

tions concerning the MBT is not necessarily
a critique of the policy makers and legisla-
tors that crafted the MBT. In some respects, it
may illustrate that the state’s experience with
the SBT produced an institutional knowledge
such that the state was willing to put down
markers for the constitutional litigation that
will follow. From that standpoint, the tax has
gone where no other state has, fully aware
of the potential challenges, but compelled to
address important policy questions. At this
time, judgments as to the tax’s success may
be premature. More probably, the extent to
which the MBT is a success now depends on
the work of tax professionals. There is a lot
to do.
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