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Treatment of Single Member LLCs
Under SBT and MBT after the

Kmart and Alliance Decisions

By Donald A. DeLong

Introduction

Prior to the 2009 Michigan Court of Appeals’
decisions in Kmart Michigan Prop Servs, LLC v
Department of Treasury' and Alliance Obstetrics
& Gynecology, PLC v Department of Treasury,?
most taxpayers and practitioners believed
that a single member limited liability com-
pany’s (SMLLC) election under the federal
“check-the-box” regulations was determina-
tive of how that SMLLC would be treated
under Michigan’s now repealed Single Busi-
ness Tax Act (SBTA).? It now appears that an
SMLLC may choose to be treated differently
under the Internal Revenue Code and the
SBTA, and possibly the Michigan Business
Tax Act (MBTA).* This change will impact
not only choice of entity decisions, but other
tax decisions regarding the elections that
SMLLCs will make under the federal and
Michigan tax statutes.

Federal and State Tax Law
Background

Treatment of SMLLCs under the Check-the-
Box-Regulations

The tax classification of SMLLCs under the
Internal Revenue Code is determined under
the check-the-box regulations.” For the pur-
poses of this article, an SMLLC is an entity
organized under the Michigan Limited Lia-
bility Company Act® (MLLCA) that has only
one member or owner. The check-the-box
regulations make clear that “...whether an
organization is an entity separate from its
owners for federal tax purposes is a matter
of federal tax law and does not depend on
whether the organization is recognized as an
entity under local law.”” Therefore, for fed-
eral tax purposes the exact nature of how the
SMLLC is organized under Michigan law is
not determinative of how it will be treated
under the Internal Revenue Code.

A business entity that has a single owner
can choose to be classified as a corporation
or as a disregarded entity for federal tax pur-
poses.t If the business entity is treated as a

disregarded entity, “its activities are treated
in the same manner as a sole proprietorship,
branch, or division of the owner.”® In other
words, the fact that an SMLLC is a separate
legal entity under Michigan law is not rel-
evant under the Internal Revenue Code; the
activities of the SMLLC will be treated as
those of its owner, and it will not file a sepa-
rate income tax return from its sole owner.

The SMLLC may elect to be treated as
a corporation under the Internal Revenue
Code, and if it does, it is treated as an asso-
ciation with activities separate from those of
its owner and must file separate returns from
those of its owner. If an SMLLC does not
make an election to be treated as a corpora-
tion, it will be treated as a disregarding entity
under the default rules."

Treatment of SMLLCs Under the SBTA

Under the SBTA, a tax was imposed on
every “person” with business activity in
Michigan."" “Person” was defined as “an
individual, firm, bank, financial institution,
limited partnership, copartnership, partner-
ship, joint venture, association, corporation,
receiver, estate, trust, or any other group or
combination acting as a unit.””? A limited
liability company is not enumerated in the
types of entities defined as a “person,” nor
did the statute state how an SMLLC is to
be treated under the SBTA. On November
29, 1999, the Michigan Department of Trea-
sury (MDT) issued Revenue Administrative
Bulletin (RAB) 1999-9, which attempted to
state that SMLLCs would be classified the
same under the SBTA as under the Inter-
nal Revenue Code and the check-the-box
regulations. In RAB 1999-9, the MDT stated
that any such election or default classifica-
tion under the check-the-box regulations
was effective “for all components of the SBT
return that are related to federal income tax”
and “[a] taxpayer who elects entity classifica-
tion at the federal level shall file the Michigan
SBT return on the same basis and reflect the
same tax consequences.” ©* This RAB specifi-
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cally states that if an SMLLC is treated as a
disregarded entity “...at the federal level it
is treated as a branch, division, or sole pro-
prietor for SBT purposes.”'* Therefore, under
this RAB, an SMLLC would be classified in
the same manner under the SBTA as under
the check-the-box regulations.

Kmart and Alliance Court of Appeals
Decisions

The Court of Appeals in Kmart held that
Kmart Michigan Property Services, LLC
(KMPS) was not required to be consistent
in its self-classification in its Michigan and
federal tax filings for any given year."” KMPS
was a Michigan limited liability company
wholly owned by Kmart Corporation. KMPS
filed a separate single business tax return
from its sole member, Kmart Corporation,
even though KMPS was treated as a disre-
garded entity for federal tax purposes. The
MDT determined that it would not accept the
separate return of KMPS and, instead, would
disregard this entity and treat it as if it were a
division of Kmart Corporation.

The MDT relied on RAB 1999-9 in arguing
that KMPS was required to use the same enti-
ty classification that it had chosen for federal
tax purposes with respect to its filings under
the SBTA. The Court of Appeals found that
while RAB 1999-9 was entitled to respectful
consideration, it was not legally binding.'®
Since this Revenue Administrative Bulletin
was not legally binding, the Court looked
to the language of the SBTA to determine
whether KMPS was required to file an SBT
return. The Michigan Court of Appeals de-
termined that KMPS did fit within the defini-
tion of a “person” conducting business activ-
ity within the state of Michigan.”” According
to the SBTA, all persons conducting business
activity within the state were required to file
an SBT return. The Court concluded that
KMPS was correct in filing an SBT return
even though it did not file a separate federal
income tax return since it was a disregarded
entity under the check-the-box regulations.

The Kmart decision was released on May
12, 2009. On August 4, 2009 the Michigan
Court of Appeals revisited this issue in the
Alliance decision. The Court in Alliance came
to the same conclusion as the Court did in its
Kmart decision under a different set of facts.
In Kmart the taxpayer was a disregarded en-
tity under the federal check-the-box regula-
tions, whereas in Alliance the taxpayer elect-
ed to be treated as a corporation.

In Alliance, the plaintiff, Alliance Obstet-
rics & Gynecology, PLC was a limited liability
company with a single member. The plaintiff
had made an election under the check-the-
box regulations to be treated as a corporation
for federal income tax purposes. According-
ly, the plaintiff filed a separate single busi-
ness tax return and claimed a small business
credit under MCL 208.36. The MDT disal-
lowed the small business credit because, un-
der MCL 208.36(2)(b)(i), a corporation whose
officers earned more than $115,000 during the
tax year was not entitled to the small busi-
ness credit. Since the plaintiff had elected to
be treated as a corporation for federal income
tax purposes, the MDT determined that this
was a binding classification for all purposes
under the SBTA, including the calculation of
the small business credit.!s

The Michigan Court of Appeals in Alli-
ance cited its decision in Kmart for the propo-
sition that classifications under the federal
and state statutes were not binding on one
another.” The Court stated that limited li-
ability companies are not corporations under
Michigan law and that “[b]usiness entities
such as plaintiff that are neither a corpora-
tion nor a partnership should not be required
to elect a classification inconsistent with its
organization under state law.”* The Court in
Alliance held that the plaintiff was not to be
treated as a corporation for purposes of cal-
culating the small business tax credit under
MCL 208.36(2), and, thus, it was entitled to
take the credit.”

Response to Kmart Decision by MDT and
Michigan Legislature

On February 5, 2010, the MDT issued a
notice to taxpayers regarding the impact of
the Kmart case. The MDT stated “pursuant to
Kmart, persons that are disregarded entities
for federal tax purposes that filed as a branch,
division, or sole proprietor of their owner for
SBT purposes (‘previously disregarded enti-
ties’) must now file a separate SBT return for
all open tax periods. Previously disregarded
entities are considered non-filers for statute
of limitation purposes under MCL 205.27a.”*
The MDT stated that SMLLCs were required
to file or amend their returns for all open tax
years under rules laid out by the Kmart deci-
sion and the February 2010 Notice. All these
returns were due on or before September 30,
2010. Returns not filed on or before Septem-
ber 30, 2010 would have interest assessed
for any deficiencies, which interest would
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be added to the deficiency from the time the
tax was originally due. Interest on refunds
would be calculated and added to the refund
commencing 45 days after the claim is filed.”
The MDT would assess a penalty against any
previously disregarded entities that did not
file a return by September 30, 2010.2 More-
over, the MDT stated that previously disre-
garded entities would be considered non-fil-
ers for statute of limitations purposes.” This
meant that SMLLCs would have to go back
and file tax returns for all years in which
their revenues exceeded the filing threshold.
However, SMLLCs that previously filed SBT
returns that included one or more previous-
ly disregarded entities had to amend their
returns for all open years, but they could not
amend their SBT returns beyond the stat-
ute of limitations set forth in MCL 205.27a.
The February 2010 Notice was going to be a
tremendous administrative burden on both
SMLLCs and the MDT.

The Michigan Legislature, recognizing
this burden and the inherent unfairness of
the MDT’s position in its February 2010 No-
tice, introduced House Bill 5937. In March
2010, this bill was reported out of committee.
The committee report described the situation
as follows:

Taxpayers that relied on the Depart-
ment’s policies for many years now
face the tremendous task of filing
new or amended returns for all “open
periods”. Since the Department con-
siders previously disregarded enti-

(8) Notwithstanding any other pro-
vision in this act, for a taxpayer that
filed a tax return under former 1975
PA 228 [the SBTA] that included in
the tax return an entity disregarded
for federal income tax purposes
under the internal revenue code,
both of the following shall apply:

(@) The department shall not
assess the taxpayer an addition-
al tax or reduce an overpayment
because the taxpayer included
an entity disregarded for federal
income tax purposes on its tax
return filed under former 1975
PA 228.

(b) The department shall not
require the entity disregarded
for federal income tax purposes
on the taxpayer’s tax return filed
under former 1975 PA 228 to file
a separate tax return.
(9) Notwithstanding any other pro-
vision in this act, if a taxpayer filed
a tax return under former 1975 PA
228 that included in the tax return an
entity disregarded for federal income
tax purposes under the internal reve-
nue code, then the taxpayer shall not
claim a refund based on the entity
disregarded for federal income tax
purposes under the internal revenue
code filing a separate return as a dis-
tinct taxpayer.”

ties to be nonfilers, returns must be
filed for all tax years for which the
entities exceed the SBT filing thresh-
old. For some taxpayers, this look-
back period will be as long as 10 or 20
years. If the affected taxpayers have
a tax liability, they will be charged
interest for the entire time the tax
was due. On the other hand, if tax-
payers’ liability is reduced, refunds
will be paid only for the four years
prescribed by the Act.*

It is important to analyze what PA 38 does
and what it does not do. First, PA 38 does not
amend the SBTA to change the definition of
“person” and, in fact, does not amend the
SBTA at all. Second, PA 38 makes no mention
of the MBT and should not have any impact
on the interpretation of this tax act. Third, PA
38 does not approve nor disapprove of the
analysis or holdings of Kmart and does not
even mention the Alliance decision. PA 38
does state in its enacting section the follow-
ing:

This amendatory act is curative,

House Bill 5937 was passed by the Michi-
gan Legislature and signed by the Governor
on March 31, 2010 as 2010 Public Act 38 (PA
38). PA 38 became effective on March 31,
2010. PA 38 amended section 207a of 1941
Public Act 122, as amended by 2003 Public
Act 23, being MCL 205.27a. In pertinent part,
PA 38 amends MCL 205.27a by adding the
following language:

shall be retroactively applied, and
is intended to correct any misinter-
pretation concerning the treatment
of an entity disregarded for federal
income tax purposes under the inter-
nal revenue code under former 1975
PA 228 that may have been caused
by the decision of the Michigan court
of appeals in Kmart....»
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If the above enacting language is read in
light of MCL 205.27a(8), it does not appear
that PA 38 is disapproving the analysis of
Kmart, but just “correcting any misinterpre-
tation” regarding the treatment of SMLLCs
“that may have been caused” by the Kmart
decision. What PA 38 does do is reflected in
the actual language of MCL 205.27a(8). PA 38
changes the requirements for filing returns
under the SBTA that were made mandatory
by the February 2010 Notice. Under PA 38, if
the owner of an SMLLC filed a return treat-
ing the SMLLC as a disregarded entity then
(1) the MDT cannot increase or decrease that
owner’s tax liability because the owner did
not file a separate return for the SMLLC, and
(2) the owner cannot be required to file a sep-
arate return. PA 38 also states that the own-
er cannot file a separate SBT return for the
SMLLC if it originally filed its return treat-
ing the SMLLC as a disregarded entity. Sig-
nificantly, PA 38 does not mention anything
about owners of SMLLCs that may have filed
separate returns even though they may have
elected to be treated as disregarded entities
under the federal check-the-box regulations.
Reading the language of the committee re-
port, PA 38, and its enacting language togeth-
er, it appears that PA 38 actually “repeals”
the MDT’s February 2010 Notice because it,
in essence, does away with this Notice’s SBT
filing requirements, without addressing the
analysis of Kmart.

On April 12, 2010 the MDT issued a
“new” Notice rescinding its previous Febru-
ary 2010 Notice.” The April 2010 Notice says
that “2010 PA 38 reinstates the law govern-
ing disregarded entities under the SBT in ef-
fect prior to Kmart.”* It also goes on to say
that the February 2010 Notice is rescinded
and concludes “that RAB 1999-9 and RAB
2000-5 reflect the correct interpretation of the
law regarding the treatment of disregarded
entities under the SBT.”?! It appears that the
MDT in its April 2010 Notice interprets PA
38 as doing away with the analysis of Kmart
altogether, which as pointed out above does
not appear to be the case.

The Kmart decision made two impor-
tant determinations. First, that RABs, while
entitled to respect, were not binding on the
Court’s interpretation of the SBTA and by ex-
tension any Michigan tax act. Second, Kmart
interpreted “person,” as defined in the SBTA,
to mean SMLLCs and that the check-the-box
regulations did not affect that definition, thus
requiring SMLLCs to file separate returns.

PA 38 does away with the requirement of fil-
ing separate returns, but not the analysis of
Kmart as described above.

Impact Under the SBTA

PA 38 and the Kmart and Alliance decisions
affect SMLLCs and their treatment under the
SBTA in several ways. While Kmart’s inter-
pretation of “person” is not changed, PA
38 does not allow SMLLCs to file separate
returns if they have elected to be treated as
disregarded entities under the check-the-box
regulations, but SMLLCs that have already
filed separate returns should not have to
amend their returns because PA 38 does not
require this, and the February 2010 Notice
has been rescinded. Those SMLLCs who did
file separate returns may be subject to audit
challenge by the MDT because of its interpre-
tation in its April 2010 Notice.

SMLLCs that elected to be treated as cor-
porations and that took the small business
credit under MCL 208.36 should still be able
to take the small business credit under the
analysis of the Michigan Court of Appeals
in Alliance. This means that an SMLLC that
paid in excess of $115,000 to a member is not
disqualified from taking the small business
credit because the member is not consid-
ered an officer or shareholder of the SMLLC.
SMLLCs that did not take the small business
credit on any open year returns because of
“compensation” to a member in excess of
$115,000 might consider filing an amended
return and seeking a refund.

The impact on SMLLCs under the SBTA
is admittedly limited due to its repeal effec-
tive December 31, 2007. Only SMLLCs who
have open years or who are subject to audit
will be able to rely on Kmart and Alliance.

Impact Under the MBTA

Filing a Separate Return If an Election
Is Made To Be Treated As a Disregarded
Entity Under the Check-the-Box
Regulations

The MBTA has two different types of
taxes. The MBTA imposes a modified
gross receipts tax (GRT) on taxpayers with
Michigan nexus at the rate of 0.8 percent.”
It also levies the business income tax (BIT)
on taxpayers with Michigan business activ-
ity at the rate of 4.95 percent.® The term
“taxpayer” is defined as “a person or a uni-
tary business group liable for a tax, interest,
or penalty under this act....”3* A person is
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defined in MCL 208.1113(3) as including a
limited liability company. As a result, except
for a unitary business group, which will be
discussed later, an SMLLC is a person subject
to the MBT, just as Kmart decided under the
SBT.

The approach that the MDT will take on
this issue can be gleaned from the Frequently
Asked Questions (FAQs) issued by the MDT
since the passage of the MBTA. Specifically,
FAQs Mi25 and Mi28 reveal that the MDT will
follow RAB 1999-9. Mi 25 asks “Does the MBT
follow the federal check-the-box regulations?”
with answers that can be summarized as fol-
lows: (1) Yes, the MBT follows the federal
regulations; (2) for single-member disre-
garded entities, the single member is an MBT
taxpayer and the SMLLC will be treated as a
sole proprietorship, branch, or division; and
(3) an SMLLC will only be a MBT taxpayer if
it elects to be taxed as a corporation for fed-
eral tax purposes and is not part of a unitary
group.”

FAQ Mi 28, in pertinent part, asks: “Are
single member limited liability compa-
nies...disregarded for federal tax purposes
also disregarded under the MBT?”* The an-
swer to this question is that the MBT general-
ly conforms to the check-the-box regulations
and SMLLCs will be treated as sole proprietor-
ships, branches, or divisions of the sole mem-
bers. Both FAQs Mi25 and Mi28 were issued on
Apiril 15, 2008 before the Krmart and Alliarnce deci-
sions. In light of April 2010 Notice, they are not
likely to be rescinded. Therefore, SMLLCs that
are not part of a unitary business group could
argue that they can file as a corporation or a
disregarded entity regardless of how they file
under the check-the-box regulations. SMLLCs
that are not part of a unitary business group
will for the most part be SMLLCs whose sole
members are individuals or foreign entities,
not United States entities such as corporations,
partnerships or limited partnerships, or limit-
ed liability companies. These types of SMLLCs
should make an independent analysis of the
tax impact on them from a federal income tax
and MBT standpoint taking into consideration
the likelihood of challenge from the MDT if
audited.

SMLLCs whose sole members are enti-
ties must take into consideration the uni-
tary business group rules. A unitary busi-
ness group must:

file a combined return that includes
each United States person, other
than a foreign operating entity, that

is included in the unitary business
group. Each United States person
included in a unitary business group
or included in a combined return
shall be treated as a single person
and all transactions between those
persons included in the unitary busi-
ness group shall be eliminated from
the business income tax base, modi-
fied gross receipts tax base, and the
apportionment formula under this
act.”
Unitary business group is defined, in perti-
nent part, as:

a group of United States persons,
other than a foreign operating entity,
1 of which owns or controls, direct-
ly or indirectly, more than 50% of
the ownership interest with voting
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.*

A full discussion of the unitary business
group concept is beyond the scope of this
article, but an SMLLC whose sole member
is an entity organized in the United States
will be part of a unitary business group
and will be required to include its business
activities as part of its sole member’s tax re-
turn. In short, SMLLCs with members that
are United States entities will not be able
to file separate returns under the analysis
of Kmart because of the unitary business
group rules.”

Some SMLLCs might consider organizing
their parent entities as a foreign corporation
in light of the unitary business group rules to
avoid having to file a single consolidated re-
turn. If the tax benefits are substantial, some
taxpayers may consider organizing the sole
member of the Michigan SMLLC as a foreign
entity, but only if the foreign entity is an “op-
erating” entity.
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The Small Business Tax Credit

The MBT, like the SBT, has a small business
tax credit.® A taxpayer that qualifies for the
small business tax credit effectively reduc-
es its MBT liability (combination of GRT, BIT,
and surcharge) to 1.8 percent its adjusted busi-
ness income. To qualify for the credit, a tax-
payer must not exceed $20 million of gross
receipts and $1.3 million (adjusted for inflation
after 2008) of adjusted business income.® As
under the SBT, the MBT disqualifies entities
whose owners have compensation over cer-
tain thresholds. As applied to SMLCCs, if its
sole member receives more than $180,000 as a
distributive share of the SMLLC'’s adjusted
business income (minus the loss adjustment),
the SMLCC is disqualified from using this
credit. In addition, a corporation is disquali-
fied from taking this credit if the compensa-
tion and director’s fees of a shareholder or
an officer exceed $180,000.

In Alliance, the SMLLC (i.e., the plain-
tiff) elected to be taxed as a corporation
under the check-the-box regulations, but
claimed the small business credit despite
its sole member receiving in excess of
$115,000 from the SMLLC. The court in Al-
liance pointed out that the term “corpora-
tion” was not defined in the SBTA. Since
the SMLLC in Alliance was not a corpora-
tion under Michigan law, it was not a cor-
poration for purposes of the SBTA and the
small business credit.

The MBT, however, does define the term
“corporation” as “a taxpayer that is required
or has elected to file as a corporation under
the internal revenue code.”* Based on this
definition, an SMLLC that elects to be treat-
ed as a corporation under the check-the-box
regulations will fall within the definition of a
corporation for the purposes of MBT, includ-
ing the small business credit under the MBT.
Accordingly, an SMLLC in the same situa-
tion as the plaintiff in Alliance will not be able
to make that same argument and will be dis-
qualified from using this credit.

Conclusion

The decisions in Kmart and Alliance have a
significant impact on SMLLCs that have open
tax years to which the SBT applies. Despite
the MDT’s April 2010 notice that PA 38 has
“repealed” the Kmart decision, it appears
that the analysis of this decision is still via-
ble. Therefore, affected SMLLCs might con-
sider filing returns or amended returns that
classify the SMLLCs differently than under

the check-the-box regulations. Practitioners
should consider doing an analysis of sav-
ings that might be achieved. The impact of
the Kmart and Alliance decision on the MBT’s
treatment of SMLLCs is less dramatic. Many
SMLLCs that might have considered filing
separate returns under the SBT will prob-
ably not be able to do so under the MBT as
a result of the unified business group rules.
However, SMLLCs that do not fall within the
unitary business group rules might consider
taking the position that they are not bound
by the check-the-box regulations in connec-
tion with their classification under the MBT
since it appears that the rationale of the Kmart
and Alliance decisions are still valid, notwith-
standing the MDT’s position. This might
present a planning opportunity for SMLLCs.
However, any SMLLC that takes this posi-
tion should only do so with the knowledge
that the MDT will probably not agree with
this analysis.
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