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Dear Taxation Section Members:

As Chairperson of the Taxation Section for 2017 — 2018, it is my pleasure to 
welcome you to another great year. We started this year with the inauguration of a 
new offering — the Fundamentals of Taxation program. This half-day program, 
featuring a core track and an advanced track, introduced younger tax lawyers to some 
basic tax concepts and helped some of us more seasoned practitioners brush off 
some of the cobwebs. Sessions included: the role of the tax attorney, types of taxes, 
entity classification issues, mergers and acquisitions issues, advanced state and local 
taxes and what to consider when issuing a tax opinion. Many thanks to Treasurer 
James Combs — he put countless hours into this program and it was a great success. 
Our Strategic Planning Council Member, Ryan Peruski, is already planning the next 
Fundamentals of Taxation program.

This program is part of a larger effort to implement a strategic plan for the Taxation 
Section. We adopted a two-year Strategic Planning Initiative (available on our SBM 
Connect page) last year to help us better serve the Taxation Section’s members and 
the public. We will be making a concerted effort this year to implement the activities 
and ideas identified in the Strategic Planning Initiative.

One key effort identified is better communication with our membership. We are 
currently exploring ways to use SBM Connect to keep in regular contact with our 
membership. Visit the Taxation Section’s SBM Connect page for Council Member 
contact information, a calendar of upcoming events, past issues of the Michigan Tax 
Lawyer, meeting minutes and more. We will use the Discussion Pages to send 
periodic communications to members. Members can post comments and questions 
on the Discussion Pages. And don’t forget to follow us on FaceBook and Linkedln!

We are always working to develop a pipeline of talented leadership to lead the 
Taxation Section into the future. This year, we are appointing Vice Chairs to each 
Committee as an additional resource to plan events and to provide continuity of 
leadership as Committee Chairs transition to Council Members. We will also continue 
to tap the institutional knowledge of our past chairs by continuing to work closely 
with the Past Chairs Advisory Group. If you are interested in getting more involved, 
a good way to start is by attending Council events. Or contribute to the Michigan Tax 
Fawyer - members interested in contributing articles should contact this year’s editor, 
Mindi Johnson.

Finally, we are hard at work planning the 31st Annual Conference. This year’s 
Annual Conference will again be at the Inn at St. John’s in Plymouth on Thursday, 
May 24, 2018. Registration will be online. Conference Chair Andrea Crumback and
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Jeff Kirkey from ICLE are in the process of putting together an excellent program. Speakers will include State Treasurer Nick 
Khouri, United States Tax Court Judge Ronald Buch, State Budget Office Director Alton Pscholka and Patrick Robertson 
from C2 Group/FTI Consulting.

I am looking forward to serving as your Chair for this year. Please join us at our upcoming events — I look forward to meeting 
you!

Very truly yours,

Carolee Kvoriak Smith 
Chairperson, Taxation Section
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Letter from the Chair

EmployEE BEnEfits CommittEE

On September 19, 2017, the Employee Benefits Committee 
held a joint event with the SBM Business Law Section at The 
Community House in Birmingham focusing on employee 
benefits aspects of mergers and acquisitions.  The panelists 
covered issues relating to qualified retirement plans, health 
and wellness programs, and nonqualified deferred compen-
sation arrangements.  Thank you to Committee members 
Dave Walters (Bodman) and Lynn McGuire (Butzel Long) 
for their participation on the panel, and to Bruce Haffey 
(Giarmarco, Mullins & Horton) of the Business Law Sec-
tion for moderating.

The Committee hosted a joint event with the ASPPA 
Benefits Council (“ABC”) of Detroit on November 9, 2017, 
featuring a presentation by Sherry Brackney (Department 
of Labor) focusing on fiduciary responsibilities and DOL 
investigations of employee benefit plans.  This event was held 
at the MSU Management Education Center in Troy.

My term as Chair of the Committee has concluded follow-
ing the Taxation Section’s recent Annual Meeting, and going 
forward, I will serve as a member of the Taxation Section 
Council.  Eric Gregory (Dickinson Wright) has been ap-
pointed as the new Committee Chair.  Eric has been very 
active on the Committee and has already hit the ground run-
ning.  I’m confident that our Committee is in good hands 
with him at the helm.

Stay tuned for announcements regarding upcoming Com-
mittee events, including a Detroit-area networking and con-
tinuing legal education event tentatively scheduled for Janu-
ary 25, 2018.

Please ensure that you are properly registered for the Com-
mittee on SBM Connect at http://connect.michbar.org/tax/
committees to receive additional details on future Commit-
tee developments.

It has been my pleasure to serve as the Chair of our Commit-
tee.  Thank you all for your support during my tenure.

Respectfully submitted,
Brian Gallagher

SECTION COMMITTEE REPORTS

EstatEs and trusts CommittEE 

In October 2017, Nick Monterosso took over as Chair of 
the Estates and Trusts Committee. Nick is an estate planning 
and tax attorney in Dickinson Wright’s Troy office. He fol-
lows the excellent tenure of Tom Fabbri from Clark Hill. We 
thank Tom for service as Chair of the committee and wish 
him well in his new role on the Taxation Section Council.

In November 2017, the Estates and Trusts Committee wel-
comed its first ever Vice Chair, Mi-Hae Kim of Warner, Nor-
cross & Judd. Mi-Hae practices in Warner’s Grand Rapids 
office. She focuses her time on trusts and estate planning, as 
well as business succession matters.

The committee is planning its first 2018 event for February. 
Robin Ferriby of the Community Foundation for Southeast 
Michigan will present on charitable planning and the role of 
philanthropy in light of tax reform. The date and location 
will be settled in the near future and an email communica-
tion will be sent to Taxation Section members.

The committee is also working to bring Professor Dennis 
Calfee from the University of Florida Levin College of Law 
to present on income taxation of trusts and estates. He is a 
dynamic speaker and has authored a treatise on federal estate 
and gift taxes. Professor Calfee has been teaching tax law at 
the University of Florida for 40 years, yet he maintains the 
energy of a teenager. The committee is working to get a date 
with Professor Calfee for late spring or summer 2018. We 
will finalize a date and location during the first quarter of 
2018.

Please tell Nick Monterosso if you have any ideas for future 
events or if you would like to submit an estates and trusts 
article for publication in a future issue of the Michigan Tax 
Lawyer.

We look forward to seeing you at our next event.
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fEdEral inComE tax CommittEE

The Federal Income Tax Committee will be hosting an event 
on the evening of March 7th. Location to be determined. 
Our speakers will be James Combs of Honigman, and Bill 
Lentine of Dykema. The meeting will cover various Section 
280E planning opportunities with a networking mixer to 
immediately follow the presentation. For more information 
about this event, please email jon.baloch@ey.com

statE and loCal tax CommittEE

The State and Local Tax Committee (the “SALT Commit-
tee”), held its annual SALT Mixer at Honigman’s Lansing 
office on September 13, 2017 and a good time was had by 
all.  Approximately 35 people attended, including Michigan 
Treasurer Nick Khouri and Chief Deputy Treasurer Greg 
Gursky, several Michigan Tax Tribunal Judges, Treasury em-
ployees, and attorneys from industry, private practice and 
the State of Michigan.  

Dan Stanley of Honigman, the Chair of the SALT Commit-
tee, is currently reviewing Senate Bill 540 (regarding prop-
erty tax uncapping for transfers of property held in trust) as 
well as Treasury’s proposed rules regarding the Taxpayer Bill 
of Rights.  If you have any comments on either of the above 
matters, or wish to be involved in the review of these issues, 
please contact Dan at DStanley@honigman.com.  

Please join us in welcoming Paul Howarah from PWC as the 
Vice-Chair of the SALT Committee.  Paul is excited about 
the opportunity to work on the SALT Committee.  

We encourage everyone to visit the SALT Committee’s “com-
munity landing page” (i.e. webpage), located on the Taxation 
Section’s website on SBM Connect.  If you have any ques-
tions or would like to be involved in the SALT Committee, 
please contact Dan Stanley at DStanley@honigman.com.

young tax lawyErs CommittEE

On November 15, 2017, the Young Tax Lawyers Committee 
held a networking mixer at ROAK Brewery in Royal Oak. 
Upcoming, the Young Tax Lawyers Committee is co-spon-
soring an event with the Oakland County Bar Association 
Tax Committee on January 18, 2019 in Bloomfield Hills. 
The event will include a discussion on tax considerations re-
lating to mergers and acquisitions. The panel will include 
experienced tax practitioners from Bodman, Honigman, 
Maddin Hauser, and Plante Moran. To register for the event 
please visit www.ocba.org/events.

To receive more information about upcoming Young Tax 
Lawyers Committee events, join the committee on SBM 
Connect or contact Rebecca Pugliesi at rebecca.pugliesi@
plantemoran.com.

SAVE THE DATE
TAXATION SECTION’S 31st Annual Tax Conference 
Thursday, May 24, 2018 at the Inn at St. John’s, Plymouth

Please mark your calendars for the 31st Annual Tax Conference presented by the Taxation Section of the State 
Bar of Michigan in cooperation with the Institute of Continuing Legal Education which will take place Thursday, 
May 24, 2018 at the Inn at St. John’s, 44045 5 Mile Rd, Plymouth, MI 48170. The meeting is tentatively scheduled 
to begin at 8:00 a.m. and end with a reception from approximately 5:00 p.m. until 6:00 p.m.

We will provide details as we get closer to the event.

If you have any questions, including regarding sponsorship opportunities, please contact Andrea 
Crumback at acrumback@mikameyers.com.

We look forward to seeing you on May 24!

Available On-Demand Webcast and available for professional credit including CLE, CTFA and CPE. 
Level: Intermediate/Advanced
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A PrActicAl APProAch to the New ceNtrAlized PArtNershiP Audit regime

When I started my tax career back in 1987, I spent some 
time as an associate assisting with the cleanup of some pre-
TEFRA tax shelters.1  Dealing with those audits at the part-
nership level was a nightmare for the individual partners in 
terms of costs and having to deal with the anxiety of an IRS 
examination.  Then TEFRA came along to resolve the ad-
ministrative mess both for the partners and the partnership 
by providing rules of how an audit would be conducted at 
the partnership level while allowing individual partners to 
assert their own challenge to any proposed adjustment.  Re-
cently, having represented some partnerships in a TEFRA 
audit, the process was not entirely clear as the process did 
not necessarily fit the script outlined in the Internal Revenue 
Manual,2 and the length of time for the “TEFRA” depart-
ment to approve the final determination of the appeals offi-
cer seemed longer than the wait for the next season of Game 
of Thrones.  In the end though, the TEFRA system seemed 
to work.
  
 Congress decided that TEFRA was not efficient enough and, 
as a way to pass other tax legislation under the requirement 
to pass revenue neutral legislation, ushered in a new partner-
ship audit regime (referred to as the “Centralized Partnership 
Audit Regime”).  The Centralized Partnership Audit Regime, 
in essence, provides for the partnership itself to pay the tax 
on audit adjustments with several caveats, opt-outs and al-
ternative methods to push out the audit adjustments.3  The 
legislation also eliminated the rules for electing large partner-
ships.  You may recall that the TEFRA audit rules applied to 
partnerships with at least 10 partners or that were part of a 
tiered partnership structure.4

This article will discuss in overview fashion the main aspects 
of the Centralized Partnership Audit Regime as the author 
believes a separate article could be written on various aspects 
of these rules.  Then, the article will provide thoughts on how 
to address these rules when drafting partnership agreements 
and operating agreements along with sample language.  The 
Department of the Treasury has issued proposed regulations 
under the Centralized Partnership Audit Regime5 and held 
a hearing on the proposed regulations on September 18, 
2017.  The proposed regulations are lengthy and will not be 
addressed in their entirety in this article, however, reference 
will be made to the proposed regulations in connection with 
some of the issues discussed herein.  An exhibit of the code 

section titles under TEFRA and the Centralized Partnership 
Audit Regime is included at the end of this article.

thE BasiCs

EffECtivE datE and Early ElECtion

The Centralized Partnership Audit Regime will be effective 
for partnership returns filed for tax years beginning after De-
cember 31, 2017.6  The ABA Section of Taxation, in a letter 
dated July 20, 2017, has requested the House Committee on 
Ways and Means and the Senate Committee on Finance to 
delay the effective date of the Centralized Partnership Audit 
Regime for one year.

In addition, taxpayers can even actually elect to have the 
Centralized Partnership Audit Regime apply early for tax 
years beginning after November 2, 2015 and before Janu-
ary 1, 2018.7  Regulations have been issued to address how 
the early election option works.8  An election to apply the 
Centralized Partnership Audit Regime early must be made 
no later than 30 days after receiving a “notice of selection for 
examination.”9

affECtEd partnErships

All partnerships or entities treated as partnerships for tax 
purposes are subject to the Centralized Partnership Audit 
Regime except for those partnerships that qualify to elect out 
and in fact affirmatively elect to opt out of the Centralized 
Partnership Audit Regime.10  The election is made annually 
on a timely-filed partnership tax return.  My expectation is 
that the election to opt out of the Centralized Partnership 
Audit Regime will ultimately be a question on Schedule B 
of Form 1065 sooner or later, and until then, as a statement 
attached to the partnership’s tax return.  Once the election to 
opt out of the new audit rules is made, the partnership can-
not revoke the election without the approval of the Internal 
Revenue Service.11  So what happens if a partnership elects 
to opt out of the Centralized Partnership Audit Regime?  The 
answer is that any partnership tax issues that are the subject 
of the audit would be addressed in an examination of each 
individual partner’s tax return (in lieu of the partnership), 
which is a return to the pre-TEFRA audit rules. 

A PRACTICAL APPROACH TO THE NEW CENTRALIZED 
PARTNERSHIP AUDIT REGIME (SO LONG TEFRA...WE 
MIGHT MISS YOU!)
By Sean Cook
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A partnership with less than 100 direct partners who are in-
dividuals, C corporations, S corporations, a foreign entity 
treated as a C corporation for U.S. tax purposes,12 and estates 
of deceased individuals qualifies to elect to opt out of the 
new Centralized Partnership Audit Regime. A partnership 
with a partnership as a partner or a trust as a partner is not 
eligible to elect to opt out.  You may notice that these rules 
have nothing to do with the size of the operations of the 
partnership in determining whether it is subject to the new 
audit regime which is a significant flaw in the rules.  For in-
stance, a partnership with 2 partners, an individual and an-
other partnership owned by an individual and a corporation 
that leases property for a $1 million a year will not be eligible 
to elect out of the new audit rules.  In contrast, a partnership 
with 99 partners, none of which are partnerships or trusts, 
and with billions of dollars in gross revenue is still eligible 
to elect to opt out.  However, all is not lost, as noted by the 
Joint Committee on Taxation, the Treasury Department is 
authorized to enact special rules to enable partnerships not 
otherwise eligible to nevertheless qualify to make an election 
to opt out in certain circumstances.13

arE all trusts disqualifying?

An immediate question is whether a grantor trust will con-
stitute a trust for purposes of applying the opt-out rules.  
Generally, a grantor trust is not treated as a separate taxpayer 
with respect to the items of income, deduction, gain or loss, 
but rather the grantor retains the role of the taxpayer.14  The 
proposed regulations do not provide any expansion on the 
discussion of grantor trusts.  However, one example set forth 
in the proposed regulations included a disregarded entity as a 
partner in a partnership with an individual as the sole owner 
of the disregarded entity. This common tiered ownership 
structure was viewed by the IRS as disqualifying the partner-
ship from being eligible to elect to opt out, which appears to 
be a good indication that a grantor trust will also likely cause 
a partnership to be ineligible to opt out of the Centralized 
Partnership Audit Regime.15  

If grantor trusts are not treated as an individual under the 
new partnership audit rules, then every person who has 
placed their partnership interests in a revocable trust will au-
tomatically disqualify the partnership from being eligible to 
opt out. The balance between qualifying for the election out 
of the new partnership audit rules and having these inter-
ests bypass probate will endlessly be debated by profession-
als.  My sense of practicality would side with continuing to 
name the revocable trust as the owner of the partnership or 
limited liability company interest, but this may not be the 
right answer for every situation.  Furthermore, it is not infre-
quent to find out that a partner transferred his or her inter-
est to a revocable trust years later and, thus, the partnership 
may unknowingly have filed improper tax returns.  This is a 

potential mess that Congress and the Treasury Department 
need to be aware of, understand and address. 
 

partnErship pays thE taB 

The centerpiece of the Centralized Partnership Audit Re-
gime is that the partnership will pay the tax assessed on the 
audit adjustments made during the year of the examination, 
at the highest applicable rate, plus any penalty and additions 
which are collectively defined the “Imputed Underpayment 
Amount.”16  This seems to be onerous and patently unfair given 
some income may be taxed at lower rates and some taxpayers 
may not be subject to tax at all.  However, the rules do some-
what account for these situations.17  The resulting unfairness 
is that the adjustments for some taxpayers may not have been 
taxed at the highest rate.  Is this a tax increase?  Well, in some 
situations, it could be, so one needs to pay careful attention 
during the course of an examination.  The inherent unfairness 
of taxing income at rates that would not have applied if the 
audit adjustments had flowed through to the partners is some-
what ameliorated by the push-out rules, which are discussed 
in more detail below and allow a partnership to push out any 
audit adjustments to its partners.  Also, a partnership has the 
ability to reduce the Imputed Underpayment Amount by pro-
viding information to ensure that the Imputed Underpayment 
Amount takes into account the type of taxpayer and the prop-
er character of the items impacted by the adjustments made 
during the examination.  These ameliorative adjustments are 
generally referred to as the allowed modifications, and allowed 
modifications may also be made by having the “reviewed year” 
partners file amended returns taking into account all of the 
audit adjustments and paying any resulting tax.18 

The Imputed Underpayment Amount will be treated as a tax 
for purposes of assessment, collection procedures and pay-
ment.  In general, all of the rights of the Internal Revenue 
Service and protections in place for taxpayers will apply.  The 
proposed regulations provide information on the time, form 
and manner of providing information to the Internal Rev-
enue Service to apply the modification rules.19

push out thE adjustmEnts

The partnership (by way of the partnership representative 
to be discussed below) can elect to push out the audit ad-
justments to the “reviewed year” partners within 45 days 
of the notice of partnership adjustment (the “Push-Out 
Election”).20  The partners of the partnership will be required 
to recompute their tax liability based on the adjustments re-
ported to them as a result of the Push-Out Election.  I would 
imagine that if a partner fails to do so, the non-complying 
partner will receive a friendly reminder from the Internal 
Revenue Service regarding the obligation to do so.  The pro-
posed regulations also provide a safe harbor amount that can 
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be paid in lieu of recomputing the tax.21  The safe harbor 
amount would be provided for on the statement given to a 
partner as a result of the Push-Out Election and computed 
on the same basis as the Imputed Underpayment Amount.  
The Push-Out Election does not provide the taxpayer with 
the proverbial “second bite at the apple” by allowing for an-
other opportunity to challenge the Internal Revenue Service’s 
audit determination.  The Push-Out Election mechanism 
simply allows the partnership adjustments to be handled at 
the partner level and allows for each partner’s tax liability to 
be properly computed based on each partner’s tax situation.  
This is certainly a fair result and may be a tax-efficient man-
ner to handle audit adjustments in terms of making sure the 
overall correct amount of tax is assessed and paid.  However, 
the administrative burden of having taxpayers re-compute 
tax may outweigh its benefits in certain circumstances. 

Under the Centralized Partnership Audit Regime, partners 
may feel their right to challenge IRS determinations has 
been diminished. Indeed, the Centralized Partnership Audit 
Regime is the culmination of IRS frustration in an attempt 
to remedy the complexity and perceived inefficiency associ-
ated with audits under the old rules that provided partners 
with a greater opportunity to participate in and challenge 
IRS determinations.  Putting aside whether or not it is fair to 
further limit a partner’s rights in connection with an audit, a 
would-be partner should be aware of these limitations under 
the new rules in conjunction with considering whether to 
make a future investment in an entity taxed as a partnership.  

mEChaniCs to thE imputEd undErpaymEnt amount

Many readers familiar with audit adjustments know that not 
all adjustments are increases to taxable income (or reduc-
tions to losses). One obvious example is an adjustment to 
deductible repairs that are reclassified as capitalized expenses.  
Taxable income increases by the amount of the disallowed 
deductible repairs, but the taxpayer is allowed to have the 
benefit of depreciation deductions on the capitalized ex-
pense.  The Centralized Partnership Audit Regime will allow 
for these adjustments to be netted when computing the Im-
puted Underpayment Amount subject to applicable restric-
tions, limitations and special rules.22  However, reallocations 
of a tax item from one partner to another partner will not be 
eligible for the netting rule.23  The mechanics of allocating 
income to specific groups of partners and to have appropri-
ate tax rates applied based on the character of income and 
gain, as mentioned earlier in this article, are part of the over-
all mechanical computation rules of the Centralized Partner-
ship Audit Regime.

The audit of a partnership tax return may result in a positive 
adjustment meaning a reduction of income or gain items or 
an increase of loss of deductions.  It would seem appropriate 

to include the concept of an imputed overpayment amount.  
However, the rules do not include such a concept.  Instead, 
the partners will receive the benefit of the positive adjustments 
in the “adjustment year.”24 This is a mandatory rule, so the 
adjustment year partners will receive the tax benefits of such 
adjustments, except for situations in which the positive adjust-
ments are not included in the computation of the Imputed 
Adjustment Amount and the Push-Out Election is made.

somE things look familiar

The Centralized Partnership Audit Regime retains some fea-
tures that will be familiar from the TEFRA rules.  First, the 
ability of a partnership to file an administrative adjustment 
request (“AAR”) is retained.25  Basically, an AAR is a filing 
by the partnership to correct errors made on its Form 1065.  
Similar to rules for filing of an amended tax return in other 
contexts, an AAR must be made within 3 years of the later 
of the filing of Form 1065 or the final date of the filing of 
Form 1065 including extensions of time to file.26  Only the 
partnership through the partnership representative may file 
an AAR.27  Any resulting adjustments that would result in 
additional tax to be paid by the partners can either be paid 
by (a) the partnership, similar to the computation of the Im-
puted Adjustment Amount (with the application of similar 
modification rules); or (b) by the partners, similar to the 
Push-Out Election, but without the additional 2 percentage 
points added to any imputed underpayment interest.28  An 
adjustment would result in a claim for refund by the partners 
under rules similar to the Push-Out Election.29    

Another feature that will look familiar is the rule regarding 
the consistent treatment of partnership items as reflected on 
Form 1065 by the partners.30  If a partner takes an inconsis-
tent position with that of the partnership, it will generally be 
treated as a math or clerical error and thus the partner would 
be forgoing the right to challenge the determination by the 
Internal Revenue Service.31  A partner can still file a notice of 
inconsistent treatment for an item that a partner treats dif-
ferently than treated by the partnership or if the partnership 
has not filed a return.32  The proposed regulations will treat 
any position taken by a partner when a partnership has not 
filed a return as an inconsistent position unless a notice of in-
consistent position is filed.  A partnership, however, will not 
be bound by an inconsistent position of a partner, even in a 
final administrative or judicial proceeding, if the partnership 
is not part of the proceedings.33  

thE proCEss

Understanding the process and the time frames of an exami-
nation of a tax return is always vital to proper representation 
of a taxpayer.  Three notices of paramount importance will 
be involved with an examination under the Centralized Part-
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nership Audit Regime.34  The first is at the commencement 
of an audit when a notice of administrative proceedings is 
issued by the Internal Revenue Service.  The next notice is the 
notice of proposed partnership adjustment as a result of the 
administrative proceeding (the “PPA”).  The PPA commences 
the 270-day period to supply information necessary for all of 
the special modifications to allow for the proper computation 
of the Imputed Underpayment Amount, as determined by 
taking into account the characteristics of each partner and the 
appropriate highest applicable rate based on the character of 
the income or loss, gain and deduction items impacted by the 
proposed partnership adjustments.  During this period, a final 
notice will not be issued; thus, a taxpayer will be allowed to 
gather and submit appropriate information.  Of course, pro-
viding this information for many partnerships will be no small 
task.  The last notice will be the notice of the final partnership 
audit adjustment.  This final notice will commence the 90-day 
period to appeal to a court of competent jurisdiction and the 
45-day period for the partnership to elect to make the Push-
Out Election and, most likely, the time period to first request 
an administrative appeal.  Judicial review may be brought be-
fore the U.S. Tax Court, the Court of Federal Claims or the 
U.S. district court for the district in which the partnership has 
its principal place of business.  A deposit for the full amount 
of the Imputed Adjustment Amount is required to be made in 
order to pursue review before the Court of Federal Claims or 
the applicable U.S. district court.  
    

travEsty of unfairnEss? 

This article has mentioned several areas where the Central-
ized Partnership Audit Regime may violate a partner’s sense 
of fairness.  With that said, the rules do provide alternative 
rules and procedures intended to address some of the inher-
ent unfairness of a partnership-level audit adjustment im-
posed at the highest applicable tax rate.

The rules define the “reviewed year” which is logically the tax 
period under audit and the “adjustment year” being the year 
in which the Imputed Understatement Amount becomes 
final.35  It is the adjustment year in which the tax assessed 
on the Imputed Understatement Amount must be paid.  If 
the partners of the partnership for the reviewed year are the 
same and have the same percentage ownership in the adjust-
ment year, then, typically, there should not be material fair-
ness concerns.  However, if a partnership experiences any 
changes in the makeup of the partners, whether via a shift of 
percentage interests or the admission and/or exit of a part-
ner, this could potentially create a significant shifting in the 
tax consequences among the partners and may allow former 
partners to exit a partnership without bearing the burden of 
their proper share of an Imputed Adjustment Amount.

mEEt thE nEw Boss, samE as thE old Boss36...mayBE? 

Under the Centralized Partnership Audit Regime, any refer-
ence to the Tax Matters Partner (the “TMP”) is gone.  The 
person now in charge of the tax issues of the partnership is 
referred to as the Partnership Representative (the “PR”).  I 
can only assume that the drafters did not want confusion in 
relation to the roles and duties of the old Tax Matters Partner 
and the new Partnership Representative, because the quali-
fications to be eligible to serve in such roles are significantly 
different under each set of rules. However, based on my ex-
perience in the private practice of law, I imagine there will 
be significant confusion that will arise from use of the term  
“PR” to refer to the partnership representative.

Under the new rules, in order to serve as a PR, the PR is only 
required to have a substantial presence in the U.S. The PR 
will have the sole authority to act on behalf of the partner-
ship, and the partnership and its partners will be bound by 
the actions and the decisions of the PR under the Centralized 
Partnership Audit Regime.37  The PR must be designated on 
the partnership tax return much like the TMP.  The designa-
tion is a year-by-year designation, and the designation for 
each year will apply until such designation is terminated un-
der rules anticipated to be set forth in the final regulations.  
Given the broad authority granted to the PR, it is important 
to address the authority of the PR in the partnership or oper-
ating agreement as is discussed in greater detail below under 
the header entitled “Drafting Conventions.”
 
The PR need not be a partner, which will allow for the part-
nership to name someone with knowledge regarding tax is-
sues, finance, and accounting, although having a non-part-
ner in a role of authority over partners’ tax affairs comes with 
its own set of concerns.  Like the TMP, the PR can be an 
entity or an individual.  Finally, the PR has autonomous au-
thority over any proceedings and has no statutory obligation 
to notify or seek approval of the partners.

drafting ConvEntions  

drafting ConvEntions – naming of thE 
partnErship rEprEsEntativE

My first reaction to the Centralized Partnership Audit Re-
gime was that all operating and partnership agreements 
would need to be amended to at least address the Part-
nership Representative issue.  The reason may be obvious 
although I will provide some insight for the rationale.  I 
believe that if operating and partnership agreements are not 
amended, some may assume that the tax matter partner will 
be the PR.  Clients will ask if it matters, and I presume that 
when the tax preparer needs to prepare the tax return for 
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the entity for the first year that the new audit rules apply, 
the name of the tax matters partner from the prior year will 
be inserted and treated as the PR.

What could go wrong if nothing is done?  Apparently, the 
Internal Revenue Service only desires to have a person that is 
qualified to make decisions on behalf of partnership and will 
presume that the name provided on the return was properly 
appointed.  The first thing that could go wrong is that if there 
is a partner dispute, the failure to name a PR during peaceful 
times could place the tax matters partner in jeopardy for tak-
ing ultra vires38 action, as the position of tax matters partner 
under the law does not exist and taking action as the presump-
tive partnership representative may be deemed to be a breach 
of a duty owed to the members or partners.39  This situation 
could exacerbate a dispute.  Bottom line, appointing a PR up-
front and dealing with the authority granted to the PR under 
the operating or partnership agreement may assist greatly in 
avoiding future legal complications down the road. As the say-
ing goes, an ounce of prevention is worth a pound of cure.

Another issue is based on the qualification or lack thereof of 
the tax matters partner as the PR.  This is likely to not be the 
case in too many instances, but if it is, it would be better to ad-
dress this now, rather than when under the stress and deadlines 
associated with the preparation of the partnership tax return.  

Some or many of the existing partnership and operating 
agreements may have a mechanism built in already to address 
this issue without an amendment.  For instance, the agree-
ment may provide the general partner of a state law partner-
ship or the manager of a limited liability company possesses 
the general authority to appoint the PR.  If not, state law 
may provide the requisite authority to address these issues, 
although the appointment authority is better if affirmatively 
addressed in the partnership or operating agreement itself.40  

A provision to include in a new agreement or an amendment 
of an existing agreement also needs to consider the fact that 
the rules regarding the tax matters partner will still remain in 
effect with respect to open tax years.  A sample clause to ad-
dress having both a tax matters partner and a PR is as follows:

For fiscal years of the [Company or Partnership] be-
ginning after December 31, 2017 (or if the effective 
date of Section 1101 of the Bipartisan Budget Act 
of 2015 (“Partnership Audit Reform”)  is extend-
ed, such later extended date) or if the [Company or 
Partnership] elects to apply the provisions of Sec-
tion 1101 of the Bipartisan Budget Act of 2015 at 
an earlier date: (i)  {insert name} shall be designated 
the “partnership representative” within the mean-
ing of Code Section 6223(a) (the “Partnership 
Representative”), and the [Manager or General 

Partner or Managing Partner] shall be authorized 
to take any actions necessary under Treasury Regu-
lations or other guidance to cause {insert name} to 
be designated as such; (ii) the [Manager or General 
Partner or Managing Partner] may replace the Part-
nership Representative at any time so long as the 
replacement qualifies as a Partnership Representa-
tive under Code Section 6223(a) and shall replace 
the Partnership Representative if the then servicing 
Personal Representative does not or no longer qual-
ifies under Code Section 6223(a); . . ..”
“The provisions in Section/Paragraph {insert section 
of TMP provision in agreement} titled Tax Matters 
Partner shall remain in effect until the effective date 
of the Partnership Audit Reform applies to this 
[Company or Partnership] and shall continue to 
remain in effect to all tax periods and tax returns 
filed for tax years ending before the effective date of 
the Partnership Audit Reform applies to this [Com-
pany or Partnership].

The existing tax matters partner language would remain as 
is as contemplated by the last sentence in the above sample 
language.

Many operating and partnership agreements include provi-
sions regarding the authority and responsibility of the TMP 
beyond the statutory requirements.  Provisions similar to 
these should be considered for the PR, such as requiring the 
PR to notify the partners or at least the manager or manag-
ing partner of the receipt of IRS notices, the status of any 
tax-related proceedings and affirmative approval rights as to 
any material actions taken on behalf of the partnership. 

drafting ConvEntions – opErativE provisions of thE 
nEw partnErship audit rEgimE

As noted throughout this article, there are many elections 
and decisions to be made in connection with the application 
of the Centralized Partnership Audit Regime and under an 
examination of the partnership tax return pursuant to the 
Centralized Partnership Audit Regime.  Many professionals 
will have different opinions and thoughts on how to address 
these many rules.  For partnerships with more than a few 
partners, such as a private equity fund or any other widely 
held partnership, partnership management will desire to 
have strong controls over these elections and decisions under 
the Centralized Partnership Audit Regime.  The sample lan-
guage set forth below is generally based on this presumption.  

First, it is prudent for the members or partners to affirma-
tively acknowledge and agree to be bound by the decisions 
of the PR made in accordance with the operating or partner-
ship agreement.  This will help avoid a rogue member/part-
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ner from causing an unnecessary disruption in connection 
with the examination of a partnership’s tax return.  Sample 
language may include the following: “the Company and each 
Member agree that they shall be bound by the actions taken 
by the Partnership Representative, as described in Code Sec-
tion 6223(b).”

The members and partners should also agree to be bound by 
any elections that may be made by the PR and agree to co-
operate in providing information necessary to effectuate any 
such elections.  Sample language may include the following:

The Members consent to the election set forth in 
Code Section 6226(a) (the alternative to payment 
of underpayment), Code Section 6241(g) (elec-
tion to apply rules before fiscal year beginning af-
ter December 31, 2017) or Code Section 6221(b)
(1) (election out of the Partnership Audit Reform 
rules) and agree to take any action, and furnish the 
Manager with any information necessary, to give ef-
fect to such election if the Manager decides to make 
such election.

Notwithstanding the above, partnerships that are closely 
held and/or where there is not a clear decision maker (such 
as when a few owners have equal ownership) will likely want 
more say in the elections and decisions of the partnership. In 
fact, although the above are tax-related matters, it is not un-
common for the above decisions to be addressed within the 
general management decision structure in which governance 
decisions are made.

drafting ConvEntions – assEssing thE oBligation 
among partnErs and formEr partnErs

The default rule for the payment of any Imputed Underpay-
ment Amount pursuant to an examination under the Cen-
tralized Partnership Audit Regime is that the partnership, 
itself, will pay the obligation.  The Push-Out Election may 
be made to cause the adjustments to be included on state-
ments to be issued with each partner’s allocation of the audit 
adjustments and to cause the historical partners to include 
the adjustment on their respective tax returns.  The Push-
Out Election, in theory, is the best method to determine the 
proper amount of the Imputed Underpayment Amount to 
be made and to avoid the inequity of some partners unnec-
essarily being burdened with the Imputed Underpayment 
Amount.  The reality is that the administrative burden may, 
in some cases, exceed the benefit of perfect equity.  Also, the 
partnership may not be able to meet the requirements of the 
Push-Out Election in all circumstances, and, thus, in such 
circumstances, the partnership, itself, would have no choice 
but to pay the Imputed Underpayment Amount.

As a result, an equitable allocation of the Imputed Under-
payment Amount will need to be made among the partners.  
However, allocating the burden of the Imputed Underpay-
ment Amount and the partnership’s potential recovery of the 
Imputed Underpayment Amount from its partners can be 
extremely complicated.  Certainly, there will be many ap-
proaches to address this complicated issue.  Much of the 
complication will relate not to the tax itself, but rather in 
binding the partners to enforce this equitable obligation.  
The sample language provided below is rather simple and 
straightforward.  The weakness of this language is in the ac-
tual enforcement of the payment obligation relating to the 
Imputed Underpayment Amount especially on former part-
ners of the partnership. 

Any imputed underpayment amount imposed on 
the [Company or Partnership] pursuant to Code 
Section 6232 (and any related interest, penalties or 
other additions to tax) that the [Manager or Gen-
eral Partner or Managing Partner] reasonably deter-
mines is attributable to one or more [Members or 
Partners] (including any former Member/Partner) 
shall be, in the [Manager’s or General Partner’s or 
Managing Partner’s] discretion, either (A) treated as 
a [Tax Payment] subject to the provisions of {insert 
section addressing tax withholdings and payments on 
behalf of partners as distributions} or (B) promptly 
paid by such [Members or Partners] to the [Compa-
ny or Partnership] (pro rata in proportion to their 
respective shares of such underpayment) within fif-
teen days following the [Manager’s or General Part-
ner’s or Managing Partner’s] request for payment 
which request for payment, for avoidance of doubt, 
will be made only after the [Company or Partner-
ship] has received a notice of final partnership ad-
justment pursuant to Code Section 6231 (and any 
failure to pay such amount shall result in a subse-
quent reduction in distributions otherwise payable 
to such Member plus interest on such amount cal-
culated at the Prime Rate plus two percent (2%) 
and/or shall constitute an event of default subject 
to the terms of {insert applicable section}); provided, 
that in making the determination of which [Mem-
bers or Partners] (including former [Members or 
Partners]) any such imputed underpayment is at-
tributable to, the [Manager or General Partner or 
Managing Partner] will allocate any imputed un-
derpayment amount imposed on the [Company or 
Partnership] (and any related interest, penalties, ad-
ditions to tax and audit costs) among the [Members 
or Partners] in good faith taking into account each 
[Member’s or Partner’s] particular status, including, 
for the avoidance of doubt, a [Member’s or Part-
ner’s] tax-exempt status.
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This sample language is also premised on the agreement hav-
ing provisions regarding the treatment of tax payments made 
by the partnership on behalf of its partners, such as state tax 
withholding payments or in relation to state taxes under a 
composite filing.41

The deficiency in the above language in terms of former part-
ners is the ability to enforce the provisions.  If the partnership 
owes a former partner amounts from a redemption, then an 
offset provision may be an effective mechanism to have the 
former partners bear their share of the Imputed Underpay-
ment Amount.  Restricting the ability of partners to transfer 
their partnership interests should also assist in curtailing the 
issue, although this inflexibility for closely held partnerships 
may not be realistic if such partnerships have typical buy-sell 
provisions.  Some entities may even have the inclination and 
capacity to establish reserves to address the contingency of 
a tax audit, but this will tie up capital and involve complex 
analysis and judgments which ultimately may not prove to 
be accurate.  I am certain many good ideas will be discussed 
and implemented although, ultimately, it is likely that some 
inequity will result.

ConClusion

The Centralized Partnership Audit Regime is set to replace 
the TEFRA audit rules starting with a partnership’s 2018 tax 
return.  These new rules helped pass other tax legislation and 
may create a more efficient audit process for the government 
to audit, assess and collect tax from entities taxed as part-
nerships.  However, this efficiency may come at the cost of 
taxpayer fairness due to the potential inequities created by 
burdening partners in the “adjustment year” and the applica-
tion of the highest applicable tax rate to audit adjustments.  
Finally, the new rules will require every affected entity to ex-
amine the need to amend its partnership or operating agree-
ment to adjust to the new rules.
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Code Section TEFRA Centralized Partnership Audit Regime
6221 Tax treatment determined at partnership level Determination at partnership level

6222 
Partner’s return must be consistent with 
partnership return or Secretary notified of 
inconsistency

Partner’s return must be consistent with 
partnership return

6223 Notice to partners of proceedings Partners bound by actions of partnership

6224 Participation in administrative proceedings; 
waivers; agreements Not applicable

6225 Assessments made only after partnership level 
proceedings are complete Partnership adjustment by Secretary

6226 Judicial review of final partnership administrative 
adjustments

Alternate to payment of imputed 
underpayment by partnership

6227 Administrative adjustment requests Administrative adjustment request by 
partnership

6228 Judicial review where administrative adjustment 
request is not allowed in full Not applicable

6229 Period of limitations for making assessments See 6235
6230 Additional administrative provisions Not applicable
6231 Definitions and special rules Notice of proceedings and adjustment
6232 Not applicable Assessment, collection, and payment
6233 Extension to entities filing partnership returns, etc. Interest and penalties

6234
Declaratory judgment relating to treatment of items 
other than partnership items with respect to an 
oversheltered return

Judicial review of partnership adjustment

6235 See 6229 Period of limitations on making adjustments
Election large partnership sections not shown Not applicable
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Keeping On TOp Of iRS ChangeS in eSTaTe Tax pRaCTiCe and pROCeduReS

Recent changes made by the Internal Revenue Service 
(”IRS”) regarding estate tax practice and procedures should 
cause practitioners to take notice.  A summary of several re-
cent changes is set forth below.

sEEking portaBility ExtEnsion

One of the most remarkable and potentially beneficial 
changes in modern estate planning is portability.  Beginning 
in 2011, a surviving spouse could file an estate tax return 
for a deceased spouse and elect to use any unused credit of 
the deceased spouse’s estate, (the deceased spouse’s unused 
exemption or “DSUE”).1 The estate tax return had to be filed 
timely, that is within 9 months following death, plus exten-
sion.  For some reason, in many cases portability was not 
timely elected.  Other than a short- lived procedural break, a 
private letter ruling had to be requested to get the extension 
to file for portability.  This was expensive, took time and gen-
erally involved throwing a professional under the bus.  

Effective June 9, 2017, the IRS issued Revenue Procedure 
2017-34, which allowed those that could have qualified us-
ing a private letter ruling to seek portability. The qualifica-
tion requirements for a private letter ruling were as follows: 
decedent died after 12/31/10, was survived by a spouse, 
was a citizen or resident on the date of death, no estate tax 
return was required to be filed because the estate was not 
taxable, and no estate tax return was filed within the time 
period allowed.2

The new procedure requires that a Form 706, Estate Tax Re-
turn, be filed by the later of January 2, 2018 or the second 
anniversary of the decedent’s death.  The Estate Tax Return 
must have this statement on top: “Filed Pursuant to Reve-
nue Procedure 2017-34 to Elect Portability under Section 
2010(c)(5)(A)”.  (Caution, in the past, filings in which the 
required statement was missing were rejected by IRS.)  There 
is no user fee to make the filing.  Until the surviving spouse 
has filed using this procedure, and if the surviving spouse is 
filing a gift tax return where the DSUE amount would be 
used or an estate tax return, gift tax or estate tax must be paid 
for his or her estate tax return.  A protective claim can be 
filed to indicate the intention to recover the tax paid.  Once 
the DSUE amount is determined, a claim can be filed. With 
respect to surviving spouses meeting the Revenue Procedure 
2017-34 eligibility criteria, no further Private Letter Ruling 
requests for extension of portability will be accepted, and any 

in-process requests will be returned along with any user fees 
that were submitted.

EstatE tax Closing lEttErs

For any estate tax return filed on or after June 1, 2015, estate 
tax closing letters are issued only upon request of the tax-
payer.  Practitioners are requested to wait four to six months 
after filing before requesting a transcript to see if the code 
421 is on the transcript, which means that the return has 
been accepted or an audit is concluded.  That transcript is 
to be accepted as a closing letter.  Currently, the IRS website 
indicates that the transcript delivery service is temporarily 
unavailable for estate tax account transcripts. This leaves the 
following options for requesting a transcript: using Form 
4506-T, sending a written request to the Cincinnati Service 
Center or calling the IRS at (866) 699-4083 to request a 
closing letter.

EstatE tax liEn rElEasEs

For assets included in an estate, the IRS has an automatic, 
unrecorded lien.3  It is in effect for 10 years. This lien could 
previously be released by the local Estate Tax Manager when 
one filed Form 4422, Application for Certificate Discharg-
ing Property Subject to Estate Tax Lien, so that a potential 
buyer would get the property with no lien. Effective June 
2016, the processing of lien releases was switched entirely 
to Collection.  The IRS website currently provides that all 
discharge requests go to the IRS’ Advisory Estate Tax Group 
at 55 South Market Street, Mail Code 5350, San Jose, CA 
95113-2324, Attention Group Manager.

 Initially, there was a lot of confusion between this unit and 
practitioners who felt that their estates are not subject to es-
tate tax or that any estate tax is paid and a release should be 
immediately issued.  The position of Collection was that real 
estate proceeds other than those to pay off mortgages or for 
reasonable administrative expenses should be held in escrow 
or by the IRS until a closing letter was issued.  

On April 5, 2017, a Memorandum for Director Specialty 
Collection, Offers, Liens & Advisory and the Director, Spe-
cialty Examination Estate & Gift Tax, SBSE-05-0417-0011, 
was issued from the Director, Collection Policy.  While this 
memo was for purposes of internal guidance, it does pro-
vide a number of examples where a lien is not necessary or 
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it should be released.  It also provides guidelines that Col-
lection should consider when lien release is requested. These 
items may be helpful when preparing Form 4422. One 
should allow at least 45 days before the release is required 
and should include all of the supporting documents indi-
cated in Publication 783, Instructions on How to Apply for 
a Certificate of Discharge from Federal Tax lien, such as the 
estate inventory, a copy of the Form 706, Estate Tax return, 
an appraisal of the property, a copy of the will, and copies of 
the sale documents. 

It should be kept in mind that Collection personnel do not 
have estate tax training, and in the situation where an estate 
tax return is due, and tax is due because of taxable gifts, the 
need for a release of lien should be explained to the Collec-
tion staff.  It is my understanding that their response to a 
situation where the estate assets were less than the unified 
credit amount was that no return needs to be filed and no 
release is necessary even though gifts had been made that 
would require an estate tax return.  It does not hurt to re-
spectfully point out the situation, the law, and the expected 
result in order to get the desired outcome.

how to pay usEr fEEs 

Effective August 15, 2017, IRS stopped taking checks or 
money orders for user fees for rulings described in Revenue 
Procedure 2017-1 and sent to the Docket, Records and User 
Fee Branch of the Legal Processing Division of the Associate 
Chief Counsel (Procedure and Administration), such as 
private letter rulings, closing agreements and rulings using 
Forms 1128, 2553, 3115, or 8716, but not determination 
letters.  From June 15-August 15, 2017 there was a choice 
of Pay.gov or checks/money orders. Pay.gov allows people 
to pay for a variety of government services online using a 
credit card, debit card or by direct debit or electronic funds 
withdrawal from a checking or savings account. Pay.gov is 

for payments only.  The original signed ruling request and 
supporting materials must still be submitted by mail or 
hand deliverered.

To submit a user fee, visit www.pay.gov and use the IRS 
Chief Counsel User Fees for Form 1128, Form 2553, Form 
3115, Form 8716, Private Letter Rulings and Closing 
Agreements form.  You can find it by putting the italicized 
words above in the “search forms” box at irs.gov.  Once a 
payment is made, print a copy of the completed form and 
the receipt and include it with the ruling request and sup-
porting materials.

If you want the fastest processing, Efax a copy of the pay.gov 
receipt, the completed form and the ruling request to this 
eFax line:  877-773-4950.  If you have a question about the 
new payment procedures, you can call 202-317-6828.  Full 
details on making a ruling request are in Revenue Procedure 
2017-1 and are also available on IRS.gov.

About the Author

Lorraine New is an attorney with George W. Gregory P.L.L.C. 
in Troy, Michigan. She formerly was the IRS Estate and Gift 
Tax Manager for the state of Michigan following service as an 
estate tax attorney.  She is a Council Member of the Probate Sec-
tion. Lorraine works on tax controversies, audits and appeals, 
prepares opinion letters, serves as an expert witness, and speaks 
and writes on estate and gift tax topics.
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1 I.R.C. Section 2010(c).

2 See Rev. Proc. 2017-34.

3 I.R.C. Section 6324(a).

The Tax Law Alternative Spring Break Program ("ASB") at the Michigan State University College of Law is dedicated to providing tax 
preparation and controversy consulting services to low-income taxpayers; fostering public education about common income tax is-
sues affecting low-income taxpayers; and promoting tax return preparation, controversy, and education goals through club sponsored 
events and fundraising efforts. 

This year, MSU Law ASB will be travelling to Phoenix, Arizona and partnering with Community Legal Services, which is an Arizona Low-
Income Taxpayer Clinic, to provide free tax preparation and tax controversy resolution services. These services are provided by MSU 
College of Law students and supervised by licensed attorneys, Joshua Wease and Christina Thompson. 

Due to the public interest nature of our organization, we rely heavily on donations from groups and individuals who understand the 
necessity of affordable and accurate tax return preparation and controversy resolution services for low-income taxpayers.  Donations 
(checks payable to “MSU College of Law”) can be sent to: 

                                Alvin L. Storrs Low-Income Taxpayer Clinic
                                P.O. Box 1570
                                East Lansing, MI 48826

We are also conducting a silent auction January 15-31, 2018, to raise funds online at: www.32auctions.com/2018MSULAWASB.  If 
you would like more information or have questions, please contact the ASB faculty advisor, Prof. Joshua Wease, at (517) 432-6803.  
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Making the inforMal ConferenCe ProCess More Meaningful in MiChigan

An audit officially concludes with a notice of intent to assess.1    
This notice, as its name would lead one to conclude, lets the 
taxpayer know that the Michigan Department of Treasury 
intends to assess tax and how much tax it intends to assess, 
along with the reason for the deficiency.   This notice also 
advises the taxpayer of its right to an informal conference.  
At this point, a taxpayer might ask herself, or ask you as her 
advisor, what exactly happens at an informal conference?  Is 
it beneficial to pursue, or am I better off going straight to the 
Michigan Tax Tribunal or the Michigan Court of Claims?  In 
Michigan, a taxpayer is not required to exhaust her adminis-
trative remedies before heading to either forum,2 so whether 
or not to request an informal conference is an important part 
of the taxpayer’s overall strategy for resolving a contested tax 
issue.  This article provides an overview of the informal confer-
ence process. 

The purpose of the informal conference is “to informally 
discuss the positions of the parties, more thoroughly ex-
amine the issues that may not be capable of resolution at 
this level and present arguments to the referee in support 
of the parties’ positions, to permit the referee to make a 
recommendation.”3  A taxpayer requests an informal confer-
ence by submitting a written request for one within 60 days 
of receiving the notice of intent to assess.4  Any amounts 
not contested must be paid,5 and the written request must 
state the amounts contested.  It must also include “a written 
explanation of the dispute,”6 but exactly how much detail 
the “written explanation” must supply is not spelled out.  If 
a taxpayer fails to comply with these requirements, Treasury 
can deny the request for an informal conference.7  

If the taxpayer has complied with the requirements for re-
questing an informal conference, Treasury will send a writ-
ten “Acknowledgement of Request for Informal Hearing.”8  
The informal conference must be held at a “mutually agreed 
upon or reasonable time and place.”9  Treasury must give the 
taxpayer written notice, sent by certified mail, of the time 
and place of the informal conference not less than 20 days 
before the proposed date.10 This notice shall “explain the na-
ture of the informal conference.”11 

In determining where to hold the informal conference, Trea-
sury will consider, among other things, the location of both 
the taxpayer and the Treasury staff members who will be in-
volved.12  The taxpayer can request a change in place or date.  

Treasury uses several factors described in regulations to de-
cide, on a case-by-case basis, whether to grant the request.13  
A taxpayer can also withdraw a request for an informal con-
ference at any time by submitting a written request.14

The conference itself is very informal.15  A taxpayer can repre-
sent herself or she can appoint any third-party representative 
to represent her.16  This representative does not have to be an 
attorney or other professional.  Any third party can represent 
another taxpayer if the taxpayer properly executes Form 151 
with Treasury, appointing that person as the taxpayer’s autho-
rized representative.17  A taxpayer can limit the extent of an 
authorized representative’s representation of the taxpayer.  For 
instance, a taxpayer could limit the authorized representative’s 
representation to particular tax years or particular tax matters.  
 
The informal conference will be heard by a hearing officer 
employed by Treasury and known as the “Hearing Referee.”   
A court reporter is not present, but either party can record 
the proceeding with advance notice to the other party.18  The 
conference itself is to be conducted “in an informal manner 
that facilitates the exchange of information needed to review 
and, where applicable, to resolve the tax dispute.”19  Treasury 
is required to provide “the reasons and authority for the pro-
posed assessment” at the informal conference.20  The parties 
could also conduct the informal conference by telephone or 
through written statements.21

After the informal conference, the Hearing Referee will pre-
pare a recommendation and submit it to the Hearing Divi-
sions Administrator.22   This, however, is not the final dispo-
sition of the matter. The Hearing Divisions Administrator 
reviews the recommendation and either agrees or disagrees 
with it in a Decision and Order.23  This Decision and Order 
must contain “a statement of the reasons and authority for 
the decision.”24  A Notice of Final Assessment is sent after the 
Decision and Order is issued.  At that point, the informal 
conference is officially over.  If the taxpayer is not satisfied 
with the result, she can seek an appeal either in the Michigan 
Tax Tribunal or the Michigan Court of Claims.     

Before launching into ways the process could be better, it 
should be first noted that, in recent years, Treasury has been 
actively working to improve the informal conference process. 
Eighty-one percent of all cases submitted to informal confer-
ence are now resolved within six months.25 The number of 
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backlogged requests for informal conference has significantly 
dropped from 1,355 requests as of January 1, 2015 to 583 
open requests as of November 2, 2017.  Only 37 of those 
requests predate 2017.  

Despite recent improvements, there are ways that the process 
could be improved, thereby reducing the number of matters 
that ultimately end up in litigation.  First, an initial problem 
is that the process is not perceived by taxpayers as indepen-
dent.  It is heard first by a Hearing Referee employed by Trea-
sury. Even if the taxpayer receives a favorable recommenda-
tion, the Hearings Division Administrator, also employed by 
Treasury, can overturn it.  This process would be viewed as 
more meaningful if the informal conferences were heard by 
independent Hearing Referees (i.e., people not directly em-
ployed by Treasury) who issue final recommendations, rather 
than recommendations that can be overturned by the Hear-
ing Division Administrator.  

Second, taxpayers often start the informal conference pro-
cess with limited information from Treasury.  Although the 
notice of intent to assess must include “the reason for the 
deficiency,” the reason given typically does not give a lot of 
background.   For instance, I have received a notice of intent 
to assess that merely stated:  “The deficiency is based on an 
audit concluded by the Michigan Department of Treasury.”  
Taxpayers are also entitled to their audit file,26 but the qual-
ity of that file can be inconsistent.  This lack of information 
can hamper the taxpayer’s ability to weigh the strengths and 
weaknesses of her case.           

A third issue is that there is currently no formal process for 
submitting information after the informal conference. Trea-
sury recently noted in its quarterly newsletter that the rules 
regarding informal conferences “do not require the referee 
to allow additional time after the informal conference for a 
party to provide further information or documentation.”27  Al-
though the rules are silent on this matter, referees sometimes 
allow post-conference information to be submitted.28  With-
out an explicit framework for doing so, however, taxpayers are 
at the mercy of the discretion of the hearing referee.  If the 
purpose of the informal conference process is to make sure the 
issues of the case are fully reviewed and, perhaps, even resolved, 
a process for submitting helpful information post-conference 
should be viewed as helpful.  Discussions had in the course of 
the informal conference hearing might illustrate that either or 
both parties need more information. Both parties should have 
access to all information necessary to fully assess the strengths 
and weaknesses of their respective cases.       

Finally, although the informal conference regulations indi-
cate that the resolution of matters is a goal of  an informal 
conference, there is no mechanism to settle informal confer-

ence cases.  Treasury views MCL 205.28(e), which prohibits 
Treasury employees from compromising tax, as a bar to re-
solving cases through informal conference. However, a bill 
recently introduced and passed in the House, HB 4976, will 
allow for settlement to occur as part of the informal confer-
ence process.29  The Senate Finance Committee held a hear-
ing on HB 4976 on November 7, 2017 and reported the bill 
out favorably without amendment.30  

If HB 4976 is enacted, either the taxpayer or Treasury will 
be able to “seek to settle any or all issues in dispute by sub-
mitting a written settlement offer.”31  If the taxpayer seeks to 
settle, the taxpayer shall submit the request no later than 21 
days after the informal conference, identifying “the issues to 
be settled, the amount of the settlement offer and the factual 
and legal bases supporting the settlement.”32  The request 
must also include supporting documents.  

Treasury, acting through the State Treasurer or his designee, 
must then decide whether to accept, reject or submit its own 
counter-offer to the taxpayer.33  This response must be com-
municated to the taxpayer in writing.  If Treasury decides to 
reject an offer, it must offer the factual and legal basis for the 
rejection.  This should prove helpful to taxpayers in weighing 
the strengths and weaknesses of their positions.  It will also 
help taxpayers to form reasonable counter-offers to Treasury 
in the event Treasury will not accept an initial settlement of-
fer. This development should make the process much more 
meaningful and productive, overall.    

Alternatively, Treasury may be the party to start the settle-
ment process under HB 4976.  Either the Hearing Referee 
or the Hearings Division Administrator initiates the pro-
cess by submitting a written report to the State Treasurer 
that describes “the relevant facts and issues, the factual 
and legal bases supporting the settlement and a settlement 
recommendation.”34    

If Treasury initiates the process, and if the State Treasurer 
decides to proceed with a settlement offer, then Treasury will 
notify the taxpayer in writing.  The offer “shall include the 
factual and legal bases supporting the settlement offer.”35  
If the informal conference is ultimately resolved through a 
settlement, Treasury shall issue a Decision and Order of De-
termination and a final assessment that reflects the parties’ 
settlement.36   If parties cannot reach a settlement, the infor-
mal conference simply continues.  Any offers, counter-offers 
or other responses offered as part of the settlement process 
may not be used in court and will be exempt from disclosure 
under the Freedom of Information Act.37   

A process allowing parties to settle at an informal conference 
is a significant step in the right direction. It allows both the 
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taxpayer and Treasury to seriously weigh the merits of their 
case at a more informal (and less costly) venue rather than 
incurring the costs of litigation.  The contemplated process 
allows both Treasury and the taxpayer to gain a better un-
derstanding of each side of the case.  This is, in most cases, a 
good thing.  The more information each side has, the easier 
it is for the parties to participate in meaningful conversations 
that could further refine the issues at stake, even if those is-
sues ultimately have to go to court.    

There are some situations in which it is clearly futile to pro-
ceed with an informal conference, even with this new settle-
ment procedure. For instance, if a taxpayer is challenging 
a Treasury regulation or a position clearly established in 
Treasury informal guidance, Treasury is not likely to settle 
in a manner inconsistent with its published position. Trea-
sury is also unlikely to take on constitutional issues. In these 
instances, even with the new settlement process, taxpayers 
may want to consider whether it is worth the extra effort to 
engage in an informal conference (since litigation is highly 
likely in any case). But in cases where it is simply a matter of 
making sure both parties fully understand the facts and the 
law that should apply, a process by which the parties can gain  
better insight into their respective positions may allow the 
parties to reach a settlement.  Hopefully this improvement 
will lead to fewer cases in court.   
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Buyers of businesses conducted through S corporations gen-
erally prefer to purchase assets in order to step up the tax ba-
sis of assets to fair market value. However, it may be difficult 
to structure the transactions as pure asset transactions since 
the S corporation may own certain assets, such as licenses 
and contracts, which are subject to restrictions on transfer. 
It also may be desirable to transfer equity rather than as-
sets to simplify the documentation needed to effectuate the 
transaction from a legal standpoint.  As a result, many buy-
ers strive to purchase an S corporation’s equity and to make 
elections under either section 338(h)(10) or 336(e) of the 
Internal Revenue Code of 1986, as amended (the “Code” or 
“IRC”) to treat the transaction as a deemed purchase of as-
sets for U.S. federal tax purposes. Such elections allow buyers 
to satisfy their primary tax objective of achieving a step up in 
the tax basis of assets held by the S corporation.  Addition-
ally, structures involving an F reorganization may also allow 
for tax-free rollover opportunities for a seller.  This article 
highlights these structures.

dEEmEd assEt salE – sECtion 338(h)(10)

Section 338(h)(10) was originally enacted in the Technical 
Corrections Act of 1982 and has since become very popu-
lar in the merger and acquisition world. If the buyer and 
seller jointly make a section 338(h)(10) election in a transfer 
structured as a stock sale for legal purposes, the transaction 
is deemed to be treated as a sale of the corporation’s assets 
followed by a liquidation of the corporation for U.S. federal 
income tax purposes.1 As a result of the section 338(h)(10) 
election, the buyer will receive the desired step up in the tax 
basis of the underlying purchased assets of the target S cor-
poration.

In order to make the section 338(h)(10) election:

1. All shareholders must generally agree to make the elec-
tion, 

2. The target entity must be either an S corporation or 
a corporate subsidiary of a consolidated or affiliated 
group,2

3. The purchaser must buy at least 80 percent of the total 
voting power and value of the stock of the target entity 
over a 12-month period, and

4. The purchaser must be a C or S corporation.3

A disadvantage of using the section 338(h)(10) election over 
other potential structures is that the seller cannot achieve a 
tax-free rollover on any retained stock. This is due to the fact 
that if a section 338(h)(10) election is made, the seller must 
recognize gain or loss on 100 percent of the assets of the S 
corporation even if less than 100 percent of the S corpora-
tion is actually sold.4 Additionally, the selling shareholders of 
the S corporation cannot retain more than 20 percent of the 
corporation as that would prevent the transaction from be-
ing eligible for the section 338(h)(10) election, itself.5 

dEEmEd assEt salE – sECtion 336(e)

Although section 336(e) was enacted over 30 years ago, the 
section 336(e) election is a much newer election than the 
section 338(h)(10) election, as the final regulations neces-
sary to put the section 336(e) election into effect were only 
released in 2013.  A section 336(e) election has the same 
general effect of converting a transaction that is structured 
as a stock sale for legal purposes into a deemed asset sale and 
subsequent liquidation for tax purposes.  

In general terms, a section 336(e) election is procedurally 
similar to a section 338(h)(10) election in that (a) the tar-
get entity must be either an S corporation or a corporate 
subsidiary in a consolidated or affiliated group; and (b) the 
acquisition must be for at least 80 percent of the stock of the 
target in a 12 month period.6  However, the purchaser is not 
limited to a C or S corporation.7 In fact, the purchaser may 
be an individual, partnership, or limited liability company. 
Additionally, the section 336(e) election may be possible 
when there are multiple buyers.  As a result, the rules are less 
stringent than the section 338(h)(10) election, which has a 
strict corporate purchaser requirement.

 As with the section 338(h)(10) election, the seller in a sec-
tion 336(e) election must recognize gain or loss on 100 per-
cent of the built-in gain or loss of the S corporation.8 There-
fore, this election also does not facilitate tax-free rollovers 
for the seller. Further, and similar to the section 338(h)(10) 
election, since the section 336(e) election  requires the sale/
disposition of 80 percent of the stock, more than 20 percent 
of the stock cannot be retained by seller. 

COMMON STRUCTURES: HOW BUYERS OF S 
CORPORATIONS CAN OBTAIN A STEP UP IN THE TAX 
BASIS OF ASSETS WHEN EQUITY IS PURCHASED

By Rebecca Pugliesi & Rebecca Smart
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Common StruCtureS

The section 336(e) election is gaining in popularity as more 
practitioners familiarize themselves with it and its require-
ments.  Bottom line, the section 336(e) election is generally 
viewed as more flexible and able to accommodate more cre-
ative ways to achieve a desirable legal and tax result when a 
section 338(h)(10) election is not otherwise available.   

salE of mEmBErship intErEsts in an llC aftEr an f 
rEorganization

As more and more transactions contemplate tax-free equity 
rollovers (a/k/a rollover interests), sellers are increasingly 
concerned with structures that allow tax to be deferred on 
the rollover portion of the transaction until a future liquidity 
event. Since the section 338(h)(10) and section 336(e) elec-
tions do not allow the seller to meet this goal, many sellers 
attempt to achieve this goal by converting the existing target 
S corporation into a single member LLC via an F reorganiza-
tion under section 368(a)(1)(F) prior to the sale and trans-
ferring the single member LLC interests to the buyer.  

In order to achieve the desired structure for this transaction, 
prior to closing, a seller needs to take multiple steps, includ-
ing the those listed below.

1. The selling S corporation’s (“Target”) current sharehold-
ers form a new corporation (“NewCorp”) that elects to 
be an S corporation for tax purposes.9

2. The shareholders of Target contribute all of their equity 
interests in Target to NewCorp in exchange for New-
Corp equity in the same proportion as their current eq-
uity ownership in Target.  After the transfer, Target is 
wholly-owned by NewCorp.

3. A qualified subchapter S corporation (“QSub”) elec-
tion10 is made for Target.  After this election, Target is 
treated as a disregarded entity for U.S. federal income 
tax purposes.11  As a result, its activities will be reported 
on the NewCorp S corporation return. Steps 1-3 are 
generally viewed as a tax-free F reorganization in accor-
dance with Rev. Rul. 2008-18.

4. Following the QSub election, the Target is converted 
under state law, either by merger or by conversion, 
from a corporation into a single member limited liabil-
ity company (the “LLC”).  Since a single member LLC 
is also a disregarded entity for U.S. federal income tax 
purposes, Target’s conversion from QSub to a limited 
liability company is a nonevent for U.S. federal income 
tax purposes.12 All activity of the LLC continues to be 
reported on NewCorp’s S corporation return. 

5. Buyer purchases a percentage of the membership inter-
ests of the LLC from NewCorp. NewCorp retains a por-
tion of the membership interests of the LLC, with the 

retained membership interests to represent the portion 
which NewCorp wishes to rollover on a tax-deferred ba-
sis.   (If more than 20% is retained, the anti-churning 
rules could potentially apply to prevent certain intan-
gibles attributable to goodwill or going concern value 
from being amortized.13)

6. The resulting structure is that buyer and NewCorp each 
own a portion of the LLC, which continues as a lim-
ited liability company.  However, the LLC will now be 
taxed as a partnership because it will have more than 
one owner. 

The sale is treated as a deemed asset sale because buyer is 
treated as if it purchased a percentage of each underlying 
asset from the LLC under Revenue Ruling 99-5, Situation 
1. Buyer and NewCorp are then treated for U.S. federal in-
come tax purposes as contributing those assets into the LLC 
in exchange for the membership interests in the LLC, thus, 
creating a partnership.14 Since the transaction is structured as 
a deemed purchase of a proportionate amount of each asset, 
buyer achieves a basis step up to the extent of its purchase.15 
If structured properly, NewCorp’s gain will be calculated 
based on the proportionate amount of assets that are deemed 
sold.16  NewCorp will continue to defer gain to the extent of 
its retained ownership in the LLC and will generally remain 
responsible for the gain inherent in those assets that are not 
deemed purchased.  

In some situations, the LLC may become a partnership after 
the F reorganization and its conversion to an LLC, but be-
fore it sells to buyer. The LLC may decide to become a part-
nership if, for example, the shareholders of NewCorp allow a 
key employee to purchase an equity interest in the LLC or if 
the LLC brings in a new investor to fund additional working 
capital needs. After adding the additional member, the LLC 
is taxed for U.S. federal income tax purposes as a partnership 
because it will have more than one owner (NewCorp and the 
new member). Buyer can then purchase the membership in-
terests of the LLC from NewCorp, which generally for U.S. 
federal income tax purposes is treated as the acquisition of a 
partnership interest. 

This structure still allows NewCorp to defer tax on its re-
tained interest in the LLC until a future exit event. Addition-
ally, one potential advantage to structuring the transaction 
in this manner is that the anti-churning rules set forth in 
section 197(f )(9) may not apply due to an exception that is 
available when a partnership interest is transferred.17 As such, 
so long as the appropriate elections are made (e.g., the sec-
tion 754 election), NewCorp may be able to rollover more 
than 20 percent of its membership interest without a buyer 
losing the benefit of future tax deductions.18 Consideration 
should be given to whether the transaction structure will 
be respected if the partnership is formed for tax avoidance 
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reasons.19 Ideally, the partnership would be in place for a rea-
sonable period of time before the sale, and the addition of 
the partnership’s second owner would not be related to the 
sale of the LLC to the buyer. 

In addition to the advantage of a tax-free rollover, the above 
F reorganization structures also provide some assurance to a 
buyer if a buyer is unable to confirm the current validity of a 
target’s S election. The section 338(h)(10) and section 336(e) 
elections are only available to corporate subsidiaries of C cor-
porations and S corporations.20 Therefore, if an S corporation 
has blown its S election (thus, reverting it back to a C corpo-
ration), the section 338(h)(10) and section 336(e) elections 
are generally not available as a means for a buyer to achieve 
a step up in basis. By completing an F reorganization and 
purchasing LLC membership interests, a buyer can achieve 
a basis step up even if target’s S election was ineffective or 
inadvertently terminated.  Another advantage of utilizing an 
F reorganization structure is that it eliminates the need to 
make an affirmative election as required in connection with 
section 338(h)(10) or section 336(e) elections. 21

While “pure” stock and asset transactions will always have 
their place in the merger and acquisition world, these alter-
native structures are quickly becoming the “status quo”, and 
facilitate the best of both worlds, namely, a partial step up 
in the tax basis of the underlying assets of an S corporation, 
while at the same time only requiring an equity transfer.  
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EndnotEs

1 I.R.C. § 338(h)(10)(A).

2 Although a target entity may be a corporate subsidiary 
in a consolidated or affiliated group of corporations, 
this article principally focuses on the sale of target S 
corporations.

3 I.R.C. § 338(d).

4 Treas. Reg. § 1.338(h)(10)-1(d)(3)(i).

5 I.R.C. § 1504(a)(2).

6 I.R.C. §§ 1504(a)(2). Note that for a section 336(e)
election the 80 percent test is based on a qualified dis-
position of stock as compared to a qualified purchase 
under I.R.C. § 338(h)(10). See § 336(e)(2).

7 Treas. Reg. § 1.336-1(b)(2).

8 Treas. Reg. §1.336-2(b)(1)(B)(1).

9 While making the S election for NewCorp is not re-
quired, see Rev. Rul. 2008-18, it is recommended as a 
protective election. 

10 I.R.C. § 1361(b)(3)(B).

11 I.R.C. § 1361(b)(3)(A).

12 Treas. Reg. § 1.1361-5(b)(3),  Ex. 2.

13 I.R.C. § 197(f )(9).

14 I.R.C. §721.

15 I.R.C. §722.

16 I.R.C. § 1001.

17 Treas. Reg. § 1.197-2(h)(12). 

18 Consideration should also be given to the appropriate 
section 704(c) methods to ensure that both parties re-
ceive the appropriate deductions.

19 Treas. Reg. §1.701-2. 

20 Treas. Reg. §§ 1.338(h)(10)-1(d)(3)(i)), 1.336-2(b)(1)
(A).

21 Treas. Reg.§§ 1.338(h)(10)-1(c)(3), 1.336-2(h).
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