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NOTES

THE MICHIGAN SINGLE BUSINESS TAX ACT:
A BLUEPRINT FOR OHIO?

O N AUGUST 27, 1975, THE MICHIGAN SINGLE BUSINEss TAX Acr
(SBTA) took effect.' The SBTA, in conjunction with several other

acts, 2 represented a comprehensive effort by the Michigan legislature
to revise the scheme for the taxation of business activity within the state.

This note will explore some of the major provisions of the SBTA,
focusing upon those areas Michigan has treated in a manner different
from that of other states. Initially, the various types of state business
taxes will be introduced. Each tax's strengths and weaknesses will be
explored so that the SBTA can be evaluated in relation to the other types
of taxes the Michigan legislature might have chosen. Next, the note will
address the problem of the allocation of income of multistate busi-
nesses. There are also the questions of how to define "taxable income"
and the "persons" to be taxed. The SBTA responds to those questions
with new and very different concepts. Finally, the strengths and weak-
nesses of the SBTA in each of these areas will be compared with the
Ohio scheme of business taxation3 and, to some extent, the federal in-
come tax. Hopefully, this comparison will reveal some of the deficiencies
in the Ohio tax4 and, ultimately, answer the question of whether or not
a tax such as the SBTA is suitable for use in Ohio and other states.5

I MICH. COMP. LAWS ANN. §§ 208.1-.145 (Supp. 1976). Though Michigan acts gener-
ally take effect on the date specified in the act, the Governor can order that it take immedi-
ate effect upon his approval, 21087 MICH. Ar'y GEN. 364 (1941-42), as was done in this
case, MICH. CoMp. LAws ANN. § 208.145 (Supp. 1976).

2 MICH. CoM. LAws ANN. §§ 205.131-.144 (Supp. 1976) (property owned by persons
subject to SBTA exempted from the intangibles tax); id. §§ 450.304-.310 (repealed the
state franchise fee for corporations); id. §§ 489.842, .852, .879 (repealed privilege tax on
savings and loan associations); id. §§ 500.448-.449 (repealed privilege tax on insurance
companies); Mich. Pub. Acts of 1975, No. 232 (codified in scattered portions of MICH.
COMP. LAws ANN. § 206 (Supp. 1976)) (repealed the income tax on corporations and
financial institutions; individuals, estates, and trusts that remain subject to the income tax
are allowed a credit for any SBTA tax paid); MICH. COMP. LAWS ANN. § 211.9c (Supp.
1976) (exempted inventories from the general property tax); id. § 207.5a (excluded mate-
rials and supplies from the definition of "property" for the purposes of the general property
tax).

I Ohio imposes a tax on corporations under OIo REV. CODE ANN. § 5733 (Page Supp.
1976).

4 At least one author has recognized that Ohio and Michigan are in direct competition
for new industry and that the scheme of taxation may determine which state can attract
more industry over the long run. Ward, A C.P.A. Examines Michigan's Tax Structures,
34 MICH. ST. B.J. 34, 40 (Jan. 1955).

In addition to being in close proximity to each other, Ohio and Michigan are very sim-
ilar in population, urbanization, personal income, manufacturing, and other statistical
characteristics. See U.S. DEP'T OF COMMERCE, STATISTICAL AnSTRACT OF THE UNITED
STATES 12, 19, 380-81, 730, 731 (1974).

' While the constitutionality of the SBTA is beyond the scope of this note, there have
been so many challenges to state taxes that some introduction is necessary. The early
constitutional challenges usually focused on whether the state had the power to tax at all,
e.g., Ohio Life Ins. & Trust Co. v. DeBolt, 57 U.S. (16 How.) 416 (1853); Robertson v.
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CLEVELAND STATE LAW REVIEW

I. INTRODUCTION TO THE STATE TAXATION OF BUSINESS

A. The Types of State Business Taxes

It is perhaps trite to note that state legislatures have become re-
markably proficient at devising new methods to tax their state's busi-
nesses. Real property, personal property, intangibles, organization,
franchise, gross receipts, and income taxes are all commonplace. Un-
fortunately, most of these taxes were imposed to raise revenue rather
than out of a desire to enact an orderly plan for the taxation of business.
If, however, a state legislature were considering the repeal of existing
business taxes and the imposition of one well-designed tax, how would
it select the one to be used? It would seem that the theoretical bases
of various taxes should be compared first, to find the ones that are most
equitable. Practical considerations such as efficiency of administration
and ability to raise revenue will then help to sharpen the analysis.

In 1776, Adam Smith set forth four maxims by which taxes may be
evaluated. Though two-hundred years old, they still provide general
practical and theoretical ideals against which almost any type of tax
can be evaluated. The first, equality, means that the tax should be
proportionate to the income of the taxpayer. The second, certainty,
requires that the taxpayer have advance knowledge of when and how a
tax will be levied. Convenience of payment is the third maxim. Fourth
is economy of collection and enforcement.'

Legislatures have a wide variety of business taxes available for their
use. They can tax what the business owns (property, either tangible
or intangible); what it receives (gross receipts); what it earns (income);

Commissioner of State Land Office, 44 Mich. 274, 6 N.W. 659 (1880); whether the statute
has been applied equally and uniformly, Cummings v. Merchant's Nat'l Bank, 101 U.S.
153 (1879); or whether imposition of the tax results in double taxation, Leader v. Glander,
149 Ohio St. 1, 77 N.E.2d 69 (1948); Shapero v. Department of Revenue, 322 Mich. 124,
33 N.W.2d 729 (1948). More recently, taxpayers have questioned whether a state can
tax businesses in interstate commerce, e.g., Northwestern States Portland Cement Co. v.
Minnesota, 358 U.S. 450 (1959); Note, Developments in the Law: Federal Limitations on
State Taxation of Interstate Business, 75 HARV. L. REV. 953, 956-71 (1962), and if so, how
the activities of multistate businesses are to be allocated to a particular state for tax pur-
poses, Hellerstein, Recent Developments in State Tax Apportionment and the Circum-
scription of Unitary Business, 21 NAT'L TAX J. 487 (1968).

An overview of the development and resolution of these challenges is provided in two
casebooks. J. HELLERSTEIN, STATE AND LOCAL TAXATION - CASES AND MATERIALS 36-69
(3d ed. 1969); 0. OLDMAN & F. SCHoETILE, STATE AND LOCAL TAXES AND FINANCE - TEXT,
PROBLEMS AND CASES 51-68 (1974).

The effect of the Michigan Constitution on the SBTA is discussed in note 77 infra.
6 A. SMITH, THE WEALTH OF NATIONS (1937). In recent years the first of thsr .maxims,

equality, has become the focal point for the discussion of taxes. It can be broken down
into two subgroups - vertical equality (progressive, regressive, or neutral taxation) and
horizontal equality (among groups, classes, industries, regions, etc.). The emerging test
in the area has become "ability-to-pay." The policy is that everyone should eont;ibute in
relation to their ability to pay. It is only fair to expect one to pay what he re":,it,ibly can
pay out of his current income, even if that is less than a per capita allocation of the costs
would require. The practical problem with the theory is that it precludes almost every
form of taxation other than an income tax. Only an income tax measures one's ability to
pay over a given period of time, given that taxes are to be paid out of current income.
Other taxes, especially property taxes, are often levied irrespective of ability to pay in a
given year; rather, they are based upon the accumulated wealth of prior years.
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MICHIGAN SBTA

its net worth (certain franchise taxes); the value it adds to the economy
(value-added taxes); and even its very right to exist (organization taxes
and certain minimum-payment franchise taxes) .7

Each of these types of taxes can be evaluated in light of Smith's
maxims;" however, because of their deficiencies some of them may be
dismissed rather quickly. In its pure form, the value-added tax is rela-
tively unknown in the United States. Though it has some theoretical
appeal, legislatures' unfamiliarity with it, and its disputed effectiveness
in the countries presently using it, have not made this a viable alterna-
tive.9 Organization and minimum-payment taxes have limited appeal
because of their limited revenue-raising abilities. 10 The property tax,
though probably the oldest form of taxation, has been the subject of
loud and persistent criticism on both practical and theoretical grounds.'1

In recent years, it has become the primary financing tool of local gov-
ernments, 12 and state governments appear to have abandoned its wide-
spread use. Furthermore, whatever the tax's weaknesses in general, it
seems to be especially deficient in raising revenue from businesses. 13

Having eliminated the above taxes as alternatives, a legislature seek-
ing to tax businesses would be left with gross receipts, franchise, and

I Some theorists would add sales taxes to this list. They have been excluded here be-
cause they are taxes imposed upon the customer, not the business. Nevertheless, some
economists argue that the true incidence of the taxes is upon the business, not the cus-
tomer. D. MORGAN, Sales and Income Taxes, in STATE AND LOCAL FINANCE 116-19
(W. Mitchell & I. Walter ed. 1970).

s There is extensive literature making such comparisons covering the economic, po-
litical, business, and legal viewpoints. Some introduction to it will be provided in the dis-
cussion of each type of tax.

I It is interesting to note, however, that Michigan was one state that enacted a modi-
fied value-added tax. It was the Business Activities Tax, codified in MICH. COMp. LAWS

ANN. §§ 205.551-574 (1967), in effect from 1953-67. An introduction to value-added
taxation and the Michigan tax is Barnes, The Business Receipts Tax, 32 MIcH. ST. B.J.
31 (Oct. 1953). A more esoteric development of value-added taxes is R. WAGNER, R.
FREEMAN, C. MCCLURE, N. TuRE & E. SCHIFF, PERSPECTIVES ON TAX REFORM - DEATH
TAXES, TAX LOOPHOLES AND THE VALUE-ADDED TAX 165-316 (1974).

10 States generally seek to keep organization taxes low in order to attract new industry.
Even if they were higher, they provide only a one-time source of revenue. Minimum-
payment taxes (usually imposed on corporations in the form of a minimum franchise
tax) must be set low enough to attract new industry and not to preclude the corporate
form of organization for small businesses.

11 The literature discussing property tax reform and relief constitutes the largest por-
tion of literature about this type of tax. E.g., D. NETZER, ECONOMICS OF THE PROPERTY

TAX (1966); D. PAUL, THE POLITIcs OF THE PROPERTY TAX (1975). STATE AND LOCAL
FINANCE 364 (W. Mitchell & I. Walter ed. 1970) contains an extensive bibliography of the
literature prior to 1970.

2 See D. NETZER, ECONOMICS OF THE PROPERTY TAX 9-10 (1966).
13 If the property tax were the sole means of taxation, there would be hundreds of busi-

nesses that would pay relatively little tax. Any company or industry with little or no
property would pay little or no tax regardless of its income or ability to pay (e.g., law of-
fices). On the other hand, companies with many plants or large amounts of equipment
would be heavily taxed irrespective of ability to pay (e.g., utilities, real estate holding
companies). Because of this problem, the property tax on businesses is especially vulner-
able to attack on the basis of Smith's equality maxim. Most of the property tax reform
literature deals with the equality problem. Recently, however, certainty and economy of
collection have become a problem as well. This has been due to the frequent property
value reassessments necessitated by rapidly changing land values.
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income taxes as the remaining choices. A tax on the gross receipts1 4

of businesses can be criticized on the ground of Smith's first maxim,
equality. The tax falls heavily on certain types of businesses1 5 without
regard for their ability to pay.16 Since it probably meets Smith's other
maxims as well as the income tax, 7 perhaps it has been this lack of
equality that has made the gross receipts tax a rarity. 8

The second most popular form for the taxation of businesses is the
capital value or franchise tax.' 9 These taxes assume various forms2

but most have one thing in common - they are aimed at the equity sec-
tion of the corporate balance sheet.2' They seek to tax the capital of
the corporation.

14 As used in this note, a gross receipts tax is a tax based on the gross receipts of the

business. It is distinguished from a sales tax, which is also based on gross receipts, but
is paid by the purchaser of the business' goods rather than the business itself. The terms
gross receipts tax and sales tax are often used interchangeably, especially in statutes, but
they represent distinct concepts.

I- An example will suffice. Taxpayer A operates a high-volume, low profit margin

business, and B deals in low volume with a high profit margin, both selling identical
products. Each has no overhead, generates the same net profit before state taxes and
faces a 5% gross receipts tax. Their income statements for 19X1 appear thus:

A B
$500,000 Sales $100,000
450,000 Cost of Goods Sold 50,000

- 50,000 Profit 50,000

25,000 Gross Receipts Tax @ 5% 5,000

$ 25,000 Profit After Tax $ 45,000

Both have an equal ability to pay (profit before tax), both have contributed the same
profit to the state's economy and yet A, by virtue of the nature of his operation, pays a
significantly higher tax. The fairness problem is patent. Not only does this type of tax
discourage the development of individual companies similar to A, it falls especially heavily
on certain industries that operate as A does, e.g., supermarkets and discount retailers.

Papke, Indiana Tax Policy: Revision, Reform, Reconstruction, 17 NAT'L TAX J. 113,
115-23 (1964) gives a more detailed critique of gross receipts taxes from an economist's
point of view.

16 The concept of ability to pay is developed as a part of Smith's equality maxim in

note 6 supra.
17 Regarding determination, collection, and enforcement, the income and gross receipts

taxes are very similar. Both rely on selective enforcement and self-assessment.
Is Only seven states impose a true gross receipts tax. See P-H STATE AND LOCAL

TAXES, ALL STATES UNIT 200 (1976). A number of other states impose such taxes but
only on certain industries, principally public utilities.

19 38 states presently impose a tax on the privilege of being or of operating a corpora-

tion within the state. See P-H STATE AND LOCAL TAXES, ALL STATES UNIT 101 (1975).
20 Frequent bases for the tax are Capital Stock, Paid-in Capital and Retained Earnings,

in various combinations. These are discussed very generally in P-H STATE AND LOCAL

TAXES, ALL STATES UNIT 92,280-318 (1965).
21 It is interesting to note that franchise taxes were developed at a time when corpora-

tions were valued for investment purposes by their balance sheet values. As security
analysts became more sophisticated and as inflation distorted the balance sheet, the focus
for valuation became the income statement. Today, security analysts value the corporation
almost wholly on its earning capacity with little regard for balance sheet values, except
in a liquidation situation. See B. GRAHAM, D. DODD & S. COTrLE, SECURITY ANALYSIS -

PRINCIPLES AND TECHNIQUE 434-37 (4th ed. 1962). By the early 1940's, courts recognized
the inadequacy of balance sheet valuation, see e.g., Consolidated Rock Prod. Co. v.

[Vol. 25:219
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MICHIGAN SBTA

Like the gross receipts tax, the franchise tax's major theoretical fail-
ing is its lack of equality.22  It taxes certain businesses more heavily
because of the form and structure of the corporation and the require-
ments of the industry. Thus, when this tax is large enough to be signifi-
cant, the form and structure of the corporation become the focus of the
company's tax planners.2 3  Those businesses which, because of business
or industry constraints, are restricted to certain forms or structures, 24

must pay the tax without regard for their ability to pay. Furthermore,
the franchise tax has certain practical problems. By its nature and in
practice, the tax cannot be effectively levied against unincorporated
businesses which, in most states, represent a lucrative tax base.25

Additionally, unless the tax is carefully designed, it may not share in
the growth of the corporation and thus, the tax base may erode during
inflationary periods.26  The bases upon which the tax is usually de-
fended are theoretically questionable in light of the operation of the
modem corporation.2

7

Du Bois, 312 U.S. 510, 525-27 (1941), however, even in the 1970's the states are still
taxing the balance sheet (franchise taxes) rather than the income statement.

22 The concepts of equality and ability to pay are developed in note 6 supra.

23 Some indication of how businesses have been able to avoid the tax is shown by
P-H STATE AND LocAL TAXES, ALL STATES UNIT 92,220-242 (1965).

24 The burden of franchise taxes is especially heavy on those corporations which are
equity financed rather than debt financed. Those that are debt financed have propor-
tionately less equity and, thus, a smaller franchise tax base. Utilities are frequently
organized in this fashion. For those businesses which must be equity financed, due to
the nature of the business, the franchise tax is an unavoidable burden. These businesses
usually have little debt financing because of a lack of physical assets to secure such debt.
Service industries and small businesses in general are examples. The economic problems
in taxing net worth (equity) are developed in Thurow, Net Worth Taxes, 25 NAT'L TAX J.

417 (1972).
25 Entire industries are dominated by unincorporated businesses. Law firms and real

estate holding companies are examples.
26 A franchise tax levied solely on Capital Stock and Paid-in Capital may have the

same tax base throughout the life of the corporation if the corporation never issues any
additional stock. The state only shares in the growth of the corporation to the extent of
new stock issued. Income taxes, on the other hand, participate in the growth to the ex-
tent of increased profits, even if those profits are only the result of inflated price levels.
Broader based franchise taxes that include Retained Earnings in the tax base may share
in the growth of the corporation, depending on the tax's structure and the company's
policy on dividend payments.

The responsiveness of state taxes to economic growth is not easily determined be-
cause of the peculiarity of each state's taxes. One study did note, however, that Michi-
gan's corporation taxes were particularly unresponsive to economic growth. See Legler
& Shapiro, The Responsiveness of State Tax Revenue to Economic Growth, 21 NAT'L TAX
J. 46, 51 (1968). Interestingly, the study covered the years 1945-64, when Michigan did
not have a true corporate income tax, but had several other forms of taxation. See notes
73-81 infra and accompanying text.

27 The franchise tax is frequently defended on the grounds that it provides assured
revenues in the face of a failing economy, when the revenues from an income tax would
fall as profits fell. This depends on the structure of the tax and its responsiveness to
changes in the state's economy. See Legler & Shapiro. The Responsiveness of State Tax
Revenue to Economic Growth, 21 NAT'L TAX J. 46, 51 (1968). If the franchise tax is less
responsive to growth in the state's economy, it would follow that its base would )robably
not erode as quickly in a failing economy. There appears to be a trade-off involved here.
If the tax is more responsive to growth in the economy, it follows that the base will prob-
ably erode more rapidly in a failing economy. Conversely, less responsive taxes, such as

1976]
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Because of some or all of the deficiencies in the other forms of busi-
ness taxation, the income tax has become the most popular. 2  While
35 states still impose a franchise tax along with an income tax,2 9 12
states, Michigan being the latest to follow suit, impose the income tax
alone.30 The Michigan approach is noteworthy because the legislature,
in reconsidering the entire business taxation scheme, voted to repeal the
franchise tax and to rely principally on the income-based SBTA.3 1 What,
then, is the appeal of an income tax?

Perhaps the basic theoretical appeal of the income tax lies in its
equality for the business taxpayer. An income tax pays no heed to
business form or structure, how much capital or property it owns, or
the nature or amount of its gross receipts. The tax asks only one ques-
tion: How much can this business contribute from current income to
defray the cost of running the state? It answers with a fixed per-
centage of net income levied on every business irrespective of the factors
just mentioned. In its pure form, it taxes solely on the basis of ability
to pay. Furthermore, it taxes at the same rate whether the business is
incorporated or unincorporated.3 2 Thus, it appears the income tax meets
Smith's equality maxim because of its adherence to the ability to pay
principle.

33

The income tax also appears to meet Smith's certainty and con-
venience of payment maxims. It is doubtful that any modern tax would
fail the certainty test in the context in which Smith developed it. 34

the franchise tax, will probably remain more stable during periods of growth or recession
(assuming it is true that the franchise tax is, in fact, less responsive). However, this
"stickiness" of the franchise tax further accentuates its lack of regard for ability to pay.
As the economy falters and firms make less money, the tax continues at high levels de-
spite the change in ability to pay.

Other defenses of the franchise tax are that corporations should pay for the use of state
services and for the privilege of holding the franchise. There are only two times during
the corporation's existence when there is necessarily a direct use of the state's services: at
the corporation's inception and at dissolution. The franchise tax burden bears no rela-
tionship to either of these events. The policy of taxing the privilege of holding the fran-
chise is inconsistent with legislatures' policy of granting the "privilege" as freely as pos-
sible in order to attract new business to the state. Both of these justifications for the tax
seem to belie the tax's true purpose - to raise revenues.

28 Forty-six states now impose a corporate income tax. See P-IL STATE AND LOCAL

TAXES, ALL STATES UNIT 101 (1975).
29 Id.
30 Id.
31 A wide variety of taxes were repealed with the passage of the SBTA leaving it the

primary business-oriented tax. See note 2 supra.
32 The imposition of a state income tax on unincorporated businesses is still relatively

rare. Michigan, however, under the SBTA, does impose a tax on these entities. See notes
155-59 infra and accompanying text.

31 See note 6 supra.
14 With the wide publicity given to tax statutes and the enormous amount of literature

on all types of taxes, one could conceivably compute any tax liability. The complexity of
the computations is another question. If Smith's certainty maxim were read to require
that every taxpayer know its liability precisely, the income tax would probably fail because
of its complexity. However, there is nothing inherent in an income tax that requires coin-
plexity. It could be very simple; it is for political, economic, and administrative reasons
that the income tax is complicated by additional provisions. See J. CHOMMIE, THE LAW
OF FEDERAL INCOME TAXATION § 5 (2d ed. 1973).

[Vol. 25:219
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The convenience of the income tax derives from its method of payment,
that is, either quarterly 5 or annually along with the other expenses
of the business. Again, however, most modem taxes would probably
meet the convenience of payment test.36

The income tax meets the economy of collection maxim as well as
or better than other taxes, because it is based on self-assessment. In
theory, each taxpaying entity computes its own tax and remits it to the
state. Unlike the property tax, which requires assessment and billing
by the state before the taxpayer pays, the income tax requires no action
on the part of the state to initiate the collection process.37

The income tax's one failing is an economy of enforcement. It is
very difficult to locate every income-generating business that should be
paying taxes to the state. Many of them are simply too small or have
so little contact with the state that their existence is difficult to determine.
Often those subject to the income tax will not register with the state
because they make only occasional sales within the state. In this re-
spect, the property and franchise taxes are clearly superior. The prop-
erty tax is superior because it is virlually impossible to acquire or hold
land without recording it with the state. Likewise, for business and
non-tax legal reasons, virtually all corporations covered by the franchise
tax will register with the state, thereby subjecting themselves to the tax.

Thus, on the whole, the business income tax appears to meet Smith's
maxims better than any other viable means of taxation. Its one defi-
ciency, difficulty of enforcement, is outweighed by its clear superiority in
meeting the maxim of equality.

B. The Problems of Multistate Income Allocation

During the 1950's, the individual states began to levy taxes on busi-
ness income. This immediately raised the question of how businesses
which operated in more than one state were to allocate their income
among the states. The question was litigated,38 legislation was intro-
duced in Congress, 39 and a uniform law was adopted,40 yet there was

3- Quarterly estimated tax payments are required by the SBTA. MICH. COMP. LAWS
ANN. § 208.71 (Supp. 1976).

36 Most taxes require only a single payment to a single taxing authority either an-
nually, semi-annually, or quarterly.

3" There is little conclusive, empirical evidence on the cost of collection and compliance
with state taxes. The property tax probably places most of the burden on the state (valu-
ation, assessment, billing, and collection), while the income tax places it on the taxpayer
(self-assessment and selective enforcement). One study of the cost of compliance con-
cluded that in Montana the total costs for income and property taxes were roughly equal.
Wicks & Killworth, Administrative and Compliance Costs of State and Local Taxes, 20
NAT'L TAX J. 309, 315 (1967).

38 The litigation culminated in Northwestern States Portland Cement Co. v. Minnesota,
358 U.S. 450 (1959), which held that states could apportion the income of, and levy
taxes upon, the interstate activities of multistate businesses if the taxes imposed were
non-discriminatory and the apportionment had a reasonable relationship to the busi-
nesses' activities in the taxing state.

39 A brief and informative history of the development of the allocation problem,
including major legislative proposals, is provided in P-H STATE AND LOCAL TAXES, ALL
STATES UNIT 5100 (1968).

40 UNIFORM DIVISION OF INCOME FOR TAX PURPOSES Acr, 7 UNIFORM LAWS ANN. 365
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income may vary widely from income for financial accounting, federal
tax, or other state's tax purposes. In fact, the SBTA's definition is so
different, that the tax approaches the outer limits of what can be regarded
as an income tax. It has taken on many of the characteristics of a
value-added tax.04  As a result, many of the attributes and benefits
derived from the use of an income tax 205. may not apply to the SBTA.
Not the least of these differences may be the possible infringement of
the ability to pay maxim.206 Disallowance of a deduction for the cost of
labor and for interest appears to violate the maxim by imposing a tax
irrespective of significant, legitimate costs of the business. Allowing a
full deduction for the cost of capital assets will encourage long-term
financing of such assets because a full deduction can be achieved with
minimal cash paid and little change in ability to pay.20 7  The effect of
these adjustments may well result in the characterization of the SBTA
as not truly an income tax, but rather as a hybrid of income and value-
added taxes.

It is doubtful that this definition of taxable income will become a
model for other states. The value-added tax has not been favored in
this country largely because it substantially deviates from the taxes
presently imposed. The complexity of the income tax is frequently
criticized. Mixing the income tax with the elements of a value-added
tax when the benefits are, as yet, uncertain would seem to be a risk few
legislatures would be willing to undertake. Thus, unless the benefits of
the Michigan income/value-added tax are demonstrated to be clearly
superior to those of any other tax, that form of taxation will likely re-
main indigenous to Michigan.

The Ohio definition of taxable income is remarkably typical of that
of other states. The federal definition has been adopted by Ohio with
only minor adjustments. One of the adjustments made by Ohio is worth
reviewing, that is, the rather short net operating loss carryforward limita-

204 The denial of a deduction for labor and interest effectively means that the value
of those items is taxed. The taxation of such items as measures of the value added to
the final product, is common to value-added taxes. See generally R. WAGNER, R. FREE!,IAN,

C. McCLURE, N. TtRE & E. SCIFF, PERSPECTIVES ON TAX REFORM - DEATH TAXES,
TAX LOOPHOLES AND THE VALUE-ADDED TAX 165-316 (1974). The Michigan )epartment of
Treasury has also recognized this characteristic of the tax. Single Business Tax Division,
Michigan Dep't of Treasury, The New Single Business Tax 1 (Dec. 5, 1975), on file in
the offices of Cleveland State Law Review. See also Barnes, The Business Receipts Tax, 32
MICH. ST. B.J. 31 (Oct. 1953).

205 See notes 6-37 supra and accompanying text.
206 Id.
207 In such a situation, the taxpayer receives a full cost deduction in one year and is

only required to pay for the asset to the extent not financed by the loan. l)epreciation
deductions would more closely match the deduction taken for the cost of the asset with
the cash paid over the life of the loan. Conversely, however, the use of depreciation
penalizes the taxpayer that pays cash for assets since the deductions would be deferred
over the depreciable life of the asset even though all of the cash is paid at the time of
purchase. In any case, a full cost deduction allows deductions equal to or greater than
the cash paid for the asset, on a year-by-year basis, whether the cash is paid all in the
year of purchase or spread over the life of a loan. Depreciation often allows a leduc-
tion in the first year of an amount less than the cash paid, .vhen the taxpayer pays cash
for assets rather than financing them. Thus, a full cost deduction is more "generous'"
than depreciation in terms of the ability to pay maxim.
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tion of five years. Because of its restrictive nature, businesses which
sustain large losses for more than one or two years will often be unable
to utilize the full carryforward before its expiration. Thus, the short
time limitation operates to restrict the benefits of the carryforward to
those businesses that suffer losses for only one or two years. Assuming
that the policy behind the operating loss carryover is a sound one,2 °s it
would seem that Ohio should consider bringing its carryover period in
line with the federal (eight years)20 9 or the Michigan (ten years)2 10

time limitations.

D. "Persons" Subject to Taxation

The imposition of the SBTA on unincorporated businesses is one of
the unique aspects of the new Michigan tax. In conjunction with the
changes in the Michigan personal income tax, the parts of the SBTA
applicable to unincorporated entities appear v.ell-designed and effective.
The fact that a state as large as Michigan has chosen to tax these entities
when redesigning its entire business tax structure, should induce other
states to consider such a tax. The advantage of the tax is that it pro-
vides another source of revenue for financially strained state govern-
ments, while requiring little legislative effort. Only minor changes in
present business and personal income tax structures would be needed to
effectuate the new tax in most states. The tax is an especially effective
deterrent to the operation of unincorporated businesses by non-resident
owners. Often personal income taxes are ineffective to tax the owners
of these businesses because of their out-of-state residence, and the busi-
ness income is not taxed at the entity level because the business is not

208 The policy is to equalize the treatment of taxpayers regardless of the pattern of

their earnings over the years. For example, A and B earn the same total taxable income
over a four year period, except that A's income varies widely from year to year. The
tax rate is 10. Compare the overall results with and without the operating loss carry-
over. The loss is carried here, until fully utilized. If a part of it had expired before A
could fully utilize it, the results would appear more like those for A without a carryover
provision at all.

19X1 19X2 19X3 19X4 Total
A-Taxable Income $(50,000) $100,000 $(25,000) $75,000 = $100,000
Tax-10, no
carryforward -0- 10,000 -0- 7,500 = 17,500
Tax-l0, with
carryforward -0- 5,000 -0- 5,000 10,000
B-Taxable Income 25,000 25,000 25,000 25,000 = 100,000
Tax-10g, with or
without carryforward 2,500 2,500 2,500 2,500 = 10,000
If the state allows carryforwards, both taxpayers pay the same total tax on the same total
income. If there is no carryforward (or if it expires before utilized), A, as illustrated, pays
a higher tax due only to the cyclical nature of its business, even though its income through-
out the period is the same as the more stable B.

See generally Barley & Levy, Loss Carryback and Carryover Provision: Effectiveness
and Economic Implication, 28 NAT'L TAX J. 173 (1975) comparing the "generosity" of
the federal operating loss carryover with that used by other countries. Presumably, the
analysis could be extended to compare the carryover provisions of one state with another.

209 INr. REV. CODE OF 1954, §§ 172(b)(1)(A)(i), (B).

210 MICH. CoMP. LAWS ANN. § 208.23(e) (Supp. 1976). Subchapter S corporations are

taxed at the federal level much as partnerships are, even though they are organized as
corporations. See IN. REV. CODE OF 1954, §§ 1371-79.
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incorporated. The tax on unincorporated businesses solves this problem
by taxing the income of the business regardless of the owner's state of
residence. It would appear that as states search for new sources of
revenue, the tax on the income of unincorporated businesses may be-
come more common, particularly if Michigan's tax proves successful.

Widespread taxation of the income of unincorporated businesses
would, however, diminish the present attractiveness of that form of
organization. Certainly one of the current advantages of the unincor-
porated form is the fact that its income has been ignored by the state
and federal tax collectors. If this tax advantage is removed, it would
seem that more businesses might be attracted to the corporate form of
organization.

E. Interest on Underpayment and Overpayment of Tax

The SBTA provides that if the taxpayer underpays its tax, interest
will be assessed on the deficiency at the rate of three-fourths of 1%211

per month,2 12 or 9% per year. The interest runs from the date the
amount became due.213  Similar provisions are found in the Ohio214

and federal income tax statutes.215

The use of deficiency assessments 216 prompts two questions. Are

211 MICH. COMP. LAWS ANN. §§ 208.81(2), (3) (Supp. 1976). The statute requires that

the interest be assessed without regard to the reason for the deficiency, but section
208.82(4) allows the Commissioner to suspend the interest if the taxpayer demonstrates
reasonable cause for the deficiency.

212 By assessing the interest at the rate of 3/4 of 1% per month, the statute raises the

possibility of compound interest assessments, i.e., charging interest on the unpaid interest
of a previous month. For instance, if T is delinquent on a $100,000 payment, interest
for the first month will be assessed at 3/4 of 1%, or $100,000 x 3/4 of 1% = $750. The
question is then whether interest for the second month should be assessed on $100,000
(simple interest) or on $100,750 (compound interest). The difference in methods can
produce substantial differences in the final total.

r. REV. CODE OF 1954, § 6601(e)(2) specifies that there shall be no compounding
of federal tax assessments.

The Michigan statute does not make such a provision, so presumably the Commissioner
could compound if he so chose. In general, however, the law does not favor the com-
pounding of interest, although most cases arise out of contractual relationships rather than
taxpayer deficiencies. Nevertheless, as a result of the disfavored status, there would
probably be a presumption that the Michigan statute did not intend compounding since
it was not expressly provided for. See United States v. Glasser, 287 F.2d 433 (7th Cir.
1961) on federal compounding. There are no Michigan cases on point.

Ohio assesses its interest on a 6% "per annum" basis. OHIO REV. CODE ANN. § 5733.26(A)
(Page 1973). In view of the foregoing discussion, the Ohio statute appears to imply
simple interest, though there are no Ohio cases on point.

213 MICH. COMP. LAWS ANN. §§ 208.81(2), (3) (Supp. 1976).

214 OHIO REV. CODE ANN. § 5733.26(A) (Page 1973).
215 INT. REV. CODE OF 1954, § 6621(b). Originally the rate was 9%, but it was recently

reduced to 7%. Rev. Rul. 75-487, 1975-2 CUM. BULL. 488.
216 Whether an additional tax is actually interest or, in fact, a penalty depends upon

how the statute itself treats the assessment. United States v. Childs, 266 U.S. 304, 309
(1924). Since the Michigan statute refers to the 9% rate as "interest," MICH. COMP. LAWS
ANN. §§ 208.81(2), (3) (Supp. 1976), and there are other sections which provide "penalties,"
id. §§ 208.81(4), (5), the 9% rate appears to be a charge only for interest.

Interest is defined as "[t]he compensation allowed .. . for the ...detention of money."
1 BoUvIER's LAW DICTIONARY (8th ed. 1914). In this case the interest is compensation
for the detention of a tax payment. Presumably, the state intends only to be made whole
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deficiency assessments effective in motivating the taxpayer to remit
its payments on a timely basis? Are such assessments fair to the tax-
payer? The first question is particularly important with respect to
business taxes due to the large sums of money remitted by business
taxpayers. Unlike their employees, businesses determine their own
estimated tax payments21 7 and, thus, have a greater opportunity to
manipulate and delay tax payments. A properly designed deficiency
statute should minimize this problem.

The nature of the problem is readily illustrated by the following
hypothetical. Suppose business taxpayer T is required to remit a
$1,000,000 payment to the state on January 1. Suppose also that T is
in a state that assesses only 6% interest218 on delinquent payments and
that T would have to pay 12% interest to borrow the money for the pay-
ment in the marketplace. 219  T, with one eye on the deficiency rate of
6% and the other on the market rate of 12%, decides that it would be
prudent tax planning to remit only $900,000 of the $1,000,000 payment
that is due. The difference in the rates looks "too good to pass up"
and T has only underpayed by 10% ($100,000), an amount that is not
likely to draw the attention of the state tax department.

If T can delay paying the $100,000 for a full year, it has a potential
savings of $6,000.220 Thus, by setting the rate too low, the state has ac-
tually encouraged T to defer its payments as long as possible. It is less
expensive to "borrow" from the state than to secure a loan in the market-
place.

The higher the prevailing market rate, the more lucrative this bit of
tax planning becomes. Likewise, the larger the amount due, the more
appealing is the delay in payment. 221 If the statutory rate were set at

by the assessment, not to make a profit or to penalize the taxpayer, since other sections
provide for penalties.

21' Businesses are required to make estimated tax payments throughout the year if
they anticipate tax liabilities in excess of the minimum set forth in the statute. INT. REV.
CODE OF 1954, § 6154; MIcH. COMP. LAws ANN. § 208.71 (Supp. 1976); OHIo REV. CODE
ANN. § 5733.021 (Page Supp. 1976).

Employees' "estimated payments" are determined by the employer and withheld from the
employees' paychecks. Ir'-r. REV. CODE OF 1954, § 3402; (id. § 6015 also requires certain
individuals to estimate their own taxes in addition to the "estimate" made by the employer);
MICH. Comp. LAws ANN. § 206.351 (Supp. 1976); OHIo REV. CODE ANN. § 5747.06(A)
(Page 1973).

zs As Ohio does. OHIo REV. CODE ANN. § 5733.26(A) (Page 1973).
219 The key indicator of the cost of money in the money market is the "prime rate of

interest." It is defined as "[t]he interest rate most closely approximating the riskless
or 'pure' rate for money, i.e., ...highest quality credit. . . .Rates on business loans of
banks reflect . .. the size of the loan ...maturities of loans . .. and geographical varia-
tions. . . . MUNN's ENCYCLOPEDIA OF BANKINC AND FINANCE 749 (7th ed. F. Garcia
1973). Thus, the prime rate is that charged to the bank's best customers. Loans with a
higher risk level may involve rates of up to prime + 4%. With prime rates reaching levels
as high as 12% in recent years, businesses have been paying 15-16% for money in the market.

220 The potential tax savings is computed by taking the difference between the interest
rate T must pay the state (6%) and what it would pay to borrow the funds (12%), times
the amount to be borrowed (not remitted): 12% - 6% = 6%; 6% x $100,000 = $6,000 savings.

22' The hypothetical is even more appealing if T can deduct the cost of the interest
assessed for tax purposes. Of course, T could have deducted the cost of any interest paid
for money borrowed in the market as an ordinary and necessary business expense. Inter-
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the market rate or higher, T would rather pay the state since it is no
more expensive than it is to borrow the money.

Despite the attractiveness of this tax planning device, T is somewhat
limited in how much it can borrow from the state. If T consistently de-
fers payments, the state may invoke an additional penalty for negligence
or even fraud.222  Furthermore, at the end of its taxable year, when re-

mittance of the full tax for the year is required, T must remit the full

amount due. Therefore, this type of borrowing is restricted to a one-year
duration. Of course, T can resume the "loan" by underpaying the esti-
mated tax payment for the first quarter of the following year. Neverthe-
less, by fixing a deficiency rate in the statute, Michigan and Ohio have
opened the door to abuses of the kind illustrated.

This problem can be avoided by an annual legislative review of defi-
ciency interest rates in relation to market rates. If the statutory rates
are set to equal or exceed the market rates, there will be no benefit to
taxpayers who delay tax payments. In view of the widely fluctuating inter-

est rates in recent years, such a legislative review appears necessary if
the statute is to operate as intended. If the legislature is unwilling to
assume the burden of annual review, it could delegate the duty to an
administrative agency. Relatively simple guidelines could be provided for
the agency, with the prime rate of interest as an indicator. The federal
tax system employs an administrative review procedure.2 23

Secondly, it must be asked whether it is fair to require taxpayers to
pay interest on deficiency assessments. As a practical matter, such
assessments merely reimburse the state for the use of money to which it
was rightfully entitled. Any other result would reward the tardy tax-
payer and penalize those making a good faith effort to comply. Further-
more, the government is equally fair with the taxpayer in the converse
situation. The Michigan and federal statutes require those governments
to pay interest to the taxpayer on any overpayments at the same rate
charged for deficiencies if the refund is not made within 45 days of a

est on federal tax deficiencies is deductible for federal tax purposes. Rev. Rul. 70-284,
1970-1 CUM. BULL. 34. T can also deduct any state tax deficiency interest assessments on
its federal return. 2 P-H 1976 FED. TAXES 13,023. Since the state taxes are based on
federal taxable income, by deducting the state deficiency assessment at the federal level,
T has also deducted it for state purposes unless the state tax specifically requires that
the assessment be added back to income. Michigan provides that all taxes imposed by the
SBTA and deducted for federal tax purposes must be added back to income before figuring
the SBTA tax. MICH. COMP. LAWS ANN. § 208.9(3) (Supp. 1976). "Taxes" are defined to
include interest on taxes. Id. § 208.8. Thus, interest deficiency assessments on SBTA
taxes could be deducted for federal tax purposes but not for SBTA purposes. (The SBTA
also disallows deductions for interest in general. See note 154 supra and accompanying
text.)

Ohio does not provide for the adding back of its own tax or the interest thereon. See
OHIO REV. CODE ANN. § 5733.04(l) (Page Supp. 1976). Therefore, T would deduct Ohio
interest assessments on its federal tax return, and this deduction would flow through to its
Ohio return. Thus, indirectly, Ohio does allow for the deduction of its own interest as-
sessments, making the hypothetical even more attractive.

222 For penalties in Michigan, see MICH. COMP. LAWS ANN. §§ 208.81(4), (5)

(Supp. 1976). Ohio does not provide for such penalties. See OHIO REV. CODE ANN.
§ 5733 (Page Supp. 1976).

223 See INT. REV. CODE OF 1954, § 6621.
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claim for it.2 24  Ohio is even more generous, granting 6% interest from
the date of the overpayment. 22 5 This approach, however, places an un-
duly heavy burden on the Ohio Tax Commissioner to review and process
payments quickly in order to reduce interest paid. 226  A statute similar
to Michigan's appears more reasonable in view of the number of refund
claims processed and the complexity of determining their accuracy.

Thus, in a market with fluctuating interest rates, fixed rates in a
state's tax deficiency statute may lead to results inconsistent with the
intended goals of compensating the state for late tax remittances and
motivating timely payments by taxpayers. The flexible rates in the fed-
eral statute are an effective and practical answer to the problem and
both Michigan and Ohio should note this rather simple solution.

F. The Rate of Tax

The SBTA tax rate is 2.35% of the adjusted tax base of the tax-
payer.227  The proponents of the tax estimated that it would generate
revenues of about $800 million, approximately the revenue of the taxes
it replaced; 22 nevertheless, there is already a proposal in the Michi-
gan legislature to raise the rate to 2.5%.22 9

The imposition of a 2.35% tax is not terribly significant in relation to
the 48% imposed by the federal tax and the rates of other industrial states
which often range over 10%.23 1 It must be remembered, however, that
the other tax rates are imposed on net income. Michigan's is imposed
on the Michigan tax base, in which there is no deduction for compensa-
tion or interest. The tax base can range as high as 50% of gross receipts
before any relief is offered by the statute. In such a case, 2.35% of 50%
of gross receipts can yield a much larger tax than 10% of net income.
Thus, it is not possible to compare other states' statutory rates with the
SBTA's because their definition of taxable income is so different. In the
face of this difference, the economic impact of the tax can only be ef-
fectively judged after the tax has been in effect for at least a year.

V. CONCLUSION

With the enactment of the SBTA, Michigan has become one of the few
states to develop an overall scheme for the taxation of business activity.
Rather than attempt to change the patchwork system that had been in

224 Id. § 6611(e) (45 days after the date the return is due, or 45 days after the date it is
filed, if that is later); MICH. COMP. LAWS ANN. § 208.97(3) (Supp. 1976).

225 OHIO REV. CODE ANN. § 5733.26(A) (Page 1973).
226 This gives rise to the converse of the first hypothetical contained in the text. If

the market rate falls below the rate which Ohio pays on overpayments (6%), T may overpay
its tax to earn 6% on its money, a rate better than that available in the market. Further,
it earns interest from the date of the overpayment. Again, an argument for allowing the
rate to be adjusted with the market rate changes.

227 MICH. CoMP. LAws ANN. § 208.31(1) (Supp. 1976).
228 Single Business Tax Division, Michigan Dep't of Treasury, The New Single Busi-

ness Tax 1 (Dec. 5, 1975), on file in the offices of the Cleveland State Law Review.
z22 P-H STATE AND LOCAL TAXES, SPECIAL MICHICAN REPORT 3 (1976).

230 P-H STATE AND LOCAL TAXES, ALL STATES UNIT 200 (1976).
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effect, the legislature repealed the variety of business taxes then in use in
order to substitute a single, well-designed tax. While the merits of the tax
Michigan enacted may be debated, all should agree that such a compre-
hensive re-evaluation is admirable.

The SBTA has the major characteristics of an income tax, yet there
are adjustments disallowing interest and compensation expenses as deduc-
tions. This gives the SBTA some of the qualities of a value-added tax
and is certain to provoke discussion. Industries and businesses with
significant interest and compensation expenditures will find the provisions
less than appealing. Along with the full cost deduction for capital assets
acquired, the least that can be said about the SBTA is that it is very dif-
ferent from what is in use in other states. Because of the SBTA's unique-
ness, the effect of the novel provisions must await at least the first year
of experience. Perhaps the greatest disappointment is that Michigan
has refused to comply with the MTC which equitably allocates the in-
come of multistate businesses. These businesses will continue to be un-
fairly taxed because states like Michigan refuse to adopt without modi-
fication the reasonable solution provided by the MTC.

The SBTA serves as a model for Ohio to the extent that it advocates
re-evaluation and streamlining of the business tax structure. Like
Michigan, Ohio's business tax structure has evolved over a long period
of time. As additional revenues were needed, additional taxes were levied
and additional complications arose. Perhaps the best example of this
lack of planning is the continued use of the tax on corporations based
upon the higher of the franchise tax or the income tax. This imposes
the cost and inconvenience of two separate computations on every tax-
payer within the state. It would appear that the system could be greatly
simplified if the state would rely on the income tax alone. Appropriate
rate changes could be used to maintain the present level of revenues.

Whether the SBTA serves as a model tax for Ohio in other respects
is doubtful. Ohio already has a well-designed income tax. The SBTA
is complex, both in practice and theory, and the benefits to be obtained
over a well-designed income tax are questionable. Whether the SBTA
has some of the benefits of both income and value-added taxes or the ad-
vantages of neither, remains to be seen. The one clear problem with the
SBTA is its complexity. It would seem that Ohio would be better ad-
vised to repeal its franchise tax and make relatively minor changes in
its income tax, rather than change its entire system to one such as the
SBTA, in which the complexities and problems are assured and the bene-
fits remain to be proven.

ROBERT M. WILSON

1976]

41Published by EngagedScholarship@CSU, 1976



42https://engagedscholarship.csuohio.edu/clevstlrev/vol25/iss2/4


