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     September 16, 2014 
 
Dear Members: 
 
As tradition dictates, and as required by our by-laws, the Chair of the Taxation Section 
provides a report at the Section’s Annual meeting to highlight the Section’s 
achievements during the past fiscal year, and to thank the outstanding group of 
hardworking Officers, Council members and Committee Chairs who are dedicated to 
making the Section the best that it can be for our members.  It has been my honor to 
serve as Chair of the Taxation Section for 2013 – 2014, an accomplishment that could 
only be achieved through the support of many.  I am confident that the Section will 
continue on its path of superior service and achievement in the year to come. 
 
Membership.  The Section continues to be one of the largest sections, maintaining a 
membership of over 1,000 members.  We represent attorneys in private practice, public 
service, large firms and solo practitioners, in-house counsel and academia.  Our diverse 
membership population provides us exposure to a wide range of technical and practical 
issues, based on the needs of our members.  To that end, this year we aligned our 
committee structure to represent the wide range of federal tax interests and renamed our 
“Business Entities Committee” as the “FIT” – Federal Income Tax Committee.  This 
improved moniker will incorporate the past efforts of the International Tax Committee, 
and accommodate further federal tax coverage.  We continued our endeavor to offer 
benefits based on membership interests, recruit new members, and engage with law 
students and new tax lawyers.  While Stephanie Teitsma was unable to complete her 
term due to work commitments, she set the stage for increased young lawyer 
involvement, and we are excited to work with Katie Wilber on educational and social 
opportunities for the upcoming year.  Tammie Tischler supported these efforts with her 
direction of our outreach efforts. 
 
Public Policy.  The Section had many opportunities over this past year to highlight and 
display the depth of expertise and respect commanded by the Section.  The Section 
provided public comment on numerous bills before the House Tax Policy Committee 
and the Senate Finance Committee as they related to Offer-in-Compromise, Officer 
Liability, Auditing Standards, and the creation of an appeals process for unclaimed 
property.  I specifically want to thank Wayne Roberts, Ex Officio, for his testimony in 
support of Offer-in-Compromise, which was passed into law this year as Public Act 240.  
Finally, after almost a decade since the Section first supported such efforts, taxpayers are 
afforded an opportunity to resolve outstanding tax obligations based on the ability to 
pay, and to look forward to a fresh start.   
 
The Section also submitted comments on other proposed legislation, including Tax 
Tribunal reform, and elimination of the pay-to-lay requirement at the Court of Claims.  
Both these items had been included in the Business Crossroads report from years past, 
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which lead to the establishment of the county business courts, and will hopefully be taken up by the legislature next year.  In 
addition, the Section provided written comments to legislation proposed by the Real Estate Section regarding property tax 
uncapping for intra-family transfers.  None of this would have been possible without the volunteerism and dedication of 
council and committee members who are willing to share their expertise and time for improvements to Michigan’s tax 
structure.   
 
Amicus Brief.  The Section also submitted an amicus curie brief in response to an invitation by the Michigan Supreme Court 
in Ford Motor Company v Dep’t of Treasury.  Since the establishment of our formal amicus policy, the Supreme Court has invited 
the Section on numerous cases to submit a friend of the court brief.  Justice McCormack has noted that the voice of the 
Taxation Section is extremely valued by the Court, and provides them an everyday perspective that rounds out their 
consideration of the issues before them.  In this case, the Court had requested the Section to address when a taxpayer would 
be deemed to have met the statutory requirement of notifying Treasury of its protest of an assessment.  In its invitation, the 
Court proposed two different dates for consideration.  Under the passion and dedication provided by Evan Kaploe, the 
Section’s brief chose neither, and instead, provided a thorough analytical framework that a third date would be controlling 
based on the facts in the case.  The Court adopted the position proposed by the Section.  It was truly an honor for the 
Section’s expertise to be recognized in this manner.  We thank Evan for his yeoman’s work in drafting and filing the brief.  I 
also thank Council members who spoke as one voice as Council. 
 
Section Liaisons.  We want to thank our Section liaisons that help keep us informed in what is happening in other sections, 
and organizations in the world of tax.  Rob Heitmeyer and Eric Skinner are our liasons with the Office of IRS District 
Counsel, and regularly attend meetings and provide practical insight and assistance with our Tax Court Luncheons and other 
programming.  George Gregory served as our liaison to the Probate & Estate Planning Section and made sure nothing slip by 
us.  Richard Siriani was our liaison with the State Bar Commissioners, and played a significant role in reinvigorating our 
relationship with State Bar.   
 
Council Activities.  The activities of Council are more than simply the collective effort of many.  Through the collaboration 
and involvement of our Officers, Members and Committee Chairs, the services and activities provided to the Section grow 
exponentially due to the value that is generated.  The following highlights a sample of our activities this year. 
 
Pro Bono Activities:  The Section’s Pro Bono Tax Program and Grant Program 
Pro Bono Tax Program 
We are proud of the success of the Sections community service program developed in conjunction with the State Bar of 
Michigan and the Taxpayer Clinics at Michigan State University School of Law and the University of Michigan.  No single 
person has been more instrumental in the growing success of this program than Paul McCord, who has dedicated countless 
hours to its conception, initiation and growth.  Due to increased demand this year, additional training sessions were held to 
instruct Section volunteers.  Very few Sections can boost of such success, and again, such success was possible by the selfless 
volunteerism of the Section and its members. 
 
Grant Program 
We continued our assistance to the community through our formal grant program.  The program not only allows the Section 
to fulfill its pro bono goals, but also provides real time experience to law students interested in a career in tax through the 
support of several tax clinics.  Marla Carew chaired this year’s grant committee, which selected recipients based on criteria 
ranging from the geographic area served and the providing of legal education in the field of taxation.  Grants were provided 
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this year to the Accounting Aid Society, the Michigan State University - Alvin L. Storrs Low-Income Tax Clinic and the 
University of Michigan Law School Tax Clinic. 
 
Michigan Tax Lawyer.  This year celebrated the 40th year of the Michigan Tax Lawyer, one of the nation’s premier tax journals 
published by a state bar tax section.  The Section publishes the Michigan Tax Lawyer three times a year (Fall, Spring and 
Winter).  The publication is subscribed to on a national basis, and is available on Lexis/Nexis.  The Michigan Tax Lawyer 
provides updates on committee activities and upcoming events, is a valuable research resource on current developments and 
scholarly research, provides copies of the Section’s amicus briefs and reprints historical decisions.  The Michigan Tax Lawyer 
also published notes from law students, based on recommendations from the law school faculty.  We are grateful to Jackie 
Cook and Bill Lentine for their editorial roles this year.  Jackie assisted in transitioning the editor duties to Bill, with nary a 
disruption.  Without a doubt, the position of Editor of the Michigan Tax Lawyer is a tremendous undertaking.  You may submit 
a proposal for an article or draft paper to Bill Lentine at wlentine@dykema.com.  We are always interested in publishing 
articles from our section members. 
 
Annual Tax Conference.  Certainly not to be forgotten was this year’s Annual Tax Conference.  Held at the Inn at St. John’s, 
the conference attracted over 150 participants (live and via webcast).  Under the direction of Carolee Kvoriak Cameron, the 
full day of robust tax programming provided a tremendous value of knowledge learning for both the experienced practitioner 
and new lawyer, regardless of the last minute cancellations and replacements!  The program attracted several national speakers 
as well as highlighted the specialized expertise we are so fortunate to have in our community.  We are fortunate to have the 
Institute for Continuing Legal Education (ICLE) be our partner in presenting the Annual Tax Conference.  We could not 
achieve the measure of success without their support and attention to detail necessary to undertake such an endeavor.  The 
program ended with a well-deserved cocktail networking session, and we hope to see everyone at the Annual Tax Conference 
next year, which will be held on May 21, 2015, under the direction of James Combs.  
 
Continuing Legal Education.  The Section, supported by ICLE, moved into the 21st century and re-invented our “After 
Hours” series into on-demand webcasts.  Presenters are recruited from Section membership.  This year’s programs covered 
Michigan Tax Law Update, Hot Topics in Real Estate Tax, Federal Tax Update, Hot Topics in Estate and Gift Tax and 
Impact of the New 3.8% Net Investment Tax.  The organization of the programs were led by Marla Carew and Stephanie 
Stenberg from ICLE, and is taped at ICLE’s state-of-the-art studio in Ann Arbor.  They are a great value for the dollar, and 
the ease and convenience could not be better.  Please be sure to check our website for upcoming programs. 
 
Additionally, working with the re-instituted Court of Claims now under the authority of the Court of Appeals, we moved 
forward with our goal of transparency and education with the posting of Court of Claims tax opinions.  While of limited 
precedential value, the publication of these decisions aids in promoting fairness and transparency in the application of the tax 
laws.  The benefit from reviewing and understanding the court’s viewpoint on state tax matters is tremendous, and we are 
thankful to the Honorable Michael J. Talbot, Chief Judge of the Court of Claims, for providing the Section access and 
permission to share the court’s Opinions with our membership.  
 
Public Policy and Legislation.  We strive to keep the Section updated as to the ever-changing world of federal and state tax 
legislation.  Bill Lentine started in this role, which was transitioned to Jackie Cook when Bill took on the Michigan Tax Lawyer.  
Both Bill and Jackie provided timely and thoughtful reports.  Thank you both for your assistance in keeping us up to date. 
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Internet and Directory.  We continue to focus on the internet as a tool to communicate effortlessly and timely with our 
membership.  While much remains to be accomplished, there is a renewed effort at the State Bar to enhance the Section’s 
technical capacity and we look forward to the implementation of new technology.  Our website (www.michbar.org/tax) 
contains the information most desired by our members, and we are looking at ways to continue to fulfill our commitment to 
making our website a robust and timely information source.  Andrew Lang managed the site this year, and was instrumental in 
the Court of Claims’ postings. 
 
Tax Court Luncheon.  The Section continued its tradition of hosting visiting United States Tax Court judges with a Michigan 
docket.  These lunches provide a unique opportunity to meet a sitting Tax Court Judge and engage in discussion regarding 
practice and procedure in the Tax Court.  They are also a unique opportunity for law students to learn about tax practice, 
particularly a litigation practice.  This year’s lunch was held on June 10, 2014 at the Westin Book Cadillac.  We appreciate the 
efforts of Tammie Tischler in organizing this event.  I also want to thank Tammie for her role as our outreach coordinator to 
engage law students for this event, and her efforts this year to improve our outreach program. 
 
Annual Meeting.  We are all here today due to the efforts of Frank Henke, so if you do not like your dinner you know who 
to complain to.  On a serious note, Frank has done an exceptional job to freshen up the Annual Meeting, and supported the 
Directory this year.  The Directory is maintained on our website, and provides contact information for the Section’s more than 
1,000 members, as well as key contacts at the local office of the Internal Revenue Service and the Michigan Department of 
Treasury. 
 
Committees.  Our Committees are really the lifeblood of the Section, and provide much of the programming that is so crucial 
to our membership.  The Committee Chairs have strived to meet our recent guidelines that require them to set a schedule of 
meetings for the upcoming calendar year.  This aids in the transition that takes place at the end of the year, and affords more 
advanced planning for the Annual Conference.  Every committee contributed to the Annual Tax Conference, and the well-
attended and outstanding breakout sessions proved how relevant the Committee’s work is to the Section.  In addition, each 
committee strived to have separate or joint sessions for their members.  There was exceptional new programming this year and 
innovative ideas for networking among members.  We should all recognize the commitment and effort it takes to run a 
committee, and thank the committee chairs for their hard work this year. 
 

Federal Income Tax – Andrew MacLeod 
Employee Benefits – Mickley Bartlett 
Estates & Trusts – Sean Cook 
Practice & Procedure – Evan Kaploe 
State & Local Tax – Tamika Mayes 
Young Lawyers – Stephanie Tietsma  

 
Officers.  The Officers of the Section are not just volunteers; they are stewards of the professionalism and integrity of the 
Council.  The commitment necessary to fulfill leadership roles is tremendous and often challenging.  A special thank you to 
my fellow officers, Professor Marjie Gell (Vice-Chairperson), Michael Antovski (Treasurer), Alex Domeniccuci (Secretary) and 
Wayne Roberts (Ex-Officio).  Without your collective and individual dedication and support, our success this year would have 
been a pipedream.  Not only did they achieve this year, they have gone beyond.  In a desire to further improve upon the 
Section, we held an inaugural officer’s planning session to be able to focus on the future of the Section, where we took a deep 
dive on revising the Council Manual, brainstorming on future roles and duties and improving our policies and programming.  
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Stay tuned for these ideas to be further developed at Council in the upcoming year under the leadership of Professor Marjie 
Gell.   
 
Lastly, we would be remiss if we did not thank and give a farewell to Erin-Leigh Sexton, who has been an invaluable resource 
to the Section for a number of years.  Erin relocated to Arizona this year, and has kept us going via a long distance 
relationship.  We will be transitioning to a new resource in the upcoming year, but cannot thank Erin enough for all that she 
has done for us this year and in the past. 
 

Lynn A. Gandhi 
 
Lynn A. Gandhi 
September 16, 2014 
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Background

On July 14, 2014, a four justice majority of the Michigan Su-
preme Court in International Business Machines v. Michigan 
Department of Treasury (“IBM”)1 reversed an earlier Michigan 
Court of Appeals decision2 and held that the enactment of 
the Michigan Business Tax Act (“MBT Act”) did not “repeal 
by implication” the election provision of the Multistate Tax 
Compact (“Tax Compact”) codified in the Michigan Reve-
nue Act, Michigan Compiled Laws (“MCL”) § 205.581, Ar-
ticle III(1). Therefore, the court held that the taxpayer could 
elect to compute its Michigan Business Tax (“MBT”) liabil-
ity for the 2008 tax year pursuant to the equally-weighted, 
three-factor apportionment formula provided by Article III 
of the Tax Compact in lieu of the 100 percent sales-weighted 
apportionment formula under the MBT Act. The court also 
held that the Modified Gross Receipts Tax (“MGRT”) com-
ponent of the MBT fit the Tax Compact’s broad definition 
of an “income tax,” and therefore the taxpayer could elect to 
apply the Tax Compact’s equally-weighted, three-factor for-
mula in computing the MGRT in addition to the Business 
Income Tax (“BIT”) component of the MBT.

How did we get Here: tHe Statutory BaSicS

The Multistate Tax Commission (“MTC”)3 drafted the Tax 
Compact in 1966, which became effective in 1967. The 
MTC was created by the states, in part, in response to federal 
proposals to regulate state taxation by adopting a uniform 
method of apportioning net income taxes imposed by the 
states. Among the Tax Compact’s provisions, states adopt-
ing the Tax Compact were required to adopt the Uniform 
Division of Income for Tax Purposes Act (“UDITPA”) and 
taxpayers were given the option to elect to use the income 
apportionment provisions of UDITPA in lieu of other ap-
portionment rules that may be adopted by the member states 
in the case of net income taxes.

In 1969, Michigan enacted and codified the Tax Compact, 
including UDITPA, in MCL § 205.581, including the op-
erative provisions providing that a taxpayer subject to an 
income tax “may elect” to apportion income using the UD-
ITPA equally-weighted, three factor formula consisting of 
a property, payroll and sales factor.4 In 2007, Michigan ad-
opted the MBT Act, enacting the MBT beginning with tax 
year 2008, which required a 100 percent sales-weighted ap-

portionment formula for purposes of apportioning both the 
BIT and MGRT bases of the MBT.5 Prior to 2011, no ex-
plicit limitation appeared to exist on a MBT taxpayer’s abil-
ity to apportion using the Tax Compact election. However, 
in May of 2011, Michigan amended Article III(1) of the Tax 
Compact to provide, in relevant part; “[B]eginning January 
1, 2011 . . . a taxpayer subject to the Michigan Business Tax 
Act . . . shall not apportion or allocate” in accordance with 
the Tax Compact.6

iBM’S 2008 Filing PoSition: tHe FactS

IBM’s 2008 tax filing position put the Tax Compact and 
the MBT Act in the spotlight. IBM claimed a tax refund of 
$5,955,218 in its 2008 Michigan Business Tax return. The 
refund was calculated through IBM’s BIT and MGRT, both 
part of the Michigan MBT Act7 using a three-factor appor-
tionment formula set forth in the Tax Compact.8 The Trea-
sury rejected IBM’s calculations. Instead of relying on the 
Tax Compact formula, the department based its tax liability 
calculations on the single-factor apportionment formula in 
the MBT Act and concluded that IBM was only entitled to 
a refund of $1,253,609.

IBM sued in the Court of Claims, arguing that it had prop-
erly based its tax liability on the Tax Compact formula. Both 
the BIT and the MGRT are income taxes; therefore, the Tax 
Compact’s terms entitle IBM to choose the compact’s three-
factor approach. IBM argued that the MBT Act formula is 
optional and IBM could elect to use the Tax Compact for-
mula. The Department of Treasury (“Treasury”) argued that 
IBM was required to use the MBT Act formula or to peti-
tion for approval for an alternate formula pursuant to MCL 
§ 208.1309. The Court of Claims agreed with the Treasury 
and granted its motion for summary disposition, finding 
that the Treasury was entitled to judgment in its favor as a 
matter of law. IBM appealed to the Court of Appeals.

tHe court oF aPPealS: tHe Statutory interPretation

IBM’s filing position during tax year 2008 would have far 
reaching implications, and create the type of statutory con-
flict that would redefine the interplay between the Tax Com-
pact and the MBT Act. IBM filed its original 2008 MBT 
return utilizing the Tax Compact election to apportion both 
the BIT and MGRT aspects of its MBT tax base. The Trea-

BILLION DOLLAR DECISION: INTERNATIONAL BUSINESS 
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sury denied IBM’s Tax Compact election and recomputed 
IBM’s MBT liability based on application of a 100 percent 
sales-weighted apportionment formula provided in MCL § 
208.1301(2) of the MBT Act. 

In comparing the apportionment provisions of the Tax 
Compact and those of the MBT Act, the majority com-
mented that “there is a facial conflict between the two pro-
visions: the Business Tax Act mandates that taxpayers’ tax 
liability be apportioned in one way, but the Compact man-
dates that taxpayers have the option of electing a different 
apportionment.”9

In light of this purported conflict the court concluded that 
the provisions of the MBT Act and the Tax Compact could 
not be harmonized and, therefore the MBT Act’s statutory 
provision “repeals by implication” the election provisions 
in the Tax Compact.10 The court stated that “the plain 
language of MCL § 208.1301 absolutely precludes any 
other apportionment except by petition pursuant to MCL § 
208.1309.”11 The court concluded its comments relative to 
the contractual nature of the Tax Compact and the MBT 
Act by stating that the enactment of a “conflicting statute 
might arguably be an improper way to repeal the Tax Com-
pact, but not an impermissible one.”12 IBM subsequently 
appealed the Court of Appeals’ decision to the Michigan 
Supreme Court, which granted a writ of certiorari.  

a coMPlete 180: 
tHe MicHigan SuPreMe court deciSion

 In a complete about-face, the Michigan Supreme 
Court reversed the lower court’s decision, which disallowed 
IBM from using a three-factor apportionment formula to 
calculate its 2008 Michigan tax liability. The Supreme Court 
found that the Tax Compact anticipated these kinds of dis-
pute and that its intention was to operate “alongside” state 
tax acts. The Michigan Supreme Court reasoned that when 
the MBT Act was elected, the state knew about the Tax Com-
pact’s provisions. “The department’s argument overlooks that 
the compact’s election provision . . . contemplates a diver-
gence between a party state’s mandated apportionment for-
mula and the compact’s own formula — either at the time of 
the compact’s adoption by a party state or at some point in 
the future.”13 “Otherwise, there would be no point in giving 
taxpayers an election between the two.”14 

The Michigan Supreme Court first considered whether the 
Michigan Legislature (“Legislature”) “repealed by implica-
tion” the Tax Compact’s election provision enacted in MCL 
§ 205.581 in 1969 when the Legislature subsequently en-
acted the MBT Act in 2007. In this context, the court cited 
various common law principles associated with the implied 
repeal doctrine, stating “it is our duty to proceed on the as-

sumption that the Legislature desired both statutes to contin-
ue in effect unless it manifestly appears that such view is not 
reasonably plausible.”15 In its decision, the court noted a num-
ber of factors in assessing the Legislature’s intent in this regard, 
the court highlighted the fact that the Tax Compact remained 
in existence unaltered during the passage of the Michigan 
Corporate Income Tax of 1967 and subsequently the Michi-
gan Single Business Tax and finally the most recent migration 
from the Michigan Single Business Tax to the MBT.16 

Furthermore, the court held that the May 25, 2011 legisla-
tive amendment, which expressly repealed the Tax Compact 
election was an indication that the original  intent was for 
the Tax Compact election to be available through January 1, 
2011.17 Stating that the “express repeal of the Tax Compact’s 
election provision effective January 1, 2011, is evidence that 
the Legislature had not impliedly repealed the provision 
when it enacted the [MBT Act],” the Michigan Supreme 
Court concluded that “the compact’s election provision re-
mained in effect for the 2008 tax year.”18

The Michigan Supreme Court lead opinion ultimately held 
that the Tax Compact election and the apportionment provi-
sions of the MBT Act “are compatible and can be read as a 
harmonious whole” and such an interpretation “allows the 
Tax Compact’s election provision to serve its purpose of pro-
viding uniformity to multistate taxpayers in light of Michi-
gan’s enactment of an apportionment formula different from 
the Compact’s formula.”19

With the existence of the Tax Compact election validated for 
purposes of the taxpayer’s 2008 MBT tax year, the Michigan 
Supreme Court lead opinion then considered whether the 
MGRT component of the MBT is an “income tax” under 
the Compact and thus apportionable pursuant to the equal-
ly-weighted, three-factor apportionment formula of the 
Compact. Citing the Tax Compact definition of an “income 
tax” provided in MCL § 205.581, Article II(4), the court 
stated that “for the MGRT to be an income tax under the 
Compact, a tax must measure net income by starting with 
gross income and subtracting expenses, with at least one of 
the expense deductions not specifically and directly related 
to a particular transaction.”20

The Michigan Supreme Court considered both the Internal 
Revenue Code and Black’s Law Dictionary definitions of “gross 
income” and determined that both definitions are similar to 
the definition of “gross receipts” under MCL § 208.1111(1) 
of the MBT Act, the starting point for the MGRT tax base.21 
The court also determined that the various statutory deduc-
tions from the MGRT tax base provided for “purchases from 
other firms” under MCL § 208.1113(6) are consistent with 
a cost of goods sold concept, and are not specifically tied nor 
directly related to particular transactions.22 



Michigan Tax Lawyer-Fall 2014

8

Ultimately, the court in its lead opinion held: “[T]he MGRT 
fits within the broad definition of “income tax” under the 
Compact by taxing a variation of net income – the entire 
amount received by the taxpayer as determined from any 
gainful activity minus inventory and certain other deduc-
tions that are expenses not specifically and directly related to 
particular transactions.”23

in tHe wake oF tHe deciSion: 
iMPlicationS For taxPayerS

Michigan business taxpayers that have previously filed MBT 
returns for 2008 through 2010 seeking to make the Tax 
Compact election received notices from Treasury disallowing 
that election. For those taxpayers that have timely protested 
these notices, through a request for an “informal conference” 
pursuant to MCL § 205.21(2)(b)), it is presently unclear 
how the Michigan Supreme Court decision will affect these 
pending protests, though a communication from Treasury 
may potentially be forthcoming in this regard.

Michigan business taxpayers that have not previously filed 
MBT returns with an election to utilize the Tax Compact 
election may consider whether the filing of an amended MBT 
return in light of the Michigan Supreme Court’s decision, tak-
ing into account the applicable statute of limitations.24

Billion dollar Band aid: Potential State reMedieS 

Immediately following the Michigan Supreme Court de-
cision, Michigan Attorney General Bill Schuette, together 
with Michigan Solicitor General Aaron D. Lindstrom, filed a 
Motion for Rehearing, asking the Michigan Supreme Court 
to reconsider its opinion.25 The Motion for Rehearing con-
tends that a fundamental error exists in the lead opinion’s 
holding that the MBT Act did not repeal by implication the 
Tax Compact election. The motion argues further that the 
impact of the decision would cost the State of Michigan a 
“budget-busting aggregated refund  . . . to mostly out-of-
state corporations.”26

The Attorney General also filed a companion Motion to Stay 
the July 14, 2014 decision, requesting that the Michigan Su-
preme Court stay the effects of its holding on all lower court 
cases pending the outcome of the rehearing request. The mo-
tion states that there are approximately 134 Tax Compact 
election cases pending before the Michigan Tax Tribunal 
and Michigan Court of Claims. The motion estimates that 
if these cases are decided in favor of the applicable taxpayers, 
the total potential financial impact would be approximately 
$1.0 billion plus interest.27

On August 11, 2014, the taxpayer filed its Response in Op-
position to Treasury’s Motion for Rehearing and Treasury’s 
Motion to Stay. The Response contends that the Treasury 
is merely rearguing the “rejected claim” that the MBT Act 
impliedly repealed the Compact election, and any projected 
financial impact on Michigan is irrelevant.28

In the wake of these developments, Michigan legislators 
appear to be exploring a legislative remedy to mitigate the 
impact of the Michigan Supreme Court’s decision.29 One 
potential legislative option would be the enactment of an 
amendment to MCL § 205.581 that would explicitly elimi-
nate the ability for a taxpayer to make the Compact elec-
tion, retroactive to January 1, 2008.30 The legislature could 
also amend relevant provisions of the MBT Act (MCL §§ 
208.1101 et seq.) to specifically disallow the Compact elec-
tion beginning January 1, 2008.

Questions exist regarding whether such retroactive tax legis-
lation would survive scrutiny under the Due Process Clause 
of the U.S. Constitution, amongst other arguments. How-
ever, it should be noted that the Michigan Court of Appeals 
previously upheld retroactive sales and use tax legislation 
to avoid the application of a taxpayer-friendly Michigan 
Supreme Court decision in Betten Auto Center.31 Thus, the 
Michigan Supreme Court decision is likely the beginning 
(rather than the end) to a billion dollar battle in the State of 
Michigan. Subsequent to the drafting of this article, on Sep-
tember 9, 2014, the Michigan legislature passed Senate Bill 
156 in an attempt to protect the state from the potential of 
being forced to pay a projected liability of more than $1 bil-
lion in tax refunds to companies that are not headquartered 
in Michigan after the Michigan Supreme Court ruled in 
IBM.  SB 156 had previously passed the House 100-10, and 
was passed by the Senate 35-3. SB 156 was quickly signed by 
the Governor and became law as Public Act No. 282. More 
dollar drama to follow. 
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The existing regulations (the “Existing Regulations”) under 
Section 7521 govern the manner in which debt of a partner-
ship2 is allocated among its partners.3  The application of 
these regulations is complex and often misunderstood.  In 
addition, the Department of Treasury issued proposed reg-
ulations (the “Proposed Regulations”) on January 29, 2014, 
that, if finalized, would introduce additional complexity 
by adding new rules for determining how partnership debt 
should be allocated among the partners.

The manner in which partnership debt is allocated can result 
in significant tax benefits to one or more partners.  A thor-
ough understanding of the rules for allocating partnership 
debt is, therefore, essential in maximizing the partners’ use 
of these benefits.  This article summarizes the tax benefits as-
sociated with a partner receiving an allocation of partnership 
debt.  This article then discusses the rules for allocating part-
nership debt under the Existing Regulations and also under 
the recently issued Proposed Regulations.  Various examples 
throughout this article illustrate the application of the rules 
under the regulations.

tax BeneFitS aSSociated witH PartnerSHiP deBt 
allocationS

A number of tax benefits are associated with a partner receiv-
ing an allocation of partnership debt, including the ability to 
(i) claim greater partnership losses, (ii) receive cash distribu-
tions on a tax-deferred basis, (iii) mitigate the application 
of the so-called “disguised sale” rules of Section 707, and 
(iv) avoid phantom income resulting from a decrease in the 
partner’s share of other partnership debt.

claiMing greater PartnerSHiP loSSeS

A partner is allowed to deduct his share of partnership losses 
only to the extent of the basis in his partnership interest at 
the end of the partnership year in which the losses have been 
incurred.4  Any excess losses are suspended until the partner’s 
basis in his partnership interest increases.

In general, a partner’s basis in his partnership interest is equal 
to the amount of cash and basis of any property contributed 
by him to the partnership.5  For this purpose, the partner is 
deemed to have contributed cash to the partnership to the 

extent of any increase in his share of partnership debt under 
Section 752.6  A partner’s basis in his partnership interest 
is, therefore, increased by the share of partnership debt al-
located to him.  Accordingly, the larger the share of partner-
ship debt allocated to a partner, the greater the ability of the 
partner to claim losses of the partnership allocated to him.

receiving caSH diStriButionS on a tax-deFerred BaSiS

In general, a distribution of cash to a partner results in the 
recognition of gain only if the amount of cash distributed to 
him exceeds the basis in his partnership interest immediately 
before the distribution.7  If the amount of cash exceeds the 
partner’s basis in his partnership interest, the gain is treated 
as gain from the sale or exchange of a partnership interest.8

As indicated above, a partner’s basis is increased by the share 
of partnership debt allocated to him.  Thus, the greater the 
share of partnership debt allocated to a partner, the larger the 
increase in the basis of his partnership interest.  In turn, the 
increased basis in his partnership interest allows the partner 
to receive additional cash from the partnership without rec-
ognizing gain on the distribution.

Mitigating tHe aPPlication oF tHe diSguiSed Sale ruleS

Under the disguised sale rules, a partner’s contribution of 
property to a partnership and a distribution of cash by the 
partnership to the partner are treated as a taxable sale if the 
substance of the transaction is a sale from the partner to the 
partnership.9  The determination of whether the transaction 
is treated as a taxable sale is based on all of the facts and 
circumstances.10  Also, if a partner contributes property to 
a partnership and receives a distribution of cash from the 
partnership within two years of the contribution, the trans-
action is presumed to be a taxable sale of the property to 
the partnership unless the facts and circumstances indicate 
otherwise.11

contriButing leveraged ProPerty on 
a tax-deFerred BaSiS

The disguised sale rules also address situations in which a 
partnership assumes or takes property subject to a debt of the 
partner.  In general, if the debt is considered a “qualified li-

OPPORTUNITIES ABOUND: USING THE PARTNERSHIP 
DEBT ALLOCATION RULES TO YOUR ADVANTAGE
By Alexander G. Domenicucci
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ability,”12 the partnership is considered not to have paid con-
sideration to the partner in a disguised sale.13  Conversely, if 
a partnership assumes or takes property subject to a debt of 
the partner other than a qualified liability, the partnership 
is treated as transferring consideration to the partner in a 
disguised sale only to the extent that the amount of the debt 
exceeds the partner’s share of the debt immediately after the 
partnership assumes or takes subject to the debt.14  There-
fore, in cases where the debt assumed or taken subject to by 
the partnership is not a qualified liability, the contributing 
partner may be able to defer recognizing some (or all) of the 
gain inherent in the contributed property if a disproportion-
ate amount (or all) of the debt can be allocated to the partner 
immediately after the contribution.15

Receiving Debt-FinanceD DistRibutions on 
a tax-DeFeRReD basis

In addition, there is an exception to the disguised sale rules 
for certain debt-financed distributions.  Under the excep-
tion, if a partner contributes property to a partnership, and 
the partner receives the proceeds of a newly-incurred debt of 
the partnership, the debt proceeds are treated as consider-
ation received by the partner in a disguised sale only to the 
extent the distribution of the proceeds exceeds the partner’s 
allocable share of the debt.16  Consequently, the contributing 
partner may be able to defer recognizing some (or all) of the 
gain inherent in the contributed property if a disproportion-
ate amount (or all) of the newly-incurred debt can be allo-
cated to him.

avoiding PHantoM incoMe

A reduction in a partner’s share of partnership debt is treated 
as a distribution of cash by the partnership to the partner.17  
If the deemed distribution exceeds the partner’s basis in his 
partnership interest, the partner recognizes gain under Sec-
tion 731(a)(1).  If, however, there is an increase in the part-
ner’s share of another debt of the partnership, the increase is 
generally netted against the decrease in the partner’s share of 
the other debt.18  Therefore, if a partner anticipates a decrease 
in his share of a partnership debt that would result in the rec-
ognition of gain under Section 731(a)(1), the partner might 
(with the cooperation of the partnership and other partners) 
arrange the partnership’s affairs such that the partner receives 
an increased share of another partnership debt.

ruleS For allocating PartnerSHiP deBt

The manner in which partnership debt is allocated among 
the partners depends on whether the debt is considered to be 
recourse or nonrecourse debt for purposes of Section 752.19  
A partnership debt is treated as recourse to the extent any 

partner or person related20 to him bears the economic risk of 
loss (“ERL”) with respect to the debt.21  A partner’s share of 
a recourse debt of the partnership equals the portion of the 
debt, if any, for which the partner (or related person) bears 
the ERL.22

recourSe deBt

DeteRmining eRL unDeR the existing ReguLations

Under the Existing Regulations, a partner bears the ERL 
with respect to a partnership debt to the extent that the part-
ner (or related person) would be obligated to make either a 
payment to another person or a contribution to the partner-
ship (a “payment obligation”) immediately following a “con-
structive liquidation” of the partnership in which each of the 
following is assumed to occur:

1. All of the partnership’s debts become payable in full;

2. All of the partnership’s assets, including cash, have no 
value (except for property contributed to the partner-
ship by a partner solely for purposes of securing a part-
nership debt);

3. The partnership disposes of all of its property in a fully 
taxable transaction for no consideration (except relief 
from debt for which the creditor’s right to repayment is 
limited solely to one or more of the partnership’s assets);

4. All items of income, gain, loss or deduction are allocated 
among the partners; and

5. The partnership liquidates.23

The construct under the Existing Regulations is designed to 
ascertain the extent to which a partner (or related person) 
would be responsible for repaying the debt from his own 
assets in a worst-case scenario in which the debt becomes 
due and payable and the partnership’s assets have become 
worthless.

 In general, statutory and contractual obligations re-
lating to the partnership debt are taken into account in deter-
mining the payment obligations of the parties.24  However, 
a contingent payment obligation is generally disregarded if, 
taking into account the facts and circumstances, it is unlikely 
that the obligation will ever be discharged.25  In addition, any 
future payment obligation that would arise upon an event 
the occurrence of which cannot be determined with reason-
able certainty is also disregarded until such time as the event 
occurs (if ever).26  Moreover, a payment obligation is taken 
into account only to the extent that the partner (or related 
person) who has the payment obligation is not entitled to be 
reimbursed from another person.27
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Importantly, under the Existing Regulations, a partner (or 
related person) is presumed to have the financial wherewithal 
to satisfy its payment obligations, except in cases where the 
partner (or related person) is a disregarded entity for federal 
income tax purposes.28  In other words, the net worth of a 
partner (or related person) is generally not considered for 
purposes of determining the extent to which the ERL for a 
partnership debt is borne by the partner (or related person).

Payment Obligations
 
Almost any type of payment obligation can result in a part-
ner (or related person) bearing the ERL with respect to a 
partnership debt.  If a payment obligation results in a partner 
(or related person) bearing the ERL, the debt is treated as 
recourse for purposes of Section 752 to the extent the ERL is 
borne by the partner (or related person) and, consequently, 
the partner is allocated the debt to such extent.

Guarantees

Oftentimes a partner (or related person) guarantees the debt 
of the partnership.  In such cases, the partner (or related per-
son) is legally obligated to satisfy the debt in the event the 
partnership defaults.  A guarantee is taken into account in 
determining the ERL borne by a partner (or related person) 
unless (i) the partner holds an interest of 10% or less in each 
item of partnership income, gain, loss, deduction, and credit 
for each taxable year that the partner is a partner in the part-
nership and (ii) the debt would otherwise constitute “quali-
fied nonrecourse financing” (within the meaning of Section 
465(b)(6)) had the partner (or related person) made the loan 
to the partnership.29

Example 1:  A and B form an LLC.  A and B each 
contributes $50,000 to the LLC.  The operating 
agreement allocates all items of the LLC equally 
between A and B.  The LLC purchases deprecia-
ble property for $250,000 using the $100,000 of 
cash contributed by A and B and the proceeds of 
a $150,000 nonrecourse loan from a commercial 
lender.  A guarantees the payment of the $150,000 
loan.  In a constructive liquidation, the $150,000 
loan becomes due and payable.  All of the LLC’s as-
sets, including the depreciable property, are deemed 
to be worthless.  The depreciable property is deemed 
to be sold for a value of zero.  Under the guarantee, 
A would be obligated to satisfy the entire amount 
of the debt.  A is assumed to satisfy the obligation 
under the guarantee even if A’s net worth is less than 
$150,000.  The loan is considered to be recourse for 
purposes of Section 752 because A bears the ERL 
with respect to the debt.  A’s share of the debt is 
$150,000 and B’s share is zero.

Indemnities

An indemnity is another common payment obligation that 
is taken into account in determining who bears the ERL for 
a partnership debt.  An indemnity is a promise by a person to 
pay or reimburse another person for a loss suffered by him.  
An indemnity by a partner (or related person) may cause the 
ERL for all or a portion of a partnership debt to be borne by 
the partner (or related person). 

Example 2:  Assume the same facts as Example 1 
except that B agrees to indemnify A for 50% of any 
loss he suffers on the guarantee.  In a constructive 
liquidation, the $150,000 loan becomes due and 
payable.  All of the partnership’s assets, including 
the depreciable property, are deemed to be worth-
less.  The depreciable property is deemed to be sold 
for a value of zero.  Under the guarantee, A would 
be obligated to satisfy the entire amount of the 
debt.  However, under the indemnity, B would be 
obligated to reimburse A for 50% of the amount 
of the debt, or $75,000.  A and B are assumed to 
satisfy their obligations under the guarantee and in-
demnity regardless of their net worth.  The loan is 
considered to be recourse for purposes of Section 
752 because A and B bear the ERL with respect to 
the debt.  A’s share of the debt is $75,000 and B’s 
share is $75,000.

Deficit Restoration Obligations

A partner has a deficit restoration obligation (a “DRO”) if 
he is unconditionally obligated to restore the amount of any 
deficit balance in his capital account upon the liquidation of 
the partnership.30  The DRO of a partner is considered a pay-
ment obligation that is taken into account in determining 
the extent to which the partner bears the ERL with respect 
to a partnership debt.31

Example 3:  Assume the same facts as Example 1 
except that the debt is recourse against the LLC and 
A has agreed to restore any deficit in his capital ac-
count in lieu of guaranteeing the debt.  In a con-
structive liquidation, the $150,000 loan becomes 
due and payable.  All of the partnership’s assets, 
including the depreciable property, are deemed to 
be worthless.  The depreciable property is deemed 
to be sold for a value of zero.  Because B does not 
have a DRO, he cannot have a deficit in his capital 
account.  Therefore, only $50,000 of the loss is allo-
cated to B to reduce his capital account to zero.  The 
remaining loss of $200,000 is allocated entirely to 
A to reduce his capital account from $50,000 to a 
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deficit of ($150,000).  Under the DRO, A would be 
obligated to satisfy the entire amount of the debt.  A 
is assumed to satisfy the obligation under the DRO 
even if A’s net worth is less than $150,000.  The 
loan is considered to be recourse for purposes of 
Section 752 because A bears the ERL with respect 
to the debt.  A’s share of the debt is $150,000 and 
B’s share is zero.

Payment Obligations Imposed by State Law

A partner may bear the ERL with respect to a partnership 
debt as a result of an obligation imposed on the partner un-
der state law.  For example, under the partnership law of 
most (if not all) states, a general partner of a limited or gen-
eral partnership is obligated to make a capital contribution 
to the partnership to the extent necessary to satisfy the claims 
of the partnership’s creditors.

Example 4:  A and B form a limited partnership.  
A, the general partner, contributes $40,000 and 
B, the limited partner, contributes $60,000 to the 
partnership.  The partnership agreement allocates 
40% of the losses of the partnership to A and 60% 
of the losses to B until B’s capital account is re-
duced to zero, after which all losses are allocated to 
A.  The partnership purchases depreciable property 
for $250,000 using the $100,000 contributed by 
A and B and the proceeds of a $150,000 recourse 
loan from a commercial lender.  In a constructive 
liquidation, the $150,000 loan becomes due and 
payable.  All of the partnership’s assets, including 
the depreciable property, are deemed to be worth-
less.  The depreciable property is deemed to be sold 
for a value of zero.  B’s capital account is reduced 
from $60,000 to zero.  A’s capital account is re-
duced from $40,000 to a deficit of ($150,000).  A, 
as the general partner, would be obligated under 
state law to make a contribution to the partnership 
of $150,000 so that the partnership could satisfy 
the debt to the lender.  Because A bears the ERL, 
the debt is treated as recourse for purposes of Sec-
tion 752.  A’s share of the debt is $150,000 and B’s 
share is zero.

Partner Loans

In general, a partner is considered to bear the ERL to the ex-
tent that the partner made (or acquired an interest in) a non-
recourse loan to the partnership and the ERL for the debt is 
not borne by another partner (for example, by reason of the 
other partner’s guarantee or indemnity).32  However, a part-
ner is considered not to bear the ERL if (i) the partner holds 

an interest of 10% or less in each item of partnership in-
come, gain, loss, deduction, and credit for each taxable year 
that the partner is a partner in the partnership and (ii) the 
loan constitutes “qualified nonrecourse financing” (within 
the meaning of Section 465(b)(6)).33  The rationale for this 
rule is that if the loan is not repaid by the partnership, the 
partner (or related person) suffers the economic loss resulting 
from the partnership’s default on the loan. 

Example 5:  A and B form an LLC.  A and B each 
contributes $50,000 to the LLC.   B loans $150,000 
to the LLC.  The operating agreement allocates any 
losses of the LLC equally between A and B.  The 
LLC purchases depreciable property for $250,000 
using the $100,000 of cash contributed by A and 
B and the proceeds of the $150,000 loan from B.  
In a constructive liquidation, the $150,000 loan 
becomes due and payable.  All of the LLC’s assets, 
including the depreciable property, are deemed to 
be worthless.  The depreciable property is deemed 
to be sold for a value of zero.  Because B made the 
loan to the LLC, B bears the ERL with respect to 
the debt.  As a result, the loan is considered to be 
recourse for purposes of Section 752.  A’s share of 
the debt is zero and B’s share is $150,000.

Direct and Indirect Pledges of Assets

A partner is also considered to bear the ERL for a partner-
ship debt to the extent of the value of (i) any partner’s sepa-
rate property (other than a direct or indirect interest in the 
partnership) that is pledged as security for the partnership 
debt, and (ii) any property that the partner contributes to 
the partnership solely for the purpose of securing a partner-
ship debt.34  The extent to which the partner (or related per-
son) bears the ERL for the partnership debt is limited to the 
net fair market value of the property at the time of the pledge 
or contribution.35

Example 6:  Assume the same facts as Example 1 
except that, in lieu of the guarantee, A pledges cash 
of $200,000 held in a savings account as collater-
al for the loan.  In a constructive liquidation, the 
$150,000 loan becomes due and payable.  All of the 
LLC’s assets, including the depreciable property, are 
deemed to be worthless.  The depreciable property 
is deemed to be sold for a value of zero.  Because A 
pledged the $200,000 as collateral for the loan, A 
bears the ERL with respect to the debt.  As a result, 
the loan is considered to be recourse for purposes of 
Section 752.  A’s share of the debt is $150,000 and 
B’s share is zero.
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Payment Obligations of Related Persons

As indicated above, if a person related to a partner bears the 
ERL with respect to a partnership debt, the debt is consid-
ered to be recourse for purposes of Section 752 and allo-
cated to the partner to whom the person bearing the ERL 
is related.  A person is considered related to a partner if the 
person and the partner bear a relationship to each other that 
is specified in Section 267(b) or 707(b)(1), subject to certain 
modifications.36

Example 7:  Assume the same facts as Example 1 
except that an S corporation wholly owned by A 
guarantees the debt in lieu of A personally guaran-
teeing the debt.  In a constructive liquidation, the 
$150,000 loan becomes due and payable.  All of the 
LLC’s assets, including the depreciable property, are 
deemed to be worthless.  The depreciable property 
is deemed to be sold for a value of zero.  Under 
the guarantee, the S corporation would be obligat-
ed to satisfy the entire amount of the debt.  The 
S corporation is assumed to satisfy the obligation 
under the guarantee even if its net worth is less than 
$150,000.  The loan is considered to be recourse for 
purposes of Section 752 because the S corporation, 
a person related to A, bears the ERL with respect to 
the debt.  A’s share of the debt is $150,000 and B’s 
share is zero.

Payment Obligations of Disregarded Entities

As noted above, special rules apply in circumstances where 
a disregarded entity has a payment obligation.  For this 
purpose, a disregarded entity includes (i) an entity that is 
disregarded as separate from its owner under the check-the-
box regulations37 (e.g., an LLC with a single member), (ii) 
a “qualified subchapter S subsidiary” (as defined in Section 
1361(b)(3)), and (iii) a “qualified REIT subsidiary” (as de-
fined in Section 856(i)).

Under the Existing Regulations, in determining the extent to 
which a partner (or related person) bears the ERL, there is no 
presumption that a disregarded entity will be able to satisfy 
its payment obligations.  Rather, a payment obligation of a 
disregarded entity is taken into account only to the extent of 
the net value of the entity.

The net value of a disregarded entity equals the fair market 
value of all its assets that may be subject to creditors’ claims 
under local law, including the disregarded entity’s enforce-
able rights to contributions from its owner and the fair mar-
ket value of an interest in any partnership other than the 
partnership for which net value is being determined.38  The 
net fair market value of any property pledged to secure a 

partnership debt is excluded from the calculation.39  In addi-
tion, the net value of the disregarded entity is reduced by all 
of its obligations (regardless of priority) other than payment 
obligations.40

In general, the disregarded entity’s net value must be initially 
determined on the earlier of (i) the first date occurring on 
or after the date on which the partnership must determine a 
partner’s share of partnership debt under Sections 1.705-1(a) 
and 1.752-4(d) of the Treasury Regulations, or (ii) the end 
of the partnership’s taxable year in which the requirement to 
determine the net value of a disregarded entity arises.41

In addition, the net value of a disregarded entity must be 
redetermined if any of the following events occur:

1. A more than de minimis contribution to the disregarded 
entity of property other than property pledged to secure 
a partnership debt;42

2. A more than de minimis distribution from the disre-
garded entity of property other than property pledged 
to secure a partnership debt;43

3. A change in the legally enforceable obligation of the 
owner of the disregarded entity to make contributions 
to the disregarded entity;

4. The incurrence, refinancing, or assumption of an obliga-
tion of the disregarded entity that does not constitute a 
payment obligation of the disregarded entity; and

5. The sale or exchange of a non-de minimis asset of the 
disregarded entity in a transaction that is not in the or-
dinary course or business.44

Example 8:  A owns all of the interests in an LLC 
whose assets consist of a building worth $500,000 
and cash of $100,000.  A has no liability for the 
LLC’s debts and the LLC has no enforceable right 
to contribution from A.  The LLC is a disregarded 
entity under the check-the-box regulations.  The 
LLC contributes the $100,000 of cash to a limited 
partnership in exchange for a general partner inter-
est in the partnership.  B and C each contribute 
$100,000 to the partnership in exchange for limited 
partnership interests.  The partnership agreement 
provides that only the LLC as general partner is re-
quired to restore any deficit in its capital account.  
The limited partnership borrows $300,000 from a 
commercial lender and purchases unimproved land 
for $600,000.  The $300,000 debt is secured by the 
property and is also a general obligation of the lim-
ited partnership.  A is treated as the general part-
ner in the limited partnership for federal income 
tax purposes.  Only the LLC is obligated to make a 
payment on the $300,000 debt if the limited part-
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nership were to constructively liquidate.  Therefore, 
A is treated as bearing the ERL for the limited part-
nership’s $300,000 debt to the extent of the LLC’s 
net value.  Because the LLC’s net value of $500,000 
exceeds the amount of the debt, A is treated as bear-
ing the ERL for the entire amount of the debt.  As a 
result, the debt is treated as recourse for purposes of 
Section 752 and allocated entirely to A.

DeteRmining eRL unDeR the PRoPoseD ReguLations

The Proposed Regulations would change the rules for deter-
mining the extent to which a partner (or related person) has 
a payment obligation and, thus, the ERL with respect to a 
partnership debt.  In contrast to the Existing Regulations, a 
partner (or related person) would bear the ERL with respect 
to a partnership debt only if his payment obligation satisfies 
two standards of “commercial reasonableness.”  First, if the 
payment obligation is not imposed by state law, the terms of 
the obligation must satisfy the requirements discussed below.  
Second, the partner (or related person) must satisfy the net 
value requirement discussed below unless the partner (or re-
lated person) is an individual or a decedent’s estate.45

Payment Obligation Requirements

A payment obligation would be taken into account under 
the Proposed Regulations only if all of the following require-
ments are satisfied:

1. The partner (or related person) maintains a commercial-
ly reasonable net worth for the entire term of the pay-
ment obligation or is otherwise subject to commercially 
reasonable contractual restrictions on transfers of assets 
for inadequate consideration;

2. The partner (or related person) periodically furnishes 
commercially reasonable documentation regarding its 
financial condition;

3. The term of the payment obligation does not end before 
the term of the partnership debt;

4. The payment obligation does not require the primary 
obligor under the partnership debt to directly or indi-
rectly hold money or other liquid assets in an amount 
that exceeds his reasonable needs;

5. The partner receives arm’s length consideration for as-
suming the payment obligation;

6. In the case of a guarantee or similar arrangement, the 
partner (or related person) is liable up to the full amount 
of the payment obligation if, and to the extent that, any 
amount of the partnership debt is not otherwise satis-
fied; and46

7. In the case of an indemnity, reimbursement agreement, 

or similar arrangement, the partner (or related person) 
is liable up to the full amount of the payment obligation 
if, and to the extent that, any amount of the payment 
obligation of the indemnitee or other benefitted party 
is satisfied.47

Certain types of payment obligations taken into account un-
der the Existing Regulations would be disregarded under the 
Proposed Regulations as a result of these additional require-
ments.  For example, a “bottom-dollar” guarantee would 
be disregarded under the Proposed Regulations because the 
guarantor would be liable for less than the full amount of the 
guarantee if the lender were repaid any portion of the debt.

Example 9:  A and B are equal members of an 
LLC.  The LLC borrows $50,000 from a commer-
cial lender.  A guarantees payment of the debt up to 
$10,000 if the lender is not repaid the full amount 
of the $50,000 debt.  B guarantees payment of up 
to $5,000 but only if the lender is otherwise repaid 
less than $5,000.  A and B each waives his right of 
contribution against the other.  Because A is ob-
ligated to pay up to $10,000 if, and to the extent 
that, any amount of the $50,000 debt is not repaid 
to the lender, A’s guarantee would be recognized as 
a payment obligation under the Proposed Regula-
tions.  The extent to which A would bear the ERL is 
$10,000.  However, because B is obligated to pay up 
to $5,000 only if, and to the extent that, the lender 
otherwise recovers less than $5,000 on the debt, B’s 
guarantee is disregarded.  Therefore, B would be 
considered to bear no ERL with respect to the debt.  
As a result, $10,000 of the debt would be treated as 
recourse for purposes of Section 752 and allocated 
to A.  The balance of the debt ($40,000) would be 
treated as nonrecourse and allocated under the rules 
described below in Part II, Section B of this article.

A guarantee by a partner (or related person) of a percentage 
of each dollar of partnership debt would also be disregarded 
under the Proposed Regulations for the same reason.

Example 10:  A and B are equal members of an 
LLC.  The LLC borrows $100,000 from a commer-
cial lender.  A guarantees 40% of each dollar of the 
debt that is not repaid to the lender.  If $50,000 of 
the $100,000 debt is not repaid to the lender, A 
is only obligated to pay $20,000 ($50,000 x 40%) 
pursuant to the terms of the guarantee.  Because A 
is not obligated to pay up to the full amount of its 
payment obligation ($40,000) to the extent that the 
lender is not repaid $50,000, A’s guarantee would 
be disregarded under the Proposed Regulations.  As 
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a result, the entire amount of debt would be treated 
as nonrecourse for purposes of Section 752 and al-
located under the rules described below in Part II, 
Section B of this article.

Net Value Requirement

As indicated above, the Existing Regulations assume that 
any partner (or related person) who has an obligation to 
make a payment will actually perform that obligation re-
gardless of his actual net worth unless the partner (or related 
person) is a disregarded entity.  The Proposed Regulations 
extend the net value rules applicable to disregarded enti-
ties under the Existing Regulations to a broader category of 
partners (and related persons).  Under the Proposed Regu-
lations, in determining the extent to which a partner (or 
related person) bears the ERL with respect to a partnership 
debt, the partner (or related person) would be presumed to 
satisfy its payment obligation only to the extent of its net 
value unless the partner (or related person) is an individual 
or a decedent’s estate.48

For this purpose, the net value of the partner (or related per-
son) would equal (i) the fair market value of all assets owned 
by the partner that may be subject to creditors’ claims under 
local law, other than the partner’s interest in the partnership 
for which the net value is being determined and the net fair 
market value of any property pledged to secure a partnership 
debt, less (ii) all of the obligations of the partner that do not 
constitute payment obligations.49

The net value of a partner (or related person) must be ini-
tially determined and then subsequently redetermined under 
the same rules described above that apply to disregarded en-
tities under the Existing Regulations.

Example 11:  A and B form an LLC.  A and B 
each contributes $50,000 to the LLC.  The LLC 
purchases depreciable property for $250,000 using 
the $100,000 of cash contributed by A and B and 
the proceeds of a $150,000 nonrecourse loan from 
a commercial lender.  A’s wholly owned S corpora-
tion guarantees the payment of the $150,000 loan.  
The guarantee satisfies the requirements applicable 
to payment obligations under the Proposed Regula-
tions.  The S corporation has $100,000 of cash but 
no other assets.  In a constructive liquidation, the 
$150,000 loan becomes due and payable.  All of 
the LLC’s assets, including the depreciable property, 
are deemed to be worthless.  The depreciable prop-
erty is deemed to be sold for a value of zero.  The S 
corporation is obligated to pay the entire amount 
of the debt but only has assets of $100,000.  There-
fore, only $100,000 of the debt would be treated as 

recourse for purposes of Section 752 and allocated 
to A under the Proposed Regulations.  The balance 
of the debt ($50,000) would be treated as nonre-
course for purposes of Section 752 and allocated 
under the rules described below in Part II, Section 
B of this article.

nonrecourSe deBt

A partnership debt is treated as nonrecourse to the extent 
that no partner bears the ERL with respect to the debt.50  
Under the Existing Regulations, a partner’s share of nonre-
course debt is determined under a three-tier waterfall that 
equals the sum of the following amounts:

1. The partner’s share of “partnership minimum gain;”51

2. The amount of any taxable gain that would be allocated 
to the partner under Section 704(c) or in the same man-
ner as Section 704(c) in connection with a revaluation 
of partnership property, if the partnership disposed of all 
of its property subject to one or more nonrecourse debts 
of the partnership in a taxable sale in full satisfaction 
of such debts and for no other consideration (“Section 
704(c) Minimum Gain”); and

3. The partner’s share of “excess nonrecourse liabilities” 
(i.e., the excess portion of the debt not allocated under 
the first and second tiers above) as determined in ac-
cordance with the partners’ interests in the profits of 
the partnership.52

For purposes of allocating “excess nonrecourse liabilities” un-
der the third tier, all of the facts and circumstances relating 
to the economic arrangement of the partners are taken into 
account in determining the partners’ interests in partnership 
profits.53  However, the partnership agreement may specify 
the partners’ interests in partnership profits for this purpose 
if the interests so specified are reasonably consistent with an 
allocation of some other significant item of partnership in-
come or gain that has “substantial economic effect” under 
the regulations of Section 704(b).54

In lieu of allocating “excess nonrecourse liabilities” in the 
manner described above, the partnership may allocate such 
liabilities using one of two other methods.  The partner-
ship may allocate “excess nonrecourse liabilities” among the 
partners in accordance with the manner in which it is rea-
sonably expected that the deductions attributable to such 
nonrecourse liabilities will be allocated.55  Alternatively, the 
partnership may first allocate “excess nonrecourse liabilities” 
to a partner up to the amount of any built-in gain that would 
be allocable to the partner under Section 704(c) on a sale of 
the property subject to the partnership debt, but only to the 
extent that such built-in gain exceeds the amount of the Sec-
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tion 704(c) Minimum Gain described above.56  If less than 
the entire amount of the “excess nonrecourse liabilities” is 
allocated to the partners under this alternative method, the 
partnership must allocate the balance of such nonrecourse 
liabilities under one of the other methods described above.57

Example 12:  A and B form an LLC.  A contrib-
utes $10,000 to the LLC.  B will provide services to 
the LLC and does not contribute any cash or other 
property to the LLC.  The operating agreement al-
locates all items of the LLC equally between the 
members.  The LLC uses the $10,000 contributed 
by A and the proceeds of a $90,000 nonrecourse 
loan from a commercial lender to purchase de-
preciable property for $100,000.  The partnership 
claims a depreciation deduction of $20,000 for the 
year in which it purchased the property.  Immedi-
ately after purchasing the depreciable property, A 
and B share the nonrecourse debt equally because 
they have equal interests in partnership profits.  
At the end of the year, the partnership minimum 
gain is the excess of the $90,000 nonrecourse debt 
over the $80,000 adjusted basis in the property, or 
$10,000.  A and B each has a share of partnership 
minimum gain of $5,000 at the end of the year.  
Therefore, at the end of the year, A and B are each 
allocated $5,000 of the nonrecourse debt.  The bal-
ance of the debt ($80,000) is allocated equally be-
tween A and B (i.e., $40,000 each).

The Proposed Regulations would modify the rules under 
the Existing Regulations by providing that the partnership 
agreement may specify the partners’ interests in partnership 
profits, but only if the interests so specified are in accordance 
with the “liquidation value percentages” of the partners.58  
Under the Proposed Regulations, a partner’s liquidation val-
ue percentage would be obtained by dividing the liquidation 
value of the partner’s partnership interest by the aggregate 
liquidation value of all of the partners’ partnership interests.59  

A partner’s liquidation value would initially be determined 
upon the partnership’s formation.  A partner’s liquidation 
value would subsequently be redetermined upon any event 
which would permit the revaluation of partnership property 
under Section 1.704-1(b)(2)(iv)(f )(5) of the Treasury Regu-
lations (a “Revaluation Event”).60  Therefore, a partner’s liq-
uidation value would be redetermined in connection with 
the following events: (i) a contribution of a non-de minimis 
amount of cash or other property to the partnership by a 
new or existing partner as consideration for a partnership 
interest; (ii) a distribution of a non-de minimis amount of 
cash or other property by the partnership to a retiring or 
continuing partner as consideration for a partnership inter-
est; (iii) the grant of a non-de minimis partnership interest 

as consideration for the provision of services to or for the 
benefit of the partnership by a new or existing partner; and 
(iv) the liquidation of the partnership.61

Under the Proposed Regulations, the liquidation value of a 
partner’s partnership interest would be equal to the amount 
that the partner would receive with respect to the interest 
if, immediately after the partnership’s formation or the oc-
currence of a Revaluation Event, as the case may be, the 
partnership were to liquidate after (i) selling all of its assets 
for cash equal to the fair market value of such assets,62 (ii) 
satisfying all of its debts other than those described in Sec-
tion 1.752-7 of the Treasury Regulations, and (iii) paying 
an unrelated third party to assume all of its debts that are 
described in Section 1.752-7 of the Treasury Regulations in 
a fully taxable transaction.

The Proposed Regulations would eliminate the ability to al-
locate “excess nonrecourse liabilities” in accordance with the 
manner in which the deductions attributable to such nonre-
course liabilities are expected to be allocated.  However, the 
allocation of “excess nonrecourse liabilities” in accordance 
with any built-in gains of the partners under Section 704(c) 
would continue to be permitted.

Example 13:  Assume the same facts as Example 
12.  A would receive $10,000 and B would receive 
zero if, immediately after the formation of the LLC, 
the LLC had sold all of its assets for cash equal to 
the fair market value of the property, satisfied the 
nonrecourse debt of $90,000, and then liquidated.  
Therefore, the liquidation value percentages of A 
and B would be 100% and 0%, respectively.  Ac-
cordingly, at the end of the year, each of A and B 
would be allocated an amount of nonrecourse debt 
equal to his share of partnership minimum gain, or 
$5,000.  The balance of the debt ($80,000) would 
be allocated entirely to A. 

BiFurcation oF PartnerSHiP deBt

As illustrated by some of the examples above, a partnership 
debt is bifurcated into two separate portions for purposes of 
Section 752 – one portion treated as recourse debt and the 
other portion treated as nonrecourse debt – if, in the aggre-
gate, one or more partners (or related persons) bear the ERL 
for less than the entire amount of the debt. 63  In such cases, 
the recourse portion of the debt is allocated under the rules 
described above in Part II, Section A and the nonrecourse 
portion of the debt is allocated under the rules described 
above in Part II, Section B.  

A partnership debt is likely to be bifurcated (under the Ex-
isting Regulations) where: (i) a partner (or related person) 
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provides a guarantee or indemnitee of less than the entire 
amount of a debt; (ii) a partner (or related person) pledg-
es assets with a net fair market value that is less than the 
amount of the debt; (iii) the guarantor or indemnitor is a 
disregarded entity and the entity’s net value is less than the 
entire amount of the debt; and (iv) a partner agrees to a DRO 
but the amount that the partner is obligated to contribute is 
limited to a certain amount.

Example 14:  A and B are equal members of an 
LLC.  The operating agreement allocates items of 
the LLC equally between A and B.  The LLC bor-
rows $50,000 from a commercial lender.  A guaran-
tees payment of the debt up to $5,000 but only if 
the lender is otherwise repaid less than $5,000.  A 
waives his right of contribution from B.  Because A 
is obligated to pay up to $5,000 if, and to the ex-
tent, the lender otherwise recovers less than $5,000 
of the $50,000 debt, A bears the ERL with respect 
to the debt to the extent of $5,000.  Therefore, 
$5,000 of the debt is treated as recourse debt un-
der Section 752 and allocated to A under the rules 
discussed above in Part II, Section A.  The balance 
of the debt ($45,000) is treated as nonrecourse debt 
for purposes of Section 752 and allocated equally 
between A and B under the rules discussed above in 
Part II, Section B.

concluSion

The manner in which debt of a partnership is allocated among 
the partners can result in significant tax benefits.  Partnership 
debt is allocated differently depending on whether the debt 
is treated as recourse or nonrecourse debt for purposes of 
Section 752.  Partnership debt is treated as recourse to the 
extent a partner (or related person) bears the ERL with re-
spect to the debt.  Conversely, partnership debt is treated as 
nonrecourse to the extent that no partner (or related person) 
bears the ERL with respect to the debt.  Therefore, a thor-
ough understanding of the rules for determining whether a 
partner (or related person) bears or would bear the ERL for 
a partnership debt is essential to taking advantage of the tax 
benefits associated with partnership debt allocations.
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endnoteS

1 Unless the context indicates otherwise, any reference 
to “Section” means a section of the Internal Revenue 
Code of 1986, as amended.

2 For purposes of this article, any reference to “partner-
ship” includes a limited liability company (“LLC”) or 
other entity classified as a partnership for federal in-
come tax purposes.  

3 For purposes of this article, any reference to “partner” 
includes a member of an LLC or other entity classified 
as a partnership for federal income tax purposes.

4 IRC § 704(d).

5 IRC § 722.

6 IRC § 752(a); Treas. Reg. § 1.752-1(b).  In addition, if 
a partner assumes a debt of the partnership, the partner 
is deemed to have contributed cash to the partnership 
in an amount equal to the debt assumed by the part-
ner.  IRC § 752(a).  A partner is considered to assume 
a debt of the partnership only to the extent that (i) the 
partner is personally obligated to pay the debt and (ii) 
the creditor knows of the assumption and can directly 
enforce the partner’s obligation for the debt with no 
other partner (or related person) bearing the economic 
risk of loss for the debt immediately after the assump-
tion.  Treas. Reg. § 1.752-1(d).

7 IRC § 731(a)(1).

8 IRC § 731(a) (flush language).

9 Treas. Reg. § 1.707-3(b)(1).  

10 Treas. Reg. § 1.707-3(b)(2).

11 Treas. Reg. § 1.707-3(c).

12 A debt is considered a “qualified liability” if: (i) it was 
incurred by the partner more than two years prior to 
the earlier of the date the partner agrees in writing to 
contribute the property or the date the partner contrib-
utes the property to the partnership, and has encum-
bered the property throughout such two-year period; 
(ii) it was incurred by the partner during such two-year 
period but was not incurred in anticipation of the con-
tribution of the property to the partnership, and has 
encumbered the property since it was incurred; (iii) 
it is allocable under the rules of Section 1.163-8T of 
the Treasury Regulations to capital expenditures with 
respect to the property; or (iv) it was incurred in the 
ordinary course of the trade or business in which the 
property contributed to the partnership was used or 
held but only if all the assets related to that trade or 
business (other than assets that are not material to a 
continuation of the trade or business) are contributed.  
Treas. Reg. § 1.707-5(a)(6)(i).  Also, if the debt is a re-
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course debt, the amount of the debt cannot exceed the 
fair market value of the contributed property less the 
amount of any other debt that is senior in priority that 
either encumbers the property or is debt described in 
clause (iii) or (iv) of the preceding sentence at the time 
of the contribution.  Treas. Reg. § 1.707-5(a)(6)(ii).

13 Treas. Reg. § 1.707-5(a)(1); (a)(6).

14 Treas. Reg. § 1.707-5(a)(1).  An anti-abuse rule pro-
vides that a partner’s share of a debt, immediately after 
a partnership assumes or takes subject to the debt, is 
determined by taking into account a subsequent reduc-
tion in the partner’s share of the debt if (i) at the time 
that the partnership assumes or takes subject to a debt, 
it is anticipated that the contributing partner’s share of 
the debt will be subsequently reduced, and (ii) the re-
duction of the partner’s share of the debt is part of a 
plan that has as one of its principal purposes minimiz-
ing the extent to which the assumption of or taking 
subject to the debt is treated as part of a disguised sale.  
Treas. Reg. § 1.707-5(a)(3).

15 The disguised sale rules also apply similar principles in 
determining whether the distribution of property to a 
partner and a contribution by the partner of cash are 
treated as a taxable sale of the property by the part-
nership to the partner.  Treas. Reg. § 1.707-6(a).  If, 
in connection with the distribution of property to a 
partner, the partner assumes or takes subject to a debt 
that is not a qualified liability, the partnership is treated 
as receiving consideration from the partner in a tax-
able sale to the extent the amount of the debt exceeds 
the partner’s share of the debt immediately before the 
distribution.  Treas. Reg. § 1.707-6(b).

16 Treas. Reg. § 1.707-5(b)(1).  In general, a partner’s al-
locable share of a partnership debt equals the product 
of the partner’s share of the debt under the allocation 
rules discussed below in Part II multiplied by a frac-
tion determined by dividing (i) the portion of the debt 
that is allocable to the proceeds distributed to the part-
ner, by (ii) the total amount of the debt.  Treas. Reg. § 
1.707-5(b)(2).  An anti-abuse rule provides that, for 
purposes of these rules, a partner’s share of a debt, im-
mediately after the partnership assumes or takes sub-
ject to the debt, is determined by taking into account 
a subsequent reduction in the partner’s share, if (i) it is 
anticipated that the partner’s share of the debt that is 
allocable to a transfer of cash or other consideration to 
the partner will be reduced subsequent to the transfer, 
and (ii) the reduction of the partner’s share of the debt 
is part of a plan that has as one of its principal purposes 
minimizing the extent to which the partnership’s distri-
bution of the proceeds of the debt is treated as part of a 
disguised sale.  Treas. Reg. § 1.707-5(b)(2).

17 IRC § 752(b).  A reduction in a partner’s share of part-
nership debt might occur, for example, if (i) the part-
nership repays the debt, (ii) the creditor discharges the 
debt, (iii) the creditor forecloses the property securing 
the debt or the partnership transfers the property to the 
creditor by deed in lieu, (iv) an additional partner is ad-
mitted to the partnership, or (v) the status of the debt 
changes from nonrecourse to recourse or vice-versa.

18 See, e.g., Treas. Reg. § 1.752-1(f ).

19 An obligation is considered a debt for purposes of Sec-
tion 752 only if, when, and to the extent that incurring 
the obligation (i) creates or increases the basis of any of 
the obligor’s assets (including cash), (ii) gives rise to an 
immediate deduction to the obligor, or (iii) gives rise 
to an expense that is not deductible in computing the 
obligor’s taxable income and is properly chargeable to 
capital.  Treas. Reg. § 1.752-1(a)(4).  An obligation is 
any fixed or contingent obligation to make payment 
without regard to whether the obligation is otherwise 
taken into account for purposes of the Internal Rev-
enue Code, including debt obligations, environmental 
obligations, tort obligations, contractual obligations, 
pension obligations, obligations under a short sale, and 
obligations under derivative financial instruments such 
as options, forward contracts, futures contracts, and 
swaps.  Treas. Reg. § 1.752-5(a)(4)(ii). 

20 A person is related to a partner if the person and part-
ner bear a relationship to each other that is specified in 
Section 267(b) or 707(b)(1), subject to the following 
modifications:  (i) “50 percent” is replaced with “80 
percent or more” each place it appears in those sec-
tions; (ii) a person’s family is determined by excluding 
his brother and sisters; and (iii) Sections 267(e)(1) and 
267(f )(1)(A) are disregarded.  Treas. Reg. § 1.752-1(a)
(3).

21 Treas. Reg. § 1.752-1(a)(1).

22 Treas. Reg. § 1.752-2(a).  Special rules apply in situa-
tions involving tiered partnerships.  In particular, if an 
upper-tier partnership owns an interest in a lower-tier 
partnership, the debt of the lower-tier partnership is al-
located to the upper-tier partnership to the extent the 
upper-tier partnership and/or its partners bear the ERL 
with respect to the debt of the lower-tier partnership.  
Treas. Reg. § 1.752-2(i).

23 Treas. Reg. § 1.752-2(b)(1).

24 Treas. Reg. § 1.752-2(b)(3).

25 Treas. Reg. § 1.752-2(b)(4).

26 Treas. Reg. § 1.752-2(b)(4).

27 Treas. Reg. § 1.752-2(b)(5).

28 Treas. Reg. § 1.752-2(b)(6).  Under an anti-abuse rule, 
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a payment obligation of a partner (or related person) 
may be disregarded or treated as an obligation of an-
other person if the facts and circumstances indicate that 
a principal purpose of the arrangement among the par-
ties is to eliminate the ERL of a partner (or related per-
son) with respect to his payment obligation or create 
the appearance of the partner (or related person) bear-
ing the ERL when the substance of the arrangement is 
otherwise.  Treas. Reg. § 1.752-2(j)(1).

29 Treas. Reg. § 1.752-2(d)(2).  The determination of 
whether the loan would constitute nonrecourse financ-
ing is determined without regard to the type of activity 
being financed.

30 See Treas. Reg. § 1.704-1(b)(2)(ii)(b)(3).  Any amount 
contributed by a partner to restore the deficit in his 
capital account would be used by the partnership to 
pay its creditors or distributed to other partners in ac-
cordance with their positive capital account balances.

31 As in the case of a DRO, an obligation by a partner to 
make a capital contribution to the partnership is also 
taken into account in determining the extent to which 
the partner bears the ERL.  Treas. Reg. § 1.752-2(b)
(3)(ii).

32 Treas. Reg. § 1.752-2(c). 

33 Treas. Reg. § 1.752-2(d)(1).  The determination of 
whether the loan constitutes nonrecourse financing is 
determined without regard to the type of activity being 
financed.

34 Treas. Reg. § 1.752-2(h).  Contributed property is not 
treated as contributed solely for purposes of securing a 
partnership debt unless substantially all of the items of 
income, gain, loss, and deduction attributable to the 
property are allocated to the contributing partner, and 
such allocation is generally greater than the partner’s 
share of other significant items of partnership income, 
gain, loss, or deduction.  Treas. Reg. § 1.752-2(h)(2).  
In addition, the promissory note of a partner (or relat-
ed person) that is contributed to the partnership is not 
taken into account for these purposes unless the note 
is readily tradable on an established securities market.  
Treas. Reg. § 1.752-2(h)(4).

35 Treas. Reg. § 1.752-2(h)(1), (2).

36 Treas. Reg. § 1.752-4(b).  Section 267(b) and 707(b)
(1) are modified as follows: (i) “50 percent” is replaced 
with “80 percent or more” each place it appears in those 
sections; (ii) a person’s family is determined by exclud-
ing his brother and sisters; and (iii) Sections 267(e)(1) 
and 267(f )(1)(A) are disregarded.  Treas. Reg. § 1.752-
1(a)(3).

  Treas. Reg. § 1.752-1(a)(1).

37 Treas. Reg. §§ 301.7701 through 301.7701-3.

38 Treas. Reg. § 1.752-2(k)(2)(i).  Under an anti-abuse 
rule, the net value of a disregarded entity is determined 
by taking into account a subsequent reduction in the 
net value of the disregarded entity if, at the time the 
net value of the disregarded entity is determined, it is 
anticipated that the net value of the disregarded entity 
will subsequently be reduced as part of a plan that has 
as one of its principal purposes creating the appearance 
that a partner bears the ERL for a partnership debt.  
Treas. Reg. § 1.752-2(k)(4).

39 Treas. Reg. § 1.752-2(k)(2)(i)(A).

40 Treas. Reg. § 1.752-2(k)(2)(i)(B).

41 Treas. Reg. § 1.752-2(k)(2)(ii)(A); (k)(2)(iv).

42  A redetermination of net value is not required in these 
cases if the contribution is followed immediately by 
a contribution of equal net value to the partnership, 
taking into account any obligations assumed or taken 
subject to in connection with such contribution.  Treas. 
Reg. § 1.752-2(k)(2)(iii)(A).

43 A redetermination of net value is not required in these 
cases if the distribution immediately follows a distribu-
tion of equal net value to the disregarded entity, taking 
into account any obligations assumed or taken subject 
to in connection with such distribution.  Treas. Reg. § 
1.752-2(k)(2)(iii)(B).

44 Treas. Reg. § 1.752-2(k)(2)(iii).  In these cases, the net 
value of the disregarded entity may be adjusted only to 
reflect the difference, if any, between the fair market 
value of the asset at the time of the sale or exchange and 
the fair market value of the asset when the net value of 
the disregarded entity was last determined.  Treas. Reg. 
§ 1.752-2(k)(2)(iii)(E).

45 Prop. Treas. Reg. § 1.752-2(b)(3)(iii)(B).

46 For this purpose, the terms of a guarantee or similar 
arrangement would be treated as modified by any right 
of indemnity, reimbursement, or similar arrangement 
regardless of whether that arrangement would be rec-
ognized under these rules.  Prop. Treas. Reg. § 1.752-
2(b)(3)(ii)(F).  This rule, however, does not apply to a 
right of proportionate contribution running between 
partners who are co-obligors with respect to a payment 
obligation for which each of them is jointly and sever-
ally liable.  Prop. Treas. Reg. § 1.752-2(b)(3)(ii)(F).

47 The indemnity, reimbursement agreement, or similar 
arrangement only satisfies this rule if, before taking into 
account such arrangement, the payment obligation of 
the indemnitee or other benefitted party is recognized 
under these rules if such person were a partner.  Prop. 
Treas. Reg. § 1.752-2(b)(3)(ii)(G).  For this purpose, 
the terms of an indemnity, reimbursement agreement, 
or similar arrangement would be treated as modified 
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by any further right of indemnity, reimbursement, or 
similar arrangement regardless of whether such further 
arrangement would be recognized under these rules.  
Prop. Treas. Reg. § 1.752-2(b)(3)(ii)(G).  This rule, 
however, does not apply to a right of proportionate 
contribution running between partners who are co-ob-
ligors with respect to a payment obligation for which 
each of them is jointly and severally liable.  Prop. Treas. 
Reg. § 1.752-2(b)(3)(ii)(G).

48 Prop. Treas. Reg. § 1.752-2(b)(3)(iii)(B).  The net value 
requirement would not apply in determining whether 
the ERL with respect to a trade payable of the partner-
ship is borne by a partner (or related person).  Prop. 
Treas. Reg. § 1.752-2(b)(3)(iii)(B).  The net value re-
quirement would apply to a payment obligation of a 
partner (or related person) that is a disregarded entity 
even if the owner of the entity is an individual or a 
decedent’s estate.  Prop. Treas. Reg. § 1.752-2(b)(3)(iii)
(B).

49 Prop. Treas. Reg. § 1.752-2(b)(3)(iii)(B); Treas. Reg. § 
1.752-2(k). 

50 Treas. Reg. § 1.752-1(a)(2).

51 Partnership minimum gain is measured by the amount 
by which the partnership debt exceeds the book val-
ue of the property subject to the debt.  Treas. Reg. § 

1.704-2.

52 Treas. Reg. § 1.752-3(a).

53 Treas. Reg. § 1.752-3(a).

54 Treas. Reg. § 1.752-3(a).

55 Treas. Reg. § 1.752-3(a).

56 Treas. Reg. § 1.752-3(a).  This alternative method can-
not be used for purposes of determining the extent to 
which the disguised sale rules apply to a contribution of 
leveraged property to a partnership.

57 Treas. Reg. § 1.752-3(a).

58 Prop. Treas. Reg. § 1.752-3(a).

59 Prop. Treas. Reg. § 1.752-3(a).

60 Prop. Treas. Reg. § 1.752-3(a).

61 Treas. Reg. § 1.704-1(b)(2)(iv)(f )(5).  Any change in 
the partners’ shares of partnership debt resulting from 
such an event would be taken into account in deter-
mining the tax consequences of the event that gave rise 
to such change.  Prop. Treas. Reg. § 1.752-3(a).

62 Section 7701(g) would be taken into account for this 
purpose.

63 Treas. Reg. § 1.752-1(i).
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 Recognition of personal goodwill has been a subject 
of many cases relating to the sale of a business. The leading 
cases include Martin Ice Cream Co. v Commissioner, 110 T.C. 
189 (1998) (sale of ice cream distributorship held for the 
taxpayer) and Norwalk v Commissioner, T.C. Memo 1998-
279 (liquidating company did not transfer goodwill as it 
was a preexisting asset of the owners). In each of these cases 
and many others that followed1, a taxpayer separately identi-
fied personal goodwill as an asset necessary to the business 
operations being transferred and allocated some of the sale 
proceeds to the individual owners of the personal goodwill 
as opposed to the assets transferred by the selling entity, re-
ducing the overall tax burden from the transaction. The In-
ternal Revenue Service has been successful in a majority of 
the cases cited by this article. In two recent cases, personal 
goodwill was used to significantly reduce the potential es-
tate tax burden on a decedent’s estate in one case and, in 
the other, to avoid a deemed gift of goodwill.  One of these 
cases has Michigan ties which will certainly be of interest. 
Adding these two cases, the taxpayer has been victorious in a 
majority of the personal goodwill cases since 1998, the year 
in which Martin Ice Cream and Norwalk were decided.

eState tax caSe

In the Estate of Franklin Z. Adell, T.C. Memo 2014-155, 
2014 WL 3819046 (U.S. Tax Ct.), the decedent’s estate used 
personal goodwill of a non-owner to significantly reduce the 
estate tax burden related to a company wholly-owned by the 
decedent. The case reads like a bar examination, causing the 
reader to cite many other tax and non-tax issues along the 
way; however, the case was narrowly limited to the valuation 
of one business under Section 2031 of the Internal Revenue 
Code of 1986, as amended (the “Code”), and the regulations 
thereunder and the valuation concepts under Revenue Rul-
ing 59-60, 1959-1 C.B. 237.

Mr. Adell formed STN.com, Inc. in 1999 under the laws of 
the State of Michigan and Mr. Adell owned all of the shares 
of stock of STN which was in the business of providing cable 
uplinking for television broadcasts to make them available 
for distribution.2 STN entered into a contract with a Sec-
tion 501(c)(3) organization which was formed to provide 
broadcast access for urban religious programming. World 
Religious Relief, commonly referred to as The Word, was 

organized by Kevin Adell as a nonprofit corporation which 
apparently needed to be a nonprofit organization “in order 
to use the available broadcast space.”3 

STN was managed by a board of directors which included 
Mr. Adell, Kevin Adell (the decedent’s son) and Ralph G. 
Lameti. Kevin Adell served as STN’s president. A key factor 
in personal goodwill cases is whether an employment agree-
ment or covenant not to compete agreement exists. Kevin 
did not have an employment agreement or a covenant not 
to compete with STN. Mr. Adell and Kevin Adell were offi-
cers and directors of The Word. Most of The Word’s revenue 
was paid to STN for services rendered under a Services and 
Facilities Agreement4 between the entities. The fee per the 
Services and Facilities Agreement was an amount equal to 
the lesser of actual cost or 95% of net revenue.5 The Word 
represented a significant percentage of STN’s gross revenue 
earned during the years in question (2002-2006). 
 
The Word was managed by a board of directors which was 
comprised of Mr. Adell and Kevin Adell. Mr. Adell was the 
President and Kevin Adell served as Secretary and Treasurer. 
The Word contacted ministers, clergy and other religious 
leaders to offer broadcasting services for a fee. 

Mr. Adell died on August 13, 2006, predeceased by his wife. 
To add to the intrigue, two daughters of Mr. Adell filed two 
separate lawsuits in the probate court of Oakland County 
against Kevin Adell as Trustee of the decedent’s trust, which 
held the shares of STN, and against him as personal repre-
sentative of the estate, prompting Kevin Adell to establish a 
new corporation to replace and succeed STN. The probate 
court action was mentioned in the factual write-up of the 
case; however, it did not end up having any determinative 
impact on the issue at hand as it appears the court deter-
mined that the new corporation was the alter ego of STN 
although this was not specifically mentioned.
 
The estate tax return for the decedent’s estate was filed, re-
porting a value of the shares of STN at $9.3 million. The 
estate filed a few amended estate tax returns, reducing the 
value of the stock of STN ultimately to $0. Subsequently, 
the Service issued a Notice of Deficiency valuing the stock of 
STN at $92.2 million. 

WHAT’S THE WORD...“PERSONAL GOODWILL” – 2014 
TRANSFER TAX CASES RECOGNIZING PERSONAL 
GOODWILL 
By Sean H. Cook
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 The initial valuation report accompanying the estate 
tax return was prepared by Jeffrey Risius of Stout Risius Ross. 
Mr. Risius applied a discounted cash flow methodology to 
the activities of STN. After making the normal adjustments 
for some shareholder expenses6 and applying a 3% discount 
for concentration of customer risk, Mr. Risius applied a sig-
nificant economic charge against STN’s earnings attributable 
to the personal goodwill of Kevin Adell. The rationale for 
taking this reduction was based on the premise that STN’s 
revenue was driven by the personal relationship that Kevin 
Adell garnered through The Word with various urban reli-
gious leaders. Without the personal relationships with these 
religious leaders, including the Rev. Jesse Jackson and Bishop 
Charles Haywood Ellis, STN would arguably incur a signifi-
cant decrease in its revenue stream. The percentage decrease 
for the personal goodwill over the projection period ranged 
from 43.7% to 44.1% and for the historical period, from 
37.2% to 43.4%.7 The dollar amounts ranged from $8 mil-
lion to $12 million.
 
The valuation expert for the Service also applied the dis-
counted cash flow methodology and did not ignore the value 
of Kevin Adell’s goodwill but rather deducted a compensa-
tion amount which was significantly less than the reduction 
for personal goodwill applied by Mr. Risius and concluded 
that the value of the STN stock was $26.3 million.8 The 
theory behind this approach was that a hypothetical willing 
investor would pay Kevin Adell a certain sum of money to 
remain with the Company. The Service’s valuation expert de-
termined that a hypothetical willing investor would pay him 
$1.3 million in annual compensation.
 
After the commencement of the Tax Court dispute, Jeff 
Risius and another member of Stout Risius Ross provided 
independent new valuation reports based on the assets, de-
termining that the value of the STN stock was $4.3 million. 
The premise for the asset approach to the valuation was based 
on the lack of an employment agreement or covenant not 
to compete with Kevin Adell. Without any restrictions on 
Kevin Adell, he had the ability to resign from STN terminat-
ing his duties of care and loyalty, and establish a competing 
business. Given Kevin’s relationships with the religious lead-
ers providing content for The Word, his new company could 
quickly decimate STN’s finances. Furthermore, the actual 
contract between STN and The Word stated than an amount 
equal to the lesser of 95% of the costs or the net revenue 
generated by The Word would be paid to STN, resulting in 
insignificant profits to STN. The factual record does not bear 
that out, but if that formula were applied, STN would not be 
guaranteed any profit. 

The court ultimately decided that the value of the STN stock 
was the $9.3 million set forth in the initial Risius report. The 
court ignored the asset approach, as in fact STN historically 

was profitable and would likely continue to be profitable in 
the future9 and therefore, there is no merit to an approach 
which ignored the profits of STN, which were significant 
over the years. In fact, gross revenue for 2007 and 2008 each 
exceeded STN’s gross revenue in any previous year.10

 
The case came down to whether the economic charge for 
Kevin Adell’s personal goodwill was the correct approach 
or whether the Service’s hypothetical willing investor deter-
mined salary to be paid to Kevin Adell would be upheld.11 In 
reality, the amount of the economic charge advanced by Mr. 
Risius would likely have been an amount Kevin Adell could 
have received from a hypothetical willing investor because 
of his leverage provided by the personal goodwill. Stated an-
other way, Kevin Adell would be able to negotiate a signifi-
cant salary in exchange for signing an employment and/or a 
non-compete agreement.

In the Tax Court’s opinion, citing Martin Ice Cream, it spe-
cifically stated that an employee “may...transfer any personal 
goodwill to the employer through a covenant not to com-
pete or other agreement that transfers the relationship [of 
the employee] to the employer.”12 The court then reasoned 
that Kevin Adell never transferred his personal goodwill and 
that goodwill was owned independently of STN and STN’s 
success was heavily dependent on his personal goodwill. 
They further stated that it was Kevin Adell who was able 
to obtain interest from religious leaders to use The Word to 
broadcast their ceremonies and other activities. It was Kevin 
Adell who garnered the trust from these religious leaders that 
provided content on The Word, driving STN’s revenues. The 
court found that Risius’ economic charge ranging from $812 
million for Kevin Adell’s personal goodwill was appropriate 
and criticized the Service’s expert for assigning too low of a 
number. The court pointed out that Mr. Adell received com-
pensation of $2-$7 million in the prior five years before his 
death; however, the relevancy of what Mr. Adell made and 
the amount Kevin Adell would pay himself seems irrelevant 
in determining the value a hypothetical willing investor 
would assign to Kevin Adell’s services. 

A few observations need to be made regarding this case. It 
is clear from the decision that Kevin Adell was able to cre-
ate interest and trust amongst religious leaders which pro-
pelled content and revenue for The Word through collection 
of broadcast fees. At the inception of STN and The Word, 
Mr. Adell apparently did not insist on protecting STN by 
locking Kevin Adell into an employment or non-compete 
agreement. We do not know whether, in fact, Mr. Adell did 
insist on an agreement and Kevin Adell declined to enter 
into such an arrangement, or whether Mr. Adell relied on 
familial bonds to protect the value of STN. In reality, Kevin 
Adell could have left STN and competed against it during 
Mr. Adell’s lifetime based on the facts presented. It is appar-
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ent from the facts stated in the case that Kevin Adell was very 
capable of striking out on his own as he built the television 
station WADL, and with the significant amount of compen-
sation paid, Kevin Adell may have had sufficient resources 
of his own to compete. Although having no restrictions pre-
venting a key employee from competing served the estate 
well in its tax position in this particular case, organizations 
generally should be cognizant of the business risks of forego-
ing such agreements. 

giFt oF goodwill

The other recent case which considered personal goodwill 
is Bross Trucking, Inc., T.C. Memo 2014-107, 2014 WL 
2535094 (U.S. Tax Ct.). Although the fact pattern was less 
compelling, there were many parallels to the Adell case. Bross 
Trucking was owned by Chester Bross, which provided truck-
ing services primarily related to hauling road construction 
materials and also hauling coal in the off season. The primary 
customers of Bross Trucking involved with providing road 
construction materials were three related entities owned by 
Chester Bross’ wife and his three sons. Bross Trucking would 
lease trucks and other equipment from another related enti-
ty, CB Equipment, for use in its operations. Due to a signifi-
cant concern that transportation authorities from the State 
of Missouri, after several cited infractions, would shut down 
Bross Trucking’s operations, his three sons formed a new 
company called LWK Trucking Company. LWK Trucking 
was formed by separate counsel from that of Bross Trucking 
and no licenses or other assets were transferred from Bross 
Trucking to LWK Trucking. The agreements between Bross 
Trucking were terminated. LWK Trucking entered into new 
contracts with the related parties.

As you have read the previous paragraph, it is probably no 
surprise that the Service determined that assets of Bross 
Trucking must have been transferred to LWK Trucking. 
As there was no evidence of direct transfers between Bross 
Trucking and LWK Trucking, the Service asserted that good-
will was transferred by Bross Trucking to Chester Bross and 
then Chester Bross gifted the goodwill to his sons, who then 
contributed it to LWK Trucking in order to continue the 
trucking operations for the related companies. In doing so, 
the Service first claimed that there was a taxable distribu-
tion of an appreciated asset in 2004 from Bross Trucking 
and issued a notice of deficiency for corporate income tax 
of $883,800. The Service also asserted a gift tax deficiency 
against Chester Bross of $1,015,293 for the transfer of the 
goodwill to his sons. Other notices were issued not directly 
related to the transfer of the goodwill. Chester Bross’ wife, 
Mary Bross, was also assessed a gift tax deficiency. Interest-
ingly, the record did not indicate that an assessment was 
made against Chester Bross for capital gains relating to the 

transfer of goodwill received by him from Bross Trucking in 
the same year that the Service deemed that it was transferred 
from Bross Trucking.

The background of Bross Trucking is not unusual in that it 
was an entrepreneur that began operations in 1972 as a sin-
gle, owned entity. Mr. Bross “personally developed relation-
ships with necessary entities to work in the road construction 
industry...and was responsible for fostering and maintaining 
relationships under the Bross family business umbrella to 
be sure that projects were successfully completed.”13 There 
was no evidence of a written employment agreement or any 
covenant not to compete between Chester Bross and Bross 
Trucking. None of the other Bross family members worked 
for Bross Trucking. Adverse actions by the Department of 
Transportation and the Missouri Division of Motor Carrier 
and Railroad Safety against Bross Trucking which might have 
led to a company shut down began in the 1990s. Audits were 
conducted and any citations were received by Bross Truck-
ing. At one point, Bross was given an unsatisfactory ranking 
and, at that time, the company thought it was in jeopardy of 
no longer being eligible to serve its customer base. In light of 
the potential of a cease and desist order against Bross Truck-
ing, its customers determined that not having access to a 
readily available transportation source would cause adverse 
financial consequences due to business interruptions that 
would likely result. These customers decided they needed to 
establish their own trucking resource. Thus, LWK Trucking 
was organized in 2003. For all purposes, LWK Trucking was 
independently and separately set up from Bross Trucking. 
LWK Trucking did hire about 50% of Bross Trucking’s em-
ployees. LWK Trucking went beyond offering the services 
that Bross Trucking did, including providing GPS products 
to construction contractors and supplying mechanical ser-
vices to third party trucks as opposed to only working on 
company-owned trucks.
 
The Tax Court first determined that all of the goodwill be-
longed to Mr. Bross and not to Bross Trucking; therefore, it 
concluded that a corporation can only “distribute only cor-
porate assets and cannot distribute assets it does not own” 
citing Martin Ice Cream.14 Since it did not own the good-
will, there was no transfer from Bross Trucking to Mr. Bross. 
There is no evidence that LWK Trucking benefitted from any 
of the goodwill of Mr. Bross and the only intangible asset 
cited as possibly being transferred was work force in place. 
However, the court quickly dismissed a transfer of the work 
force in place as only 50% of the work force became employ-
ees of the new company. The Tax Court also determined that 
any goodwill owned by Bross Trucking dissipated due to the 
potential cease and desist orders and termination of the li-
censes which caused the primary customers to be concerned 
enough to establish their own source of trucking services. 
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What’s the Word...“Personal GoodWill” 

The court concluded for the taxpayers nullifying notices of 
deficiency.

The Tax Court spent time describing the personal goodwill 
created by Chester Bross with the owners of its primary cus-
tomers although being married to one of the owners and 
being the father of the others does provide a leg up on the 
competition. This case may have had more to do with the 
fact that the goodwill of Bross Trucking was impaired due 
to its troubles with the transportation authorities. It is not 
known whether a cease and desist order or a termination of 
Bross Trucking’s license would have occurred, but the threat 
of such occurrences was enough to cause the three sons to 
take action. Certainly the establishment of LWK could have 
been concocted over the family dinner table but it is also 
plausible that the three sons were concerned about protect-
ing their businesses. The facts are that Bross Trucking went 
out of business under the threat which meant that Chester 
Bross lost his own business and income stream. Without 
knowing the family dynamics, I would venture that he was 
not thrilled with this development.
 
coMParing tHe caSeS

 
Bross Trucking and Estate of Adell both dealt with the uni-
fied transfer taxes under the Code, extending the concept 
of personal goodwill from the income tax regime under the 
Code. Also common to both cases is that the party which 
held the goodwill did not have an employment contract nor 
a covenant not to compete with the organization alleged 
by the Service to be the owner of the goodwill. Without an 
employment agreement or a covenant not to compete, there 
can be no assertion that a deemed transfer of personal good-
will from the individual to the organization occurred. Fur-
thermore, each business provided a service to companies in 
which the owner had a valuable business relationship.
 
The cases were also common because they dealt with busi-
nesses in which more than one family member was involved. 
In the Estate of Adell case, Franklin Adell and his son, Kevin 
Adell, were the primary actors. In Bross Trucking, it was an 
entire family situation including a father, his wife and his 
three sons. In both cases, related companies had contracts 
with an organization deemed to own the goodwill at issue. 
In the Adell case, the entity was a Section 501(c)(3) orga-
nization which one would believe there would be an arm’s 
length standard applied but this Section 501(c)(3) organiza-
tion was managed by Mr. Adell and Kevin Adell. As transac-
tions between STN and the 501(c)(3) were not before the 
Adell court, it is unclear whether the private benefit and in-
termediate sanctions rules under the Code were followed. 
Neither court spent much time, if any, on the relatedness 
of the family controlled company at issue and its custom-
ers. In Bross Trucking, the company may have had additional 

customers, but its important customers were clearly related 
parties. However, the cases can be distinguished from each 
other in that the valuable relations in the Estate of Adell were 
with third parties having no ownership or financial state and 
the customer being a tax exempt organization. In contrast, 
the Bross family controlled the primary customers and the 
company. The conclusion from Bross Trucking is that per-
sonal goodwill can exist even in a related party situation. In 
the Estate of Adell case, there certainly could have been good-
will attributable to the relationship between Mr. Adell and 
Kevin Adell as business associates, separate from being fam-
ily members. However, it should not escape the reader that, 
even though Kevin Adell had personal goodwill, he likely 
ended up owning and controlling STN as a beneficiary of 
Mr. Adell’s trust. A question beyond the scope of this ar-
ticle is whether, upon the passing of Kevin Adell, would his 
personal goodwill simply disappear or be a separately recog-
nizable asset on his estate’s federal estate tax return. Finally, 
in both cases, the taxpayer’s filing position was completely 
approved.

There are some unique factors to each of the cases. In Bross 
Trucking, the owner of the organization was deemed to de-
velop and own the goodwill and not the organization. In 
Estate of Adell, it was not the owner, but rather the key em-
ployee that owned the goodwill of the operation resulting 
in an economic charge against the value of the employer. 
The end result differed in each case in that the court deter-
mined in Bross Trucking that no transfer of goodwill occurred 
and thus no gift tax deficiency existed. Whereas, in Estate of 
Adell, the goodwill only resulted in a reduction of the es-
tate tax due by the decedent’s estate. Finally, Bross Trucking 
analyzed one income tax issue - a deemed distribution of 
goodwill from the company to the shareholder, which was 
subsequently deemed to be transferred to the owners of the 
“successor entity.” The Bross Trucking case did not specifi-
cally use successor entity or transferee type of arguments, but 
rather emphasized the separateness of Bross Trucking and 
LWK Trucking.

When viewed with the prior personal goodwill cases, these 
two taxpayer victories advance the ability of taxpayers to 
consider personal goodwill when planning transactions or 
their estate plans. The recognition of personal goodwill and 
the value of it cannot be understated. The Tax Court does 
agree that personal goodwill does exist and is valuable. The 
questions become whether and who owns the personal good-
will and, ultimately, its value.

Dating back to the H&M, Inc. v. Commissioner in 2012, the 
Estate of Adell and Bross Trucking cases give taxpayers three 
consecutive victories. We do not know how many person-
al goodwill matters have been argued in examination, ap-
peals or pending Tax Court determinations, but the trend 
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is a good signal for the recognition of personal goodwill as 
a separate asset held by another person outside of a business 
organization. However, it is risky to assume that the Service 
will relent on the position because of the highly fact intensive 
analysis and that the Service will have suspicion that personal 
goodwill is an afterthought during planning a sale of a busi-
ness or a transfer tax matter and not truly pre-existing (see 
Kennedy v. Commissioner). Also, given the two recent cases, 
the Service may want to reverse the trend back to their favor 
as was the case between 1998 and 2012. 
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celeBrating Forty yearS oF tHe Michigan Tax Lawyer

As mentioned in the Winter 2014 and Spring 2014 volumes of the Michigan Tax Lawyer, the com-
plete collection of vintage issues of the Michigan Tax Lawyer and its evolutionary predecessors 
are now available on the Michigan Tax Lawyer’s webpage, http://www.michbar.org/tax/publications.
cfm.  The issues are generally available but the 2013 issues are available to members upon logging 
on with their State Bar username and password.  If you are interested in perusing old issues, please 
visit the webpage.  

Also mentioned in the Winter 2014 and Spring 2014 volumes, in each of the 2014 volumes the 
Michigan Tax Lawyer  includes a vintage article.  For the Fall 2014 volume of the Michigan Tax 
Lawyer,  the Section’s vintage article, published in 1997, is entitled “Making a Section 338 Election 
When Acquiring a Foreign Corporation’s Stock” written by David Wunder and Nicole Fink.  The 
article addressed when each of a U.S. Seller, a Foreign Seller or a U.S. Buyer may want to consider 
making a Section 338 election in the context of a cross-border acquisition.   

Please join the Tax Council in celebrating the history of the Michigan Tax Lawyer and enjoy an-
other glimpse at a piece of tax law history.  

 

—William C. Lentine, Editor of the Michigan Tax Lawyer (wlentine@dykema.com)

 

CELEBRATING FORTY YEARS OF THE MICHIGAN TAX 
LAWYER
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Significant PenaltieS on the horizon

introduction

One small provision of the Patient Protection and Affordable 
Care Act (“ACA”) could have big implications for employers: 
most fully insured health plans will be subject to the same 
nondiscrimination requirements as self-insured plans. Em-
ployers, however, have been focused on the other immedi-
ately applicable elements of the ACA. This is because the IRS 
has delayed enforcement of this provision until regulations 
are issued, with no sign of when that might come.1 Never-
theless, employers should consider potential discrimination 
issues immediately, as penalties for noncompliance are se-
vere: up to $500,000 annually.2

These new requirements stem from the nondiscrimination 
requirements imposed by Internal Revenue Code Section 
105(h) on self-insured plans. Stated most simply, the gen-
eral rule provided by Section 105(h) is that if an employer 
provides a “self-insured medical reimbursement plan” to its 
employees, it must not discriminate in favor of “highly com-
pensated individuals” (“HCIs”).3 If the plan discriminates in 
favor of HCIs, those HCIs will be taxed on the value of the 
benefits that are provided. 

The ACA does not literally extend all of the requirements 
of Section 105(h) to insured health plans. Instead, it adds 
Section 2716 to the Public Health Services Act (“PHSA”), 
which requires group health plans to prohibit discrimina-
tion and provides that rules “similar to” the rules of Sec-
tion 105(h) shall apply.4 Since these rules were added to the 
PHSA (as opposed to the Internal Revenue Code), certain 
plans that would otherwise be subject to these rules are ex-
empted: “grandfathered” plans, HIPAA-excepted benefits, 
retiree-only plans and government plans.5 Additionally, the 
penalty under the ACA is much different: it is imposed on 
the employer and not on the HCIs.

This article will provide a brief overview of the history and 
mechanics of the Section 105(h) nondiscrimination rules. It 
will then touch on numerous gaps in those rules that will 
need to be addressed by the fully insured rules. Finally, it 
will outline a number of strategies that employers can use to 
prepare for the issuance of further guidance.

a BrieF HiStory oF Section 105(H)

Section 105(h) was added to the Code by Section 366 of the 
Revenue Act of 1978 with the general purpose of preventing 
companies from creating uninsured medical reimbursement 
arrangements solely to benefit officers, major shareholders 
and the highest paid workers while excluding many rank-
and-file workers.6 In 1981, the Department of Treasury is-
sued final regulations on Section 105(h).7

The regulations issued under Section 105(h)—which have 
not been updated since 1981—were criticized as being 
complex and not well defined.8 Despite this (or, maybe 
more accurately, because of this), the IRS has issued very 
little additional guidance with respect to Section 105(h). 
After providing a few private letter rulings in the early 
1980s, the IRS has subsequently taken a “no-ruling” po-
sition with respect to the application of Section 105(h) 
to specific arrangements.9 The IRS has not enforced the 
regulations regularly, and in the early 1990s, it announced 
that revising the regulations under Section 105(h) was 
“not a high priority.”10 

tHe MecHanicS oF tHe “old” nondiScriMination 
ruleS

As stated above, Section 105(h) requires that a plan not dis-
criminate in favor of HCIs. HCI is defined in Section 105(h)
(5) as an individual who is:

• one of the five highest paid officers;

• a shareholder owning (or considering as owned within 
the meaning of Section 318) more than 10 percent in 
value of the stock of the employer; or

• among the highest paid 25 percent of all employees.

The highest 25 percent of all employees includes the five 
highest paid officers, but does not include “excludable em-
ployees” who are not participants in any self-insured ar-
rangement.11 “Excludable employees” are defined in Section 
105(h)(3)(B).12  With respect to the HCIs, the plan must 
pass both an “eligibility test” and a “benefits test.”

SIGNIFICANT PENALTIES ON THE HORIZON: 
NONDISCRIMINATION RULES FOR FULLY 
INSURED HEALTH PLANS 

By Eric W. Gregory
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The eligibility test in Section 105(h)(3)(A) provides that a 
plan is classified as “nondiscriminatory” if the plan meets any 
of three tests:

• at least 70 percent of all employees benefit (i.e. are “cov-
ered,” regardless of actual utilization) in the plan (the 
“70 percent test”); 

• at least 70 percent of all employees are eligible to partici-
pant in the plan, and at least 80 percent of all employ-
ees eligible to participate in the plan actually do so (the 
“70/80 percent test”); or 

• the plan is set up under a classification which is found 
by the Secretary of the Treasury not to be discriminatory 
in favor of HCIs (the “nondiscriminatory classification 
test”).

The benefits test in Section 105(h)(5) requires that the ben-
efits provided not be discriminatory in favor of HCIs. The 
benefits must be uniform in both availability and amount. In 
terms of availability, a plan will comply so long as all benefits 
provided for HCIs are provided for all other participants.13 
As far as uniform amount, the same amount of benefits must 
be available to HCIs as well as non-highly compensated in-
dividuals (“NHCIs”). The test is based on availability rather 
than utilization. Nevertheless, there is a requirement in the 
regulations that a self-insured medical plan must be nondis-
criminatory in operation as well.14

iSSueS tHat need to Be addreSSed By tHe Fully 
inSured nondiScriMination ruleS

There are a number of practical difficulties and ambiguities 
associated with the Section 105(h) rules that will need to 
be addressed or changed by the fully insured rules. These 
include: testing dates, clarification of the nondiscriminatory 
classification test, the calculation of HCI compensation and 
providing detailed controlled group and aggregation rules.

Strikingly absent from the Section 105(h) regulations is any 
guidance regarding when testing should or must occur. Pre-
sumably, a plan must be in compliance with one of the three 
eligibility tests every single day of the year, but an employer’s 
workforce composition may change drastically throughout 
the plan year. Regulations under PHSA Section 2716 should 
provide some method or methods of determining the dates 
of necessary testing. A potential model for this would be the 
daily, quarterly and annual testing options provided for re-
tirement plans.15

As an alternative to both the 70 percent and the 70/80 per-
cent test, Section 105(h) provides for a safe harbor in the 
form of a nondiscriminatory classification test. The difficulty 
with the safe harbor, however, is confusion regarding what 
set of rules it is incorporating by reference: the 1981 regu-

lations apply a “facts and circumstances test” applying the 
“same standards” as under Section 410(b)(1)(B). It is not 
clear, however, whether the employer should use the test in 
Section 410(b)(1)(B) that applied at the time the regula-
tions were written (the “Fair Cross-Section Test”) or the test 
that exists now (the “Section 410(b)(1)(B) Nondiscrimina-
tory Classification Test”). Given all of the mechanical com-
plexities of the eligibility and benefits tests, having a non-
mechanical safe harbor is key to keeping compliance costs 
down for employers. The PHSA Section 2716 regulations 
should clarify this ambiguity.

Additionally, the Section 105(h) regulations never addressed 
the details of calculating compensation to determine the 
highest 25 percent of paid employees. The regulations simply 
state that the level of an employee’s compensation is deter-
mined on the basis of the employee’s compensation “for that 
year.”16 It is unclear as to what would happen if an employee’s 
compensation were to change during a given year.

Finally, regulations under PHSA Section 2716 should ad-
dress controlled group and aggregation rules. PHSA Section 
2716 specifically adopts rules “similar to” Section 105(h)(8)’s 
controlled group rules which, in turn, incorporate Sections 
414(b), (c) and (m). These rules require that employees of 
all corporations that are members of a controlled group be 
treated as being employed by a single employer. These rules 
do not permit excluding employees in a separate line of busi-
ness.17 Further, none of the rules in Section 105(h) permit 
the aggregation of plans to be tested together. Allowing plans 
that are actuarially equivalent in terms of benefits to be test-
ed together would ease the compliance burden on employ-
ers—particularly multi-state employers. Under a potential 
aggregation rule, state-mandated benefits and geographic 
cost differentials could be disregarded, permitting employ-
ers to offer variations in plans that both comply with local 
law and, when tested together, meet the nondiscrimination 
requirements. In addition, regulations under PHSA Section 
2716 should clarify the extent to which an employer might 
be able to separate and test plans. This would be helpful for 
an employer that offers different benefits to differently com-
pensated employees as a part of the same plan.

PreParing For Future guidance

Despite the lack of clarity with regard to the fully insured 
nondiscrimination regulations, there are a number of steps 
that employers can take to prepare for future enforcement.

The first step for an employer would be to review all fully 
insured plans offered to employees. In doing so, employers 
should keep in mind employees that fall within the defini-
tion of HCI (although it is not guaranteed the new regula-
tions will use the same definition). In particular, employers 
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should carefully scrutinize any coverage offered only to a se-
lect group of management. Additionally, employers should 
note if—under a particular plan—some benefits are pro-
vided only to management and not rank-and-file employ-
ees. For instance, management might receive healthcare at 
a lower cost.

The second step to prepare for compliance would be to 
implement one or more strategies to mitigate the impact 
of a violation of the nondiscrimination rules. One poten-
tial strategy is maintaining the grandfathered status of the 
plan—which is not subject to the fully insured nondiscrimi-
nation rules, even with respect to participants who later en-
roll in the plan. Grandfathering can be lost if certain plan 
provisions are changed, if the coverage terminates, if the plan 
ceases to cover any individuals or if a replacement policy is 
issued.18 Therefore, it may not be a good long-term strategy. 

Another possible strategy would be to implement a self-
insured policy. While a self-insured policy would be subject 
to the Section 105(h) rules, benefits could be provided on 
an after-tax basis to employees. Since the Section 105(h) 
rules only apply to the extent that benefits are excluded 
from an employee’s income, this would be a way to provide 
similar benefits to employees without fear of the signifi-
cant compliance costs of the fully insured nondiscrimina-
tion rules. Of course, this would mean additional taxable 
income to employees.

Finally, employers should keep in mind the other types of 
plans that are not subject to PHSA Section 2716: HIPAA-
excepted benefits and retiree only plans. Excepted benefits 
include dental benefits, vision benefits, accident or disability 
income coverage, long-term care coverage, coverage for spe-
cific illness or disease, hospital or fixed indemnity coverage 
and Medicare supplemental health coverage.19 These typi-
cally must be offered independently from other group health 
coverage. Retiree-only plans typically include plans with less 
than two participants who are current employees.20

concluSion

It is not clear why the IRS has delayed in developing the fully 
insured nondiscrimination regulations. It is possible that it 
is not a high priority. It is also possible that the IRS is work-
ing to totally revamp both the self-insured and fully insured 
nondiscrimination regimes so that they operate in a more 
consistent way. Regardless of the reason for the delay, em-
ployers should take stock of their health plans and consider 
whether any nondiscrimination issues exist. If these issues 
are dealt with prospectively, employers can avoid a rush to 
last-minute compliance.
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(last visited August. 28, 2014).

6 Staff of the Joint Committee on Taxation, Gen-
eral Explanation of the Tax Revenue Act of 1978, 
at 211 (1979). 

Eric W. Gregory
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7 Treas. Reg. §1.105-11 (as appears in T.D. 7754, 46 
F.R. 3505, Jan. 15, 1981).

8 Roy Oliver, Health and Welfare Nondiscrimination Test-
ing Lacks Guidance, but not Complexity, 2 JTXEB at 
275 (March/April 1995) (discussing the mechanics of 
various nondiscrimination tests).

9 Rev. Proc. 88-3, 1988-1 I.R.B. 29 (announcing that 
Section 105(h) was an area under extensive study in 
which rulings or determination letters will not be is-
sued until the Service resolves the issue through other 
publications). Private Letter Rulings issued previ-
ous to this announcement include: I.R.S. Priv. Ltr. 
Rul. 8343069 (July 28, 1983); I.R.S. Priv. Ltr. Rul. 
8411051 (December 13, 1983); I.R.S. Priv. Ltr. Rul. 
8423036 (March 6, 1984).

10 IRS Places Low Priority on Revising Medical Reimburse-
ment Regulations, CCH Pension Plan Guide, No-
vember 1, 1991, at 4.

11 Treas. Reg. §1.105-11(d). As provided in this regula-
tion, the number of employees included is rounded to 
the next highest number. The level of an employee’s 
compensation is determined on the basis of the em-
ployee’s compensation for the plan year.

12 These employees include: (a) those with less than three 
years of service; (b) employees who have not attained 
age 25; (c) part-time employees; (d) seasonal employ-
ees; (e) excluded collective-bargaining-unit (“CBA”) 
employees, if health benefits were a subject of good 
faith bargaining; and (f ) non-resident aliens with no 
U.S.-source income. The employer, when running the 
eligibility test, has the option to exclude any of these 
employees. The employees may be excluded even if 
they are actually covered by the plan.

13 If a plan provides an optional benefit to participants, it 
will be treated as nondiscriminatory so long is it both 
allows all eligible participants to elect any of the ben-

efits covered by the option and also does not require 
employee contributions or the required contributions 
are the same amount for all employees. I.R.S. Priv. Ltr. 
Rul. 8336065 (June 9, 1983).

14 Treas. Reg. §1.105-11(c)(3)(ii). This means, for ex-
ample, that a plan in which all employees are eligible 
to participate with identical benefits, but where some 
employees are eligible for benefits on their first day of 
employment and others have a 90-day waiting period, 
is discriminatory. I.R.S. Priv. Ltr. Rul. 8411050 (De-
cember 13, 1983).

15 See I.R.C. §410(b).

16 Treas. Reg. §1.105-11(d).

17 Under Treas. Reg. Section 1.414(r)(1)(a), an employer 
who operates two or more “qualified separate lines of 
business” or QSLOBs can test each QSLOB indepen-
dently. There are numerous criteria that an employer 
must fulfill to qualify a line-of-business as a QSLOB 
(they go beyond the scope of this discussion). Never-
theless, it may be helpful to employers if the IRS em-
ployed the QSLOB test (or a similar test) to allow for 
separate testing of different lines of business.

18 See Interim Final Rules for Group Health Plans and 
Health Insurance Coverage Relating to Status as a 
Grandfathered Health Plan Under the Patient Protec-
tion and Affordable Care Act (“IFR”), Note 5, supra. 

19 See Amendments to Excepted Benefits, 78 Fed. Reg. 
77632 (December 24, 2013).

20 See Interim Final Rules for Group Health Plans and 
Health Insurance Coverage Relating to Status as a 
Grandfathered Health Plan Under the Patient Protec-
tion and Affordable Care Act (“IFR”), Note 5, supra. 
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InternatIonal Boycott reportIng 

Participation in an international boycott can have significant 
federal income tax consequences under the Internal Revenue 
Code.2 Many taxpayers are unaware of these consequences, 
or that there are reporting requirements for participation in 
an international boycott. 

deFinition oF an international Boycott and HiStory

A person participates in an international boycott if the per-
son or a member of the person’s controlled group under Sec-
tion 993(a)(3) agrees as a condition of doing business in a 
listed country (discussed infra) including a sale to a govern-
ment, corporation, or citizen of such country not to: (i) do 
business in a certain country, (ii) hire employees from that 
certain country (or employees of a particular nationality, 
race, or religion), (iii) do business with companies who own-
ership, management is composed of people from a certain 
country (or race or religion) unless such owners or manage-
ment are removed, or (iv) do business with other persons 
that do either (i), (ii), or (iii).3 

Boycott participation also includes agreeing not to ship or 
insure the goods sold to a boycott country (or its govern-
ment, a corporation or citizen) that does not participate in 
the boycott.4 

Each quarter the Department of Treasury publishes the List 
of Countries Requiring Cooperation with an International Boy-
cott, which includes a list of countries that may require par-
ticipation in, or cooperation with, an international boycott.5 
On August 27, 2014, the Department of Treasury listed the 
following countries on its quarterly list: Iraq, Kuwait, Leba-
non, Libya, Qatar, Saudi Arabia, Syria, United Arab Emir-
ates, and Yemen.6 The list is the same as last quarter’s. 

Section 999 has its origin in anti-Israeli boycotts. In the 1970s, 
many Arab countries were boycotting Israel. Among other 
laws, Congress enacted Section 999 in 1976 to discourage 
American businesses from respecting such boycotts through 
the Ribicoff Amendment to the 1976 Tax Reform Act. 

eFFect oF ParticiPation in an international Boycott 
under code Section 999
 
While participation in an international boycott is not pro-
hibited under the Code, Section 999 denies certain tax ben-
efits to people.7 The benefits of DISC and the foreign tax 

credit are denied to a person, or members of a controlled 
group including the person, who participates or cooperates 
with an international boycott.8 Section 999 applies to indi-
viduals, trusts, estates, partnerships, associations, companies, 
corporations, and to members of a controlled group which 
include the person who did the boycott operations.9 If a per-
son controls a corporation, the corporation is presumed to 
participate and cooperate in the same boycott operations as 
the person and vice versa.10 

Operations include all “forms of business or commercial ac-
tivities and transactions (or parts of transactions), whether or 
not productive of income, including, but not limited to, sell-
ing; purchasing; leasing; licensing; banking, financing, and 
similar activities; extracting; processing; manufacturing; pro-
ducing; constructing; transporting; performing activities an-
cillary to the foregoing (e.g., contract negotiating, advertis-
ing, site selecting, etc.); and performing services, whether or 
not ancillary to the foregoing.”11 Operations do not include 
the mere performance of personal service as an employee in 
a boycott country and the receipt of passive investment in-
come if the employee does not have business income.12 

Participation in one international boycott can affect other 
operations of the person in boycotting countries. If a person 
participates in, or cooperates with, an international boycott 
in one country, there is a presumption that all the person’s 
operations and those of the person’s controlled group in all 
boycott countries are Section 999 international boycott op-
erations unless the person can “clearly demonstrate that a 
particular operation is a clearly separate and identifiable op-
eration in connection with which there was no participation 
in or cooperation with an international boycott.”13  

The amount of the penalties is generally determined using a 
formula that calculates the “international boycott factor.”14 
The international boycott factor is fraction.15 The numera-
tor is the total worldwide operations of a person (or those of 
the person’s controlled group) in all boycott countries.16 The 
operations in the numerator do not include those that the 
person has demonstrated were not related to participation in, 
or cooperation with, an international boycott.17 The denom-
inator is the taxpayer’s total foreign operations.18 If a person 
is a member of controlled group, the international boycott 
factor is calculated according to Temp. Reg § 7.999-1(c)(3).

This international boycott factor is then applied to reduce a 
person’s tax benefits including reducing otherwise available 

INTERNATIONAL BOYCOTT REPORTING 
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foreign tax credits under Section 908(a) and reducing ben-
efits of DISC income deferral under Section 995(b)(F)(ii).19 

A person can avoid the use of the international boycott factor 
if the person “clearly demonstrates” the taxes and income at-
tributable to the person’s international boycott operations.20 

A person must elect each year whether to use the interna-
tional boycott factor formula or to calculate the taxes and 
income specifically attributable to international boycott op-
erations.21 A person can change their election for open tax 
years.22 The election applies to all of the person’s operations 
in the year.23 

Not all participation in an international boycott causes pen-
alties. A person can participate in or cooperate with a boycott 
if a United States law, regulation, or Executive Order permits 
such participation or cooperation.24 A person can comply 
with a ban on importing goods produced wholly or partly in 
a boycott country.25 And similarly, a person can comply with 
a ban on exporting goods to a boycott country.26 

If a person participates in an international boycott and will-
fully fails to meet the reporting requirements discussed infra, 
the person may be fined up to $25,000, be imprisoned for 
up to one year, or both.27 

There are special determination procedures a person can fol-
low to receive a determination whether certain operations 
are participation in or cooperation with an international 
boycott.28 If the taxpayer requests the determination before 
the operations have started or before the end of the opera-
tions’ taxable year, the determination may not be issued until 
after the end of the taxable year.29 Some determinations may 
be issued before operations have begun.30 

rePorting requireMentS 

Section 999(a)(1)(A) requires a United States person to file 
a Form 5713 International Boycott Report if that person (or 
a member of the person’s controlled group) has operations 
in, or related to a country (or with a government, company 
or national), which is on the Department of Treasury’s List 
of Countries Requiring Cooperation with an International 
Boycott. As discussed supra, Iraq, Kuwait, Lebanon, Libya, 
Qatar, Saudi Arabia, Syria, United Arab Emirates, and Ye-
men are currently included on Treasury’s list. 

Section 999(a)(1)(B) also requires a United States person to 
file a Form 5713 if the person (or a member of the person’s 
controlled group) has operations in another country (or 
with the government, company, or national of that other 
country) if that United States person “knows or has rea-
son to know” that participation in or co-operation with an 

international boycott is required as a condition of doing 
business within such country (or with such government, 
company, or national). 

If a person controls a corporation under Section 304(c) and 
the person is required to file a Form 5713, the person must 
report whether the corporation participated in or cooperated 
with an international boycott.31 Similarly, if a corporation 
controlled by a person is required to file the Form 5713, it 
must report whether the person participated in or cooper-
ated with an international boycott.32 

If a person is a partner in a partnership that has operations 
in, or related to, a boycott country, the person must file the 
Form 5713.33 If the partnership’s report reflects that it has 
no operations for the tax year that constitute participation 
in or cooperation with an international boycott, the person 
who is a partner in the partnership does not need to file a re-
port unless the person has additional operations in a boycott 
country other than those reported by the partnership.34 

Form 5713 is an annual, informational return. A shareholder 
of a foreign corporation must file a Form 5713 if the share-
holder meets the definition of Section 951(b), which requires 
having at least 10% of the total combined voting power of a 
foreign corporation.35 However, if two or more such share-
holders use the same consolidated return, they only need to 
file one such report.36 As discussed supra, the willful failure 
to report can result in significant penalties.37 

concluSion

Section 999 can impose significant penalties for operations 
in boycott countries and, at a minimum, requires taxpayers 
to meet the reporting requirements. For additional infor-
mation, please refer to the Department of Treasury Boycott 
Guidelines, which are formatted as questions and answers.38 

endnoteS

1 Mary Hennessey is an associate in the Taxation and 
Estate practice at Dykema Gossett, PLLC.   Ms. Hen-
nessey focuses her  practice in the areas of Taxation, 
Nonprofits & Tax-Exempt Organizations, Federal Tax 
and Property Tax Appeals.

2 References to Code shall refer to the Internal Revenue 
Code of 1986, as amended.

3 Code Sec. 999(b)(3).

4 Code Sec. 999(b)(3)(B). See Exhibit 4.61.6-1 (05-
01-2006) of the Internal Revenue Manual, available 
at http://www.irs.gov/irm/part4/irm_04-061-006.
html#d0e170 for an example of the questions an in-
ternational boycott country may ask; See also infra Ef-
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fect of Participation in an International Boycott under 
Code Section 999 for additional description of interna-
tional boycotts.

5 Code Sec. 999(a)(3).

6 See 79 FR 51224, 8/27/2014.

7 Although outside the scope of this article, such partici-
pation may violate other United States laws. See, e.g., 
Office of Antiboycott Compliance (OAC), Depart-
ment of Commerce (last visited Apr. 27, 2014), http://
www.bis.doc.gov/index.php/enforcement/oac (discuss-
ing enforcement of the Antiboycott Laws under the 
Export Administration Act).

8 Code Sec. 999.

9 Code Sec. 7701(a)(30).

10 Code Sec. 999(e).

11 Department of Treasury Guidelines, Boycott Provi-
sions (Section 999) of the Internal Revenue Code, 43 
Fed. Reg. 3454 (Jan. 20, 1978), at Part B.

12 Id.

13 Code Sec. 999(b)(1), (2)(A)-(B).

14 Code Sec. 999(c).

15 Id.

16 Id.

17 Id.

18 Id.

19 Id.

20 Code Sec. 999(c)(2).

21 Department of Treasury Guideline, Boycott Provisions 
(Section 999) of the Internal Revenue Code, 43 Fed. 
Reg. 3454 (Jan. 20, 1978), at Part F.

22 Id.

23 Id.

24 Code Sec. 999(b)(4)(A).

25 Id. at (B).

26 Id. at (C).

27 Code Sec. 999(f ).

28 Code Sec. 999(d).

29 Id.

30 Id. See Rev. Proc 77-9, 1979-1 CB 542 for additional 
information relating to requesting a determination.

31 Department of Treasury Guidelines, Boycott Provi-
sions (Section 999) of the Internal Revenue Code, 43 
Fed. Reg. 3454 (Jan. 20, 1978), at Part A-1.

32 Id.

33 Department of Treasury Guidelines, Boycott Provi-
sions (Section 999) of the Internal Revenue Code, 43 
Fed. Reg. 3454 (Jan. 20, 1978), at Part A-17.

34 Id.

35 Department of Treasury Guidelines, Boycott Provi-
sions (Section 999) of the Internal Revenue Code, 43 
Fed. Reg. 3454 (Jan. 20, 1978), at Part A-4.

36 Id.

37 Code Sec. 999(f ).

38 See Department of Treasury Boycott Guidelines: 43 FR 
345444, FR 66272, 49 FR 18061, and 52 FR 2511.
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As tax advisors, clients with charitable intent ask us to help 
them attain Internal Revenue Code section 501(c)(3) ap-
proval to get tax free status and receive tax deductible char-
itable contributions. They are not always as eager to col-
lect and provide the information required by Form 1023, 
Application for Recognition of Exemption Under Section 
501(c)(3) of the Internal Revenue Code, and are confound-
ed by the length of time for review and approval. In the 
past, organizations had to meet multiple requirements to 
qualify under 501(c)(3), complete a Form 1023 and pay 
a user fee.1 While over a million organizations have been 
granted 501(c)(3) recognition, currently the Internal Rev-
enue Service, “IRS”, reports there are more than 60,000 
501(c)(3) applications in its backlog, many pending for 
nine months or more. 

To help shorten the time it takes to process an application for 
tax-exempt status, IRS has recently announced a 1023- EZ, 
Streamlined Application for Recognition of Exemption un-
der Section 501(c)(3) of the Internal Revenue Code, which 
is completed online.2 The Form 1023-EZ includes 10 pages 
of instructions that discuss the types of organization that 
can use this process, reporting requirements, and gives spe-
cific suggestions for completing the on-line form. There is 
an additional seven page worksheet that must be completed 
to show that you are eligible to use Form 1023-EZ, and 
every answer must be in the negative. For example, your 
annual gross receipts cannot exceed $50,000 in the next 
three years or in the past three years so answering this ques-
tion “Yes” would disqualify you from using Form 1023-EZ. 
You can’t have assets in excess of $250,000. You can’t have a 
mailing address in or have been formed under the laws of a 
foreign country. You can’t be organized as an LLC, operate 
a school, church or hospital. However, if all of the answers 
are negative, you can move on to the online submission. 
Applications are filed using pay.gov, which you must reg-
ister to use.3 IRS estimates that 70% of applications will 
qualify to use Form 1023-EZ. 

Organizations with assets exceeding $250,000 and annual 
receipts over $50,000, operating churches, schools, hospi-
tals, HMOs, or who maintain donor advised funds, are part-
nerships, or otherwise are ineligible per Section 2 of Revenue 
Procedure 2014-40, will still need to complete Form 1023. 
However, even for these organizations, there is a new op-
tion to use, an Interactive Form 1023, which is the full form 
1023 with help buttons and directions that are helpful in 
completion and submission of the form.4 

In addition, there are “Top Ten Tips to shorten the tax-
exempt application process.”5 These top tips are useful for 
any application. The User Fee amount tends to change faster 
than tax form preparation software, so it pays to check the 
current amount when sending in any application. The ap-
plication has to include a check or money order payable to 
the United States Treasury. It also pays to double check the 
submission address as changes occur. In addition, the tips in-
clude reminders about the organization’s documents needed, 
and required information on the principal officers and board 
of directors, such as names, mailing addresses, titles and po-
sitions and annual compensation. An organization’s adopted 
rules of operation need to be included, as well as all required 
schedules and pages, since there are various schedules that 
must be filled out for churches, schools, hospitals, scholar-
ships, and supporting organizations. IRS advises applicants 
to include the month that the organizations’ annual period 
ends, and to double check the instructions in order to in-
clude all necessary financial data. Finally, IRS clarifies that 
they need enough information about the organization’s ac-
tivity to show them how it will achieve the exempt purpose, 
not just restate the purpose, but list the specific activities that 
will achieve the charitable purpose. 

If you qualify to complete Form 1023-EZ, based upon the or-
ganization’s exempt purpose and assets and income, you will 
face the same organizational document language and some 
of the other requirements of Form 1023. You will need to 
have an employee identification number. Your organization 
documents must include a purpose clause, and a statement 
that your organization will substantially engage in activities 
that are in furtherance of acceptable exempt purposes. You 
must also make sure that your organizing documents include 
an acceptable dissolution clause. What is much easier than 
the written Form 1023 is that you are merely certifying that 
your documents contain these clauses, but you are not obli-
gated to send in all the documents. While you need a Form 
2848 to show that the organization is represented, you do 
not include the Form 2848 with the submission of the 1023-
EZ, but wait until IRS requests it. Instead of dealing with 
the burdens of the Form 1023 including: collecting all of the 
information, writing much of the history of the organization 
and its specific plans for the future, making multiple copies 
of and organizing all of the documentation to be submitted, 
and sending a copy of all of the information to the IRS, this 
process can be done in a shorter time online. There is a $400 
user fee for all users.6 

501(C)(3) E Z ER  THAN EVER!

By Lorraine New
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By comparison, the longer Form 1023 is 29 pages, with a 
two-page checklist, before you add your own documents, in-
cluding organizational documents, policies and procedures, 
and supplemental answers. In it, you must answer multiple 
questions about compensation of officers, benefits provided 
by the organization, a history of the organization, and pages 
of financial data. The current filing fee is $850, or $400 if 
you meet reduced fee requirements as provided in Revenue 
Procedure 2006-8, 2006-1 IRB 245.

Submission of the 1023- EZ application does not guaran-
tee that an exemption will be recognized, of course. IRS can 
reject incomplete or incorrectly completed forms, it can re-
quest additional information, and in some cases do a statisti-
cally valid random sample pre-determination review. There 
is no indication of how long the approval process will take. 
However, it does promise to be a time saver for the practitio-
ner and the client on the front end.

Part V of the 1023 E- Z will also be useful to charities that 
have previously obtained exempt status but lost it. Every or-
ganization exempt from federal income tax under Internal 
Revenue Code section 501(a) must file an annual informa-
tion return unless they meet an exemption, including dur-
ing the time an application for approval is pending. IRS 
provides a chart of who must file7 and the form required.8 
Yet required reporting appears to be problematic for many 
charities and many neglect to complete and submit annual 
returns are generally required by Code section 6033(a) in 
report or postcard form. Failure to report for three years 
will result in automatic revocation of the exempt status of 
the organization, and IRS provides a list of organizations 
with revoked status.9 Re-instatement requires another ap-
plication. Revenue Procedure 2014-11, 2014-3 IRB 411, 
sections 5 and 6 provides reinstatement procedures for 
those that were eligible to file Form 990-EZ or Form 990-
N but failed to do so. This includes a streamlined retroac-
tive reinstatement process for applying within 15 months 
after the later of the Revocation Letter or the posting of 
the organization’s name on the IRS Revocation List. The 
process includes submitting an application bearing “Ret-
roactive Reinstatement”, paying a user fee, filing missing 
annual returns, providing a reasonable cause statement and 
requesting that the penalty under Internal Revenue Code 
section 6652(c) for the failure to file annual returns for 
three consecutive taxable years not be assessed.

There is a requirement that exempt organizations (and the 
IRS) disclose to the public their application for exemption 
upon request as well as make their annual return available 
for public inspection and copying. It is unclear how the new 
1023- EZ fulfills this requirement, as a lot of information is 
certified to and not provided in full. We do not have clari-

fication of what additional materials might be required to 
be posted on a website or be made available during normal 
business hours at an office, or be subject to copying upon 
request. However, we and our clients can be grateful for an 
easier application process and reinstatement process and 
hope for timely service from the IRS. IRS gives an estimate 
of 89 hours of recordkeeping, 6 hours of learning about the 
law and form, over 10 hours preparing the Form 1023 and 
an hour for copying, assembling and sending the form. The 
estimate for the 1023-EZ is only 10 hours of recordkeeping, 
2 hours learning about the law, 5 hours preparing the form 
and less than an hour of copying, assembling and sending, a 
considerable savings.

aBout tHe autHor

Lorraine New is a tax lawyer at George W. Gregory P.L.L.C. 
in Troy, Michigan. She formerly was the Manager of Estate and 
Gift Tax for IRS in Michigan, following years as an Estate Tax 
Attorney.

endnoteS

1 Churches, their integrated auxiliaries and public chari-
ties with annual gross receipts normally less than $5000 
do not need to apply for section 501(c)(3).

2 http://www.irs.gov/pub/irs-pdf/f1023ez.pdf

3 https://www.pay.gov/public/home

4 http://www.stayexempt.irs.gov/StartingOut/Interac-
tiveForm1023Application.aspx

5 http://www.irs.gov/Charities-&-Non-Profits/Top-Ten-
Reasons-for-Delays-in-Processing-Exempt-Organiza-
tion-Applications

6 Revenue Procedure 2014-8. 2014-1 I.R.B. 242, sets 
forth user fees, and Rev. Proc. 2014-40 supplements 
the earlier revenue procedure for the 1023-EZ fee. 

7 http://www.irs.gov/Charities-&-Non-Profits/Annual-
Exempt-Organization-Return:-Who-Must-File

8 http://www.irs.gov/Charities-&-Non-Profits/Annual-
Exempt-Organization-Returns,-Notices-and-Sched-
ules

9 http://www.irs.gov/Charities-&-Non-Profits/Auto-
matic-Revocation-of-Exemption-List 
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The Michigan Tax Lawyer 
welcomes submissions from its membership 

for consideration for publication. 

Please submit paper proposal or completed manuscript 
to William Lentine at wlentine@dykema.com.
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