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TAXATION SECTION 

STATE MICHIGAN 

August 16, 1991 

Dear Taxation Section Members: 

September marks the close of the State Bar's fiscal year and 
also the end of my term as Chairperson of the Taxation Section. I truly will 
miss the Council work, but I look forward to a transition year as ex-officio 
member followed by what may be the only chance I will ever have at an early 
retirement in my lifetime. 

This year has been highlighted for me by the continued success 
of the Taxation Section's established programs. These include the Mter-Hours 
Tax Series, the Attorney/CPA Conference, Tax Court luncheons, the Summer 
Tax Conference, committee meetings, and this publication, the Michigan Tax 
Lawyer. Through the efforts of my predecessors, these activities have grown 
and become traditions. They reach far beyond the Tax Council itself and 
benefit all members of the Section. 

In addition, the Council planted important seeds for several new 
activities, the most significant of which are the Under-represented Groups 
Committee, which will strive to expand Taxation Section membership in new 
directions, and the Taxation Section Directory, which should debut this year 
or early next year. 

The achievements of this year are attributable to the hard work 
of the nine Tax Council members, six committee chairpersons, the Michigan 
Tax Lawyer editor, and my fellow officers, Roger Cook and Jeff Levine. I 
thank each one of them. They always have accepted responsibility enthusias
tically and performed their work diligently. I would be proud to have any of 
these people as my law partners. 

Thanks also are extended to our Section Coordinator, Karen 
Nizol, who persisted with every detail, made each meeting run smoothly, and 
helped each one of us in our assigned tasks. 

While I sit and reminisce onmy dictaphone, next year already is 
starting to take shape. Plans are underway for the 1992 Summer Tax Confer
ence. All topics and speakers have been selected for the 1991-92 After-Hour 

PAST COUNCIL CHAIRPERSONS 

ALLAN J. CLAYPOOL EUGENE A. GARGARO, JR. JOHN L. KING 
DONALD M. LANSKY 

ARNOLDW.LUNGERSHAUSEN 
JERRY D. LUPTAK 

JACK E. MITCHELL JOHN J. RAYMOND, SR. PETER S. SHELDON 
WILLIAM J. SIKKENGA 

I. JOHN SNIDER, II 
LAWRENCE R. VAN TIL 

STEPHEN H. CLINK ERNEST GETZ 
CLIFFORD H. DOMKE JOSEPH D. HARTWIG 

J. BRUCE DONALDSON STEPHEN I. JURMU 
OSCAR H. FELDMAN LOUIS W. KASISCHKE JOHN W. McNEIL 

J. LEE MURPHY 
LAWRENCE J. MURPHY 

ROBERT B. PIERCE 
B. COURTNEY RANKIN 

ANDREW M. SAVEL 
BENJAMIN 0. SCHWENDENER, JR. 

JOHN N. SEAMAN 



Tax Series. (Look for the schedule in ICLE's new course brochure.) Council 
members with terms expiring in 1992 and 1993 are readying nominations for 
new Council members and officers at the September annual meeting. If you 
do not take an active role in the Section's activities this year, you cannot 
afford to miss being involved in the coming year. 

Although I understand that there will be no monthly pension 
check in my imminent retirement, I will be drawing a far more valuable 
benefit following my departure as Chairperson. Through my work on the 
Council over the years, I have established many friendships that otherwise 
would not have developed. Lawyers in other specialty areas have frequent 
contact with other practitioners. Tax lawyers, by contrast, whose primary 
dealings are with the Internal Revenue Service or Treasury Department, 
often miss association with their fellow practitioners. The Tax Council and 
the activities of the Taxation Section are every Michigan lawyer's opportunity 
to reme<ly that shortcoming of our practice. 

I can say without reservation that my work on the Council has 
been the most enjoyable and most rewarding part of my practice in the last 15 
years. I have appreciated the opportunity to serve, and I encourage all of you 
to make renewed efforts to be an active participant in the Section's activities. 

Sincerely, 
TAXATION SECTION 

David M. Rosenberger 
Chairperson 
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Report of the and 1502limiting losses and credits 

Corporation Committee of loss corporations following a 
change in ownership with respect to 

August 12, 1991 consolidated groups and controlled 
Michael A. lndenbaum, Chairperson groups and amending consolidated 
150 West Jefferson, Suite 2500 groups' method of calculating sepa-
Detroit, Michigan 48226 rate. return limitation year losses. 
(313)496-7679 Second, a short discussion is planned 

of the newly proposed S corporation 
1. Chairperson's Message. single stock regulations which were 
Although the membership roster issued on August 12, 1991. Third, 
continues to grow, we are always Richard Soble will discuss certain 
soliciting new members. If you or issues regarding service participants 
anyone you know is involved in issues in a partnership/S corporation ven-
dealing with federal aspects of corpo- ture. Specifically, this discussion will 
rate taxation, please call or write me focus on recently issued authorities 
and I will include your name on our addressing the provision of fringe 
roster and hope that you will attend benefits to the service participant. 
our future meetings. Fourth, Bill Acker will lead a discus-

sion relating to the foreclosure of 
2. Recent Activities. recourse debt and specifically Rev-
On July 11 and 12 of 1991 the Taxa- enue Ruling 90-16. Finally, a brief 
tion Section of the State Bar ofMich- review of proposed Michigan legisla-
igan met at the Grand Traverse tion dealing with limited liability ~~ 
Resort in Acme, Michigan. At this companies will be led by Bill Acker. 
meeting, a number of presentations 
were made regarding estate planning 4. Important Developments. 
and closely held business issues. The On August 12, 1991 the Internal 
seminar was well attended and was Revenue Service issued proposed 
both worthwhile and a very enjoyable regulations addressing the single 
experience for the attending members class of stock requirement of S corpo-
and their families. We hope to see rations. These proposed regulations 
everyone at the Taxation Section's revoked proposed regulations issued 
Annual Meeting next summer. October 5, 1990. Moreover, on March 

14, 1991, the Internal Revenue Ser-
3. Future Schedule. vice issued new Temporary Regula-
The next scheduled meeting of the tion Section 1.338-6T. The 
Corporation Committee will take Regulation alleviates the situations in 
place on Wednesday September 25, which the application of Section 338 
1991 from 2:00 to 4:00 p.m. in con- results in multiple levels of gain or 
junction with the annual State Bar loss recognition with respect to the 
convention held at Coho Hall this same economic gain or loss. In addi-
year. This meeting will be a joint tion, on March 21, 1991, the Internal 
meeting of the Corporation Commit- Revenue Service issued proposed 
tee, the Partnership Committee and regulations addressing acquisition of 
the Real Estate Section's Committee debt by related parties. Specifically, 
on Federal Income Tax Aspects of Proposed Regulation Section 1.108-2 
Real Estate Transactions. At this provides that the acquisition of debt 
meeting, a number of subjects will be by a person related to the debtor from 
discussed. First, Mr. Bennett Stein- a person not so related generally • hauer and/or I will provide an update results in COD income to the extent 

4 
on the recently Proposed Regulations of the excess of the debt over its fair 
issued under Code Sections 382, 383 market value. This rule applies to 
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direct acquisitions as well as indirect 
acquisitions (where the holder of the 
debt becomes related to the debtor 
after acquiring the debt in anticipa
tion of a relationship). Moreover, the 
Service recently issued Revenue 
Ruling 91-26, 1991-15 I.R.B. which 
addressed the tax treatment of 
accident and health insurance premi
ums paid by an S corporation or 
partnership on behalf of a 2% or more 
shareholder-employee or a partner
ship employee. Under Revenue 
Ruling 91-26, such payments now 
will be deductible by the corporation 
to the extent the payments are 
compensation for services. Such 
payments, however, must be included 
as wages and will be subject to em
ployment taxes. Finally, on May 6, 
1991 the Service issued an advance 
copy of Revenue Ruling 91-31, 1991-2 
I.R.B. The ruling rejected any inter
pretation of Fulton Gold v. Commis
sioner, 31 B.T.A. 519 (1934) that a 
reduction in the amount of a 
nonrecourse liability by the holder of 

. the debt-who was not the seller of the 
property securing the debt results in 
a reduction of the basis in that prop
erty, rather than COD income. 

Report of the Employee 
Benefits Committee 
August 12, 1991 
Stephen J. Lowney, Chairperson 
313 South Washington Square 
Lansing, Ml 48933 
(517)371-8272 

1. Chairperson's Message. 
As you may be aware, my term as 
Chairperson ends ~his September. I 
want to thank the Committee mem
bers who, by volunteering to speak, 
writing articles, preparing questions 
and helping with a variety of other 
projects, have helped make this a 
verycenjoyable past two years. It has 
been both a pleasure and an honor 
serving as Chairperson. 

2. Recent Activities 
Our last Committee meeting took 
place on May 22, 1991 at the Embassy 
Suites Hotel in Southfield, Michigan. 
We had several Committee members 
volunteer to speak on timely topics 
relevant to employee benefits. The 
speakers included: Tim McGraw, 
Ford Motor Company- Retiree Health 
and Developments Under Code Sec
tions 420 and 401(h); Loral Werner
Gleason, C.P.A., Pension Trend- Is 
Your Plan Ready for IRS or DOL 
Audit?; Robert Stevenson, Law Offices 
of Stevenson & Assoc. - When Cash is 
Tight, What Can an Employer Do 
With Qualified Retirement Plans to 
Alleviate Cash Flow Burden?; Janet 
Witkowski, Jaffe, Snider, Raitt & 
Heuer, P.C. -New Developments on 
SEC Rule 16-Insider Trading and 
Employee Benefit Plans. 

The meeting was well attended and 
outlines are still available for those of 
you who missed the meeting. 

3. Future Schedule • 
We have two upcoming meetings. The 
first meeting is on September 25, 1991 
in connection with the annual State 
Bar meeting. This meeting will 
consist of a liaison meeting with IRS 
representatives from both Cincinnati 
and Detroit. With so many changes 
occurring with regard to regulations 
(e.g., 401(a)(4) Regs.) and the submis
sion process (e.g., new Rev. Proc. 91-
41), I am sure this will be a timely 
meeting. Please submit your ques
tions to me two weeks in advance so 
that I can forward them to the IRS. 

Our final meeting of the year will 
be a "cross-over" meeting with the 
Estates and Trusts group at 3:00 p.m. 
on Thursday, October 24, 1991 at the 
Sheraton Lansing Hotel, 925 South 
Creyts Road, Lansing, MI (517-323-
7100). Larry Ferguson from Ferguson 
& Widmayer, P.C. and Loretta Baker 
from the National Bank of Detroit will 
present "Estate Taxes for the Retire
ment Planner; Deferred Compensa
tion for the Estate Planner." 

Reports 
from the 

Committees 
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Report of the Estates vention. The State Bar will post a 

& Trusts Committee notice to inform you of the room we 
will use. Andrew M. Savel of 

August 13, 1991 Comerica Bank and David Horvath, 
George W. Gregory, Chairperson Michigan Inheritance Tax Examiner, 
625 Purdy Street will discuss "Michigan Inheritance 
Birmingham, Ml 48009-1738 Taxes: A Review and What's New." 
(313)646-4200 On October 24, 1991 we will have a 

1. Chairperson's Message. 
joint meeting with the Employee 
Benefits Committee in Lansing, 

Thank you to all the Committee Michigan. It will be at the Sheraton 
members who submitted comments on Hotel, 925 South Creyts at 3:00p.m. 
House Bill No. 4433 which proposes to Loretta Baker of National Bank of 
revise the Michigan Inheritance Tax. Detroit and Larry J. Ferguson of 
The Bill would eventually result in a Ferguson & Widmayer, P.C., Ann 
"pick up" tax (the amount ofFederal Arbor, Michigan, will present "Estate 
credit for state death taxes) controlled Taxes for the Retirement Planner; 
by the County Probate Courts. Den- Deferred Compensation for the Estate 
nis Mitzel and Reginald Nizol in Planner." 
particular devoted a lot of time to 
critiquing and revising comments. 4. Important Developments. 
Our Committee's report became the Good news for irrevocable life insur-
Tax Section's report to the Board of ance trusts and premium payments 

i Commissioners of the State Bar. The by corporations as a matter of conve- ,, 
report was favorable as to intent, but nience. The Internal Revenue Service 
had many suggestions about imple- acquiesced to the Headrick case, in an 
mentation and administration. If you Action On Decision, AOC CC -1991-
would like a copy of the final version 012. As reported in this column in 
of the report, please contact me. The the first quarter edition of 1991, the 
Board of Commissioners com pli- Sixth Circuit Court of Appeals upheld 
mented us for our report, and sent our the U.S. Tax Court in Estate of 
comments to the Probate and Estate Headrick, 93 T.C. 171, 66 AFTR 2d 
Planning Section who had also com- 90-6038 (6th Cir., 1990) by following 
men ted favorably on the intent of the Leder, 893 F.2d 237, 65 AFTR 2d 90-
Bill. 1173 (1990). Now it is not only the 

controlling law in our Circuit, but the 
2. Recent Activities. Internal Revenue Service's posture 
The Fourth Annual Summer Tax nationwide. Mr. Headrick was a tax 
Conference at the Grand Traverse attorney. He drafted an irrevocable 
was the best attended yet. I particu- trust. He was the settlor. A Bank 
larly enjoyed Andrew Katzenstein's was the trustee. The trust benefici-
humor. Though our Committee did aries had a limited power to with-
not organize this event, estate plan- draw trust property within 30 days 
ning featured prominently among of contribution ("Crummey" powers). 
the topics. All credit goes to Emily The trustee could but did not have to 
Cosner Tobias, Esq., and Karen A. invest in life insurance. The. Bank 
Nizol for a job well done. believed he wanted the trust to 

function as an insurance trust for his 
3. Future Schedule. family. However, the Bank made no 
The next Committee meeting will be commitment to purchase insurance. ~ Wednesday, September 25, 1991 in On December 18, Headrick assigned 
Coho Hall at 2:00 p.m. It will be held · $5,900 to the trust, and his wife 

6 as part of the annual State Bar con- waived her and the children's right to 
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withdraw. On December 19, the these features. If you would like to 
Bank completed an application for try the form, you can order them from 
life insurance. Headrick was on the the Tax Practitioners' Hotline at 313-
Bank's Board of Directors. The 961-4690. 
Bank's trust department reviewed 
the trust every three to four months Report of the Partnership as part of its routine. Headrick died 
within three years of the policy's Committee 
purchase. The Court held that 
Headrick never had any "incidents of August 15, 1991 
ownership" in the policy, and ex- Richard S. Soble 
eluded it from his gross estate for 2290 First National Building 
Federal Estate Tax purposes. The Detroit, Ml48226 
Headrick decision explicitly rejected (313) 256-7520 
the Internal Revenue Service's 
"constructive transfer" doctrine. This 1. Chairperson's Message. 
case allows us to give our clients On June 27, 1991, the Partnership 
more assurances about the benefits of Committee and the Real Estate 
having an irrevocable trust purchase Section's Committee on Federal 
life insurance for the benefit of family Income Tax Aspects of Real Estate 
members. Transactions met jointly to discuss 

The Cincinnati Service Center has the new regulations regarding dis-

e designed a "Special Handling" form guised sales between partnerships 
for tax practitioners. It is Form SC-C and partners. The meeting, my last 
966, .Special Handling Required. It is as Chairman of the Committee, was 
bright yellow. If used, it should be well attended and animated. I would 
attached to the front of a form that like to take this opportunity to ex-
has one-of the following special press my gratitude to those members 
circumstances. whose regular involvement in the 

activities of the Committee over the 
Deceased Taxpayer or Spouse last two years enabled us to share a 
Power of Attorney very rewarding experience. My 
Prior Year Original Return successor will be Gary Schwarcz, a 
Form 4852, Substitute highly capable and enthusiastic 

Withholding Statement individual who will undoubtedly 
Form 6251, Alternative Minimum serve the Committee well over the 

Tax Computation coming term. 
Form 2210, Underpayment of 

Estimated Tax by Individuals 2. Future Schedule. 
and Fiduciaries The Partnership Committee will meet 

Taxable Year Other Than with the Corporation Committee and 
December31 the Real Estate Section's Committee 

Form 8379, Injured Spouse on Federal Income Tax Aspects of 
Allocation Real Estate Transactions on Septem-

Operation Desert Storm ber 25, 1991 from 2 to 4 p.m. at Coho 
Form 5329, Return for Individual Hall in connection with the annual 

Retirement Arrangement meeting of the State Bar. William 
Taxes Acker of the latter committee will 

- The idea behind the Special Han- discuss a recent 6th Circuit case 
dling form is to avoid the flurry of involving cancellation of indebtedness 
correspondence that often follows income. I will talk about self-funding 
filing a return with one or more of of health benefits by partnerships 

7 
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and S-corporations and other issues of connection with the practice and 
interest to service providers. Michael procedure aspects of tax practice on 
Indenbaum will explain proposed both the federal and state level. I 
regulations regarding consolidated believe this dissemination of informa-
returns, particularly those dealing tion·will be the key goal of this com-
with the application of Section 382 mittee in the future. 
limiting losses following a change in 
corporate control. 2. Recent Activities. 

The Committee held its most recent 
3. Important Developments. meeting on Thursday, June 20, 1991. 
The Service recently issued new In attendance at that meeting was 
proposed and temporary regulations Mr. Gonzalo Llano from the Michigan 
under Section 752 regarding the Department of Treasury, Collection 
manner in which partners share Division. Mr. Llano explained the 
liabilities for purposes of determining State collection process including how 
their respective bases in their inter- lien discharges can be arranged, the 
ests. The new regulations generally use of the Michigan Automated 
simplify the existing regulations. Of Collection System, priorities of tax 
particular note is an "anti-abuse" rule liabilities with the Internal Revenue 
pursuant to which the obligation of a Service and the State's current posi-
partner to pay a partnership liability tion regarding offers in compromise of 
will be disregarded. The liability will state tax liabilities. The presentation 
not be included in the partner's basis, was extremely informative for those 
if the facts and circumstances indi- in attendance who deal with the ~· cate that a principal purpose of the Collection division in their practices. 
arrangement imposing such obliga-
tion on the partner is creating the 3. Future Schedule. 
appearance of such partner bearing The next scheduled meeting of the 
the economic risk of loss when, in Practice and Procedure Committee 
fact, the substance of the arrange- will be on Wednesday, September 25, 
mentis otherwise. 1991, at 2:00p.m., at Coho Hall in 

connection with the annual meeting 

Report of the Practice 
at the State Bar. The exact location 
is not presently known but will be 

and Procedure announced at the annual meeting. At 

Committee that time, I have arranged for a panel 
of speakers, both from the Internal 

August 13, 1991 Revenue Service and private practi-

Stephen M. Feldman, Chairperson tioners, to discuss ethical consider-

33533 West Twelve Mile Road ations in connection with the tax 
Suite 150 practice focusing primarily on re-
P.O. Box 9057 quired disclosure of information to 
Farmington Hills, Michigan 48333-9057 the Internal Revenue Service under 
(313) 489-8600 Treasury Circular 230 and its prog-

eny. I hope to see you there. 
1. Chairperson's Message. 
I am happy to report that additional 
members have joined our committee 
and were present at our most recent 
meeting. This continued increase in 

~ membership is indicative of the need 
for dissemination of information in 
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Report of the State and 
Local Tax Committee 
August 13, 1991 
Thomas D. Hammerschmidt, Jr., 
Chairperson 
800 First National Building 
Detroit, Michigan 48226 
(313)223-3536 

1. Chairperson's Message. 
At our last meeting we discussed 
developments in the Caterpillar Inc. 
litigation and the status ofvarious 
legislative proposals to remedy the 
constitutional defects with the SET's 
capital acquisition deduction ("CAD"). 
The CAD was and-<;:ontinues to be a 
controversial issue which continues to 
concern taxpayers and the Revenue 
Department alike. 

After a prolonged legislative pro
cess, an amendment to the CAD 
apportionment provisions of the SBT 
was finally passed and signed into law 
by the Governor on July 16, 1991. 
1991 PublicAct 77 provides that the 
apportionment formula used to appor
tion .a taxpayer's tax base to Michigan 
also applies to fixed asset costs eli
gible for the CAD. For all taxpayers, 
this will mean utilizing the traditional 
three-factor apportionment formula -
composed of the property, payroll and 
sales factors - for the calculation of 
both the tax base and the CAD. 

For tax years beginning prior to 
1991, the apportionment formula uses 
an equal weighting of the three fac
tors. For tax years beginning in 1991 
and 1992, the apportionment formula 
applicable to the tax base and the 
CAD is modified so that the payroll 
factor is given 30% weight, the prop
erty factor is given 30% weight and 
the sales factor is given 40% weight. 
Finally, for tax ye~s beginning in 
1993 and beyond, the apportionment 
formula is modified to a double
weighted sales factor, i.e., the payroll 
factor is given 25% weight, the prop
erty factor is given 25% weight and 

the sales factor is given 50% weight. 
There are possibilities of further 

legislation, however, because of a 
concern over certain language of 1991 
PA 77, to the effect that no CAD is 
allowed for tax years ending before 
January 1, 1992 if a court ruling 
allows'an unapportioned CAD. At the 
moment, the Court of Appeals deci
sion in Caterpillar is such a case. The 
Senate has considered and passed 
Senate Bill 202 implementing a 
"technical correction" by eliminating 
the offending language. The House 
has not considered the technical 
amendment and may not be able to do 
so for some time because it is recessed 
for the summer. 

The Committee has also been busy 
reviewing and submitting comments 
on the proposed SBT rules which 
were issued for public comment 
earlier this year. Comments were 
submitted on behalf of interested 
state and local tax lawyers on June 
30, 1991. 

2. Future Schedule. 
The next meeting of the Committee 
has been scheduled, in conjunction 
with the State Bar annual meeting, 
for 2:00p.m. on September 25, 1991. 
The meeting will be held in the Coho 
Center at a location which will be 
announced in the upcoming issue of 
the Michigan Bar Journal. We will 
have a presentation at the meeting on 
Michigan successor liability for un
paid state taxes and tax clearance 
issues. We also hope to have a 
speaker from the Department of 
Treasury to speak on tax policy 
considerations and what might be in 
store for Michigan taxpayers in the 
future. 

Reports 
from the 

Committees 
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Enforcement and Foreclosure of IRS Tax Liens: 
Jointly-owned property of Husbands and Wives 
By: Eric T. Weiss may not enforce or foreclose 

against real property owned by 
I. Introduction. t~nants by the entireties where 
When an assessment is made against one of the tenants is a delinquent 
a taxpayer for delinquent taxes, the taxpayer. The case of United 
Internal Revenue Service provides a States v Certain Real Property 
notice of assessment and demand for Located at 2525 Leroy Lane, 3 

paym:ent. Within 60 days of the provides that "tenants by the 
demand for payment, a federal tax entirety, who must be husband and 
lien arises against that taxpayer. 1 wife, hold under a single title with 

As a general rule, a tax lien .at- right of survivorship. Neither 
A problem taches to all of the property rights, husband nor wife acting alone can 
most either owned on or acquired after alienate any interest in the prop-

commonly the date of assessment, of any person erty, nor can creditors of one levy 
liable for payment of the tax.2 The upon the property."4 

occurs where a application of this general rule is Tenancy by the entireties is the 
tax is assessed complicated somewhat where it only type of ownership in which the 
against an relates to certain jointly-owned prop- interests of a delinquent taxpayer 
individual who erty. A problem most commonly may not be enforced or foreclosed 
owns property occurs where a tax is assessed against upon. This is based on a somewhat 

~· 
jointly with his an individual who owns property archaic concept that the husband 

jointly with his or her spouse. There and wife are but one person in the 
or her spouse. are several determining factors as to law. As noted in the case of Rogers 

whether a tax lien against an indi- v Rogers . .s 
vidual can be enforced and foreclosed "In a true tenancy by the 
against property owned by that indi- entireties, each spouse is 
vidual jointly with his or her spouse. considered to own the whole 
These factors, including state law, and, therefore, is entitled to 
timing, title of property and fraudu- the enjoyment of the en-
lent conveyances, are the focus of this tirety and to survivorship. 
article. When real property is so 

held as tenants by the 
II. Title of Ownership • entireties, neither spouse 

State Law. acting alone can alienate or 
In Michigan, property acquired dur- encumber to a third person 
ing a marriage can be titled as fol- an interest in the fee of 
lows: (!)tenants by the entireties; (2) lands so held. Neither the 
tenants in common; (3) joint tenants; husband nor the wife has 
(4) joint tenants with rights of an individual, separate 
survivorship; and (5) sole ownership interest in entireties prop-
subject to dower rights of the spouse. erty, and neither has an 
All of the above types of property are interest in such property 
subject to government tax liens. The which may be conveyed, 
foreclosure and enforcement of tax encumbered or alienated." 
liens against such property have Under Michigan law, a husband 
varying effects as discussed below. and wife shall be equally entitled 

~ to the rent, products, income, or 
A Tenants by the entireties. profits, and to the control and 

10 The Internal Revenue Service management of real or personal 

>I 
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property held by them as tenants do not provide for entireties owner-
by the entireties. 6 This is ill us- ship as illustrated in the following 
trated by the case of Cole v case. 
Cardoza, 7 in which excise taxes In United States v Rodgers, 8 the 

l 
were assessed against the husband, United States Supreme Court held 
Eugene Cole, in connection with that a federal court may order the 
certain gambling activities. A lien sale of a family home under IRC 
was placed on the family home 7403 in which a delinquent tax-
owned by Eugene Cole and his wife payer had an interest at the time 
Mary as tenants by the entireties. that the tax indebtedness was 
The 6th Circuit noted: incurred. It is important to note 

"In Michigan tenants by the thafin the tax enforcement context, 
entirety hold under a single state law governs whether any As a planning 
title. Neither spouse has attachable property interests exist tool, one the power without the in the first place and federal law 
concurrence of the other to governs the consequences that should 
alienate the estate or any attach to those interests. Texas is consider the 
interest therein, and neither a community property state whose benefits of 
the land nor the rents and laws do not provide for entireties filing separate 
profits therefrom are subject ownership but does provide a income tax 
to levy or execution for the homestead property exemption. returns where sole debts of the husband." The Supreme Court determined the family 

e The Court determined that the that federal tax liens attach since, 
lien be declared null and void under Texas law, each spouse has home Is owned 
stating: an independent right to homestead by tenants by 

" ... the federal tax lien does property which may be attached. the entireties 
not attach to the subject It must be noted that the non- and there is 
property owned by Eugene delinquent taxpayer was entitled potential for and Mary Cole by the to proceeds representing her 
entirety, because the interest in the property. one spouse to 
Government's tax lien is Many commentators feel that incur a 
against Eugene Cole entireties ownership serves much significant 
only." the same function as a homestead income tax 

As a planning tool, one should exemption created by state law. /lability. 
consider the benefits of filing They argue that since such exemp-
separate income tax returns where tions have been held not to defeat 
the family home is owned by ten- the federal tax lien, the same treat-
ants by the entireties and there is ment should be accorded the en-
potential for one spouse to incur tirety interest. 9 Others, in support 
a significant income tax liability. of entireties ownership, point out 
Such a situation would commonly that allowing a federal levy on the 
arise where one spouse is the owner sale of property would deprive the 

•'· or partner in a failing business. other spouse of his or her state 
Tenancy by the entireties owner- created right to present use and 

ship is provided for in the following enjoyment. 
jurisdictions: District of Columbia, 
Florida, Hawaii1 Indiana, Mary- B. Tenants In Common. 
land, Michigan,'Mississippi, There are no cases which preclude 
Missouri, North Carolina, Penn- the attachment of a creditor's lien 
sylvania, Rhode Island, Virginia, on one spouse's interest upon the 
Vermont and Wyoming. Tax liens termination of the entireties estate. 
will be enforced and property will One common method of terminating 

11 be foreclosed upon in states which the entireties estate is through a 
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divorce. Michigan law automati- erty, they may own the property as 
cally makes tenants by the entirety either joint tenants or tenants in 
tenants in common upon the entry common. Such ownership is not 
of a final divorce decree unless the converted into a tenancy by the 
ownership thereof is otherwise entireties by the subsequent mar-
determined by the divorce decree. 10 riage of the titleholders. Where a 
Therefore, upon divorce, where the couple acquires property prior to 

Anon-
ownership is not determined by the their marriage and wishes to own 
divorce decree, liens filed against it as entireties property at the time 

delinquent the delinquent taxpayer would of their marriage, they must deed 
spouse may be automatically attach to his or her lf2 such property to themselves as 
able to over- interest in the property. The whole tenants by the entireties. 

come the property may be sold to collect the Where the couple owns the prop-

presumption of taxes found to be due.11 The non- erty as joint tenants, tax liens 
delinquent spouse will then be attach to the delinquent taxpayer's 

joint ownership entitled to proceeds representing interest in such property. If such 
by showing his or her share ofthe property. property was held jointly with 
that the As a planning tool, in the event rights of survivorship, tax liens 
delinquent that a divorce situation arises, one would attach to the delinquent 

taxpayer- should consider whether any tax taxpayer's interest, and, upon the 
liens have been filed against an death of the non-delinquent tax-spouse individual spouse. If so, one should payer, would attach to the entire 

contributed suggest to one's client that such property. Conversely, if the delin-
nothing toward property be transferred to the non- quent taxpayer dies first, the non- ~· 
the purchase of delinquent taxpayer-spouse pursu- delinquent taxpayer would take full 
property. ant to a divorce decree. Since such title to the property unaffected by 

property is exempt, it would not be the liens. 12 

deemed a fraudulent conveyance. A non-delinquent spouse may be 
In handling the sale of property able to overcome the presumption 

which was formerly entireties of joint ownership by showing that 
properties which was quit-claimed the delinquent taxpayer-spouse 
to the innocent spouse pursuant to contributed nothing toward the 
a divorce decree, it is foreseeable purchase of property. If this is 
that the liens against the delin- established, the non-delinquent 
quent spouse will appear on the spouse may prevent the attach-
title commitment for the property. ment of the federal tax lien on the 
This is a common problem which property altogether. This was the 
can be resolved with title insurance result in Schmit v United States, 13 

companies by providing them with where the wife had made the down 
a review of the case and statutory payment and subsequent monthly 
law in this area. The Internal payments on a single-family resi-
Revenue Service will not issue a dence which was titled in her name 
certificate of discharge or nonat- and the name of her tax delinquent 
tachment in such situations. Fol- husband as joint tenants. 
lowing Cole, supra, the Service has 
correctly adopted the position that D. Sole ownership subject to 
since the tax lien never attached, it dower rights. 
cannot be discharged or released. The Internal Revenue Service may 

foreclose upon and enforce federal tax 
c. Joint Tenants, Rights of liens against real property owned by 

~ Survivorship. a delinquent taxpayer whose wife 
When parties are not husband possesses dower rights. The reason-

12 and wife when they acquire prop- ing is provided in the case of United 

~J 
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State v Benn, 14 in which the court the government, the transfer may be 
noted: deemed void as fraudulent. Thus, the 

"Dower is not a vested right, timing and the amount of consider-
a privilege or an immunity ation received for the transfer will be 
protected by the Constitu- reviewed by the courts in determining 
tion. Before the husband's whether the transfer is fraudulent. 
death the wife's right of In Miele v United States, 17 a delin-
dower is inchoate." (Cita- quent taxpayer purchased a family 
tions omitted). home in 1979 prior to his marriage. 

Recognizing the inchoate nature The taxpayer and his wife were 
of the right of dower, the court found married on April 1, 1982. The couple 
that an execution by the United had lived together since 1970. On the 
States against the husband's property date of their marriage, the wife 
cut off the wife's right of dower. The executed a prenuptial agreement 
court noted that foreclosing the tax relinquishing all of her rights in her 
liens of the United States will divest husband's property in exchange for 
the petitioner of all the title and right sole ownership of his family home. 
he has in the property and no dower No other consideration was given. On 
will ever accrue in it. The dower, June 7, 1982, the United States made 
being inchoate, Will be extinguished assessments against the husband for 
before it ever comes into existence. a 100% penalty tax. They made 

further assessments against him in 
III •. Timing of Lien - 1983 for unpaid income taxes. In 

fl Fraudulent Conveyances. 1984, a notice of tax lien was filed 
As discussed above, IRC §6321 sets against the taxpayer's Wife. The 
forth the general rule of attachment. notice asserted that the federal tax 
This rule provides that if any person liens securing the tax liabilities of the 
liable to pay any tax neglects or taxpayer constituted liens upon the 
refuses to pay the same after de- interest of the taxpayer's Wife in and 
mand, the amount, including penal- to the family home. 
ties and interest, shall automatically The court noted: " ... such lien 
be a lien in favor ofthe United States does not attach to property the tax-
upon all property and rights to prop- payer had previously transferred or 
erty belonging to the taxpayer. The to property he no longer owns. The 
demand referred to is the demand the fraudulent conveyance laws, however, 
Internal Revenue Service is required provide an exception and permit the 
to make of the taxpayer as soon as creditor to set aside a transfer that 
practicable and in no event later than has been made to defeat the rights of 
60 days after an assessment. 15 A tax the creditor." The court, reviewing 

I. lien arises by operation of law where the Uniform Fraudulent Conveyance 
(1) a tax assessment has been made; Act as adopted in Florida, decided 
(2) the taxpayer has been given notice that a waiver of marital rights by the 

•1', of the assessment stating the amount taxpayer's Wife was sufficient consid-
and demanding its payment; and eration to avoid the transfer of the 
(3) the taxpayer h~s failed to pay the house being deemed a fraudulent 
amount assessed within 10 days after conveyance. The key determination 
the notice and demand. 16 in this case was the court's finding of 

A lien does not attach to the prop- sufficient consideration in the waiver 
erty the taxpayer previously trans- of the wife's marital rights. Had the 

e ferred or no longer owns. On the court found the wife's waiver of 
other hand, if such a transfer is made marital rights to be insufficient 
in an attempt to defeat the rights of consideration, it probably would have 

13 
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determined the conveyance to be 
fraudulent notwithstanding the fact 
that the transfer was made prior to 
the assessment. 

The following cases illustrate the 
rule on fraudulent conveyances as it 
is applied in most states, including 
Michigan, that is; since tax liens 
attach at the time of the assessment, 
any transfer thereafter for inadequate 
consideration will be void as a fraudu
lent conveyance. 

In United States v Freeman, 18 the 
transfer of a family home to the non
delinquent wife was void as a fraudu
lent conveyance where taxes had 
previously been assessed which gave 
rise to tax liens on all property and 
rights ofproperty of the taxpayer. 

In United States v Rode, 20 the 
court, applying Michigan law, deter
mined a transfer of farmland by 
parents to their children was void as 
having been made at a time when a 
U.S. Tax Court judgment was against 
them. Michigan law provides that 
every conveyance made and every 
obligation incurred with actual intent 
. .. to hinder, delay or defraud either 
present or future creditors, is fraudu
lent as to both.21 In this case, the 
children gave a 1980 apple crop as 
consideration for the farmland. The 
court deemed such consideration as 
insufficient. At the time of the trans
fer, a judgment had been entered 
against the defendants by the U.S. 
Tax Court and they had been notified 
that the IRS would be auditing addi
tional returns filed by them. Accord
ingly, the court set aside the transfer 
as fraudulent. 

IV. Defects on Liens. 
In most situations in which a tax lien 
has been filed against a taxpayer, he 
or she has no recourse other than 
paying the tax liability. Under cer
tain limited situations however, a tax 
lien may be deemed defective, i.e., 
erroneously filed and may be ap
pealed by the taxpayer. 
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IRC §6326 gives the taxpayer the 
right to appeal the filing of a notice 
of federal tax lien where (1) the tax 
liability that gave rise to the lien, 
plus any interest and additions to tax 
associated with that liability, was 
satisfied before the filing of the notice 
oflien; (2) the tax liability that gave 
rise to the lien was assessed in viola
tion of the deficiency procedures of 
IRC §6213 (where a lien is filed while 
the deficiency is under the consider
ation of the United States Tax Court); 
(3) the tax liability that gave rise to 
the lien was assessed in violation of 
the bankruptcy code; or (4) the stat
ute oflimitations for collection of the 
tax liability that gave rise to the lien 
expired before the filing of the notice 
of federal tax lien.22 The statute of 
limitations is presently 10 years from 
the date of assessment. 

An appeal must be made within 1 
year after the taxpayer becomes 
aware of the erroneously filed tax 
lien.23 It must be mailed to the Direc
tor of Internal Revenue, Chief, Spe
cial Procedures Unit to the district in 
which the lien was filed. The appeal 
must contain the name, address and 
taxpayer identification number ofthe 
taxpayer, copy of the lien, and 
grounds upon which the filing of the 
notice is being appealed. With regard 
to (1) above, the taxpayer should 
include proof of payment with an 
appeal. With regard to (3) above, the 
taxpayer must provide the identity of 
the court, the district in which the 
bankruptcy petition was filed, the 
.docket number and the date of filing 
of the bankruptcy petition. 

V. Conclusion. 
Ownership of property as tenants by 
the entireties will prevent the Inter
nal Revenue Service from foreclosing 
and enforcing tax liens which have 
attached where the assessment is 
against an individual's spouse. In 
virtually all other types of ownership, 
the Internal Revenue Service will be 
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able to foreclose and enforce tax liens 
against real property. For the pur
poses of timing, it appears that the 
liens attach on the date on which the 
tax is assessed. Any transfer of 
property after the assessment of a tax 
for insufficient consideration will be 
deemed a fraudulent conveyance. 
State law governs fraudulent convey
ances as well as whether any attach
able property interest exists. Once a 
tax has been assessed, it is extremely 
difficult to avoid IRS enforcement. 

Tax liens may be appealed in very 
limited circumstances. In most 
situations, however, a taxpayer has 
no recourse other than paying the tax 
liability. 
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Successor & Transferee Tax Liability Rules 
for Purchasers of Michigan Businesses 
By: Joseph A. Bonventre 
and James A. Newhard 

A prospective purchaser of an 
established Michigan business has 
many concerns which go beyond the 
potential profitability of the target 
corporation. Most notably among 
these is the potential for unwittingly 
assuming the unwanted liabilities of 
the target corporation, including 
liabilities for unpaid state and federal 
taxes of the corporation. It is impor
tant for a prospective purchaser of a 
Michigan business to be aware of 
its potential liability for the unpaid 
Michigan Single Business taxes, 
Sales and Use taxes, Federal income 
taxes and Federal and Michigan 
employment taxes of the target 
corporation. It is also important to 
be aware of the methods available for 
avoiding or limiting successor and 
transferee liability. This article will 
examine the various successor liabil
ity rules for Michigan taxes and the 
transferee liability rules for Federal 
taxes. 

I. Michigan Single Business 
Tax, Sales and Use Tax 
and other taxes. 

Michigan businesses may be subject 
to several Michigan taxes, including 
the Single Business Tax, 1 Sales Tax,2 

Use Tax, 3 and Cigarette Tax. 4 Pur
chasers of Michigan businesses may 
find themselves liable for the unpaid 
obligations of the predecessor corpo
ration for these various taxes unless 
certain procedures, outlined by stat
ute, are followed at the time of the 
purchase. 

MCLA §205.27a(l) provides that a 
purchaser of a going or closed busi
ness or its stock of goods is required 
to withhold a portion of the purchase 
price, sufficient to cover the unpaid 
taxes, interest and penalties and 
place that amount in an escrow 

account until the seller has produced 
a receipt or a certificate from the 
Michigan Department of Treasury 
(the "Department") that all taxes 
due have been paid. 

There are several tools available 
to the purchaser in determining the 
amount to place in escrow. The 
purchaser will usually ask the seller 
for copies of its Michigan Single 
Business Tax Returns and Sales, Use 
and Withholding Tax Returns for the 
last few years. In addition, the 
purchaser will ask the seller to 
provide a pro forma Single Business 
Tax Return for the seller's final year 
to estimate the seller's tax liability. 
The purchaser will also want to verify 
that the amount of taxes due which 
are listed on these returns have been 
paid to the Department. For these 
purposes the Department will, upon 
request, provide a seller or purchaser 
who obtains the seller's Written 
Waiver of Confidentiality on Form 
C-1 029 a list of Michigan taxes paid 
up to a certain date. The purchaser 
can also ask for a Tax Letter by 
completing Form C-3351. A Tax 
Letter does not constitute a Certifi
cate of Tax Clearance or a Certificate 
of Good Standing. Rather, a Tax 
Letter merely states whether the 
seller's Michigan taxes are in arrears. 
Mter the purchaser has acquired the 
seller's Michigan tax returns and 
Michigan tax information on the 
seller from the Department it is in 
a position to compute the escrow 
amount. As an added precaution, the 
purchaser usually adds an additional 
amount to the escrow funds to cover 
any unanticipated tax liability. 

In general, the seller is able to 
obtain a tax clearance from the 
Department within several weeks 
after filing its final tax returns with 
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the Department's Tax Clearance 
Division. Once the seller gives the 
purchaser a Tax Clearance Certifi
cate, the escrowed funds are released. 
If a purchaser fails to comply with 
the escrow requirement, then the 
purchaser becomes personally liable 
for the payment of the unpaid taxes, 
interest and penalties of the former 
business. 

In order to be sure an escrow 
account is established, and thereby 
avoid personal liability, it is best to 
provide for the creation of the escrow 
account directly in the purchase 
agreement. It should also be noted 
that because the statute does not 
define "successor" situations may 
arise where potential liability is 
unclear. It is always best to provide 
for an escrow account whenever 
substantial assets are to be acquired. 

II. Federal Income Taxes. 
Another concern for the purchaser of 
a Michigan business is assuming the 
liability. for the target corporation's 
unpaid federal income taxes. The 
federal transferee liability rules differ 
somewhat from the Michigan succes
sor liability rules. Section 6901 of 
the Internal Revenue Code of 1986, 
as amended ("IRC")5 allows the IRS to 
collect unpaid taxes from the "trans
ferees" of assets of the taxpayer. This 
section permits the IRS to bring an 
action at law or equity, and to use the 
same collection procedures it may use 
against the taxpayer, against the 
transferee to collect the unpaid taxes. 
The regulations state that a trans
feree includes the successor of a 
corporation. 6 

Typically, when a corporation 
transfers assets to a successor corpo
ration for a fair and adequate consid
eration, no transferee liability arises 
because the consid~ration effectively 
replaces the assets which were trans
ferred. 7 However, Michigan law 
provides certain situationswhen 
transferee liability may be imposed. 
Generally, a transferee can be held 

liable only for the amount of tax owed 
by the transferor and then such 
liability is generally limited to the 
value of the assets received from the 
transferor.8 It is also generally true 
that the IRS must first seek payment 
from the transferor unless such an 
effort would be futile. 9 The period of 
limitations for assessment of liability 
against an initial transferee expires 
one year after the expiration of the 
assessment period against the tax
payer.10 

IRC Section 6901 does not provide 
when such transferee liability shall 
arise but rather sets forth the collec
tion mechanism for the IRS to enforce 
existing liability once such liability 
has been ascertained. The subs tan
tive law of the state where the 
transfer took place is the law which 
determines whether transferee 
liability may be imposed. 11 

In Michigan, the case law regard
ing successor liability provides the 
general rule that when a corporation 
sells its assets the purchaser of those 
assets is not liable for the debts and 
liabilities of the seller. 12 There are 
four enumerated exceptions to this 
general rule. Liabilities may be 
assumed by a purchaser where: 
(1) two or more corporations consoli
date to form anew corporation 
without making any provision for 
the payment of the obligations of the 
old corporation; (2) the new corpora
tion is a mere continuance of the old; 
(3) the sale is fraudulent and the 
property of the old corporation can 
be followed into the hands of the 
purchaser; or (4) a purchasing corpo
ration promises to pay the debts of 
the old corporation, either expressly 
or impliedly.13 

Thus, pursuant to IRC Section 
6901 and Michigan case law, federal 
tax liability may follow into the 
hands of the acquirer where there is 
a merger, consolidation or otherwise 
a continuance of the old business by 
the new, a fraudulent sale, or an 
agreement by the purchaser to as-
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sume liability. Where the acquirer is 
merely purchasing certain assets at a 
fair price and is not continuing the 
business of the target corporation, no 
liability should pass to the purchaser 
under Michigan law and likewise no 
federal tax liability should pass to the 
transferee. 

A recent case in Michigan has 
made it clear that purchasers must 
be aware of the trap ofbeing found to 
have impliedly agreed to assume the 
obligations of the predecessor. In 
Antiphon, Inc. v LEP Transport, Inc. 
183 Mich App 377 (1990), an implied 
agreement by the acquirer to pay the 
debts of the predecessor corporation 
was found to exist by applying the 
theory of equitable estoppel. The 
court found that the purchaser had 
unintentionally induced a creditor 
to believe that the purchaser was 
assuming the debts of the predecessor 
since the purchaser never denied such 
an assumption and held itself out as 
the predecessor. 14 Since the creditor 
had reasonably relied upon the acts of 
the purchaser to its detriment, the 
court held that the purchaser waR 
equitably estopped from denying 
liability to the creditor. 15 

In addition to relying upon succes
sor liability case law, the IRS may 
also be able to rely on certain Michi
gan statutes to form the substantive 
basis for transferee liability. For · 
example, the Michigan Business 
Corporation Act provides that when a 
merger is effectuated, the surviving 
corporation takes on all the liabilities 
of each corporation to the merger .16 

This would likely include federal 
income tax liability. 

Also, the Uniform Fraudulent 
Conveyance Act as adopted in Michi
gan may permit the IRS to nullify the 
transfer of assets in the event the 
transfer was incurred by a corpora
tion which was insolvent or became 
insolvent as a result of the transfer, if 
the transfer was incurred without fair 
consideration. 17 This would also 
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provide a remedy to the IRS in the 
event the actual intent of the trans
action was to hinder, delay or de
fraud creditors.18 

Finally, the IRS may also have a 
remedy against the transferee under 
the .Bulk Sales Act as adopted in 
Michigan to the extent that the IRS 
is a creditor entitled to receive notice 
of the transfer and notice is not 
properly sent to them. 19 In this case, 
the Bulk Sales Act may place liability 
on the shoulders of the transferee for 
the value of the property transferred 
to it or the amount paid for it.20 

III. Federal and Michigan 
Employment Taxes 

Businesses are required to act as tax 
collector for certain tax obligations of 
their employees. Purchasers of such 
businesses may find themselves 
liable for unpaid employment taxes 
on both the federal and state level. 

With respect to successor liability 
for federal income taxes required to 
be withheld from salaries and wages 
of employees, the same rules apply as 
discussed earlier for transferees. If 
the purchaser of the business is 
deemed to have assumed the liabili
ties of the transferor under Michigan 
law, the IRS may proceed against the 
successor for these amounts. 

Successor rules differ slightly for 
Social Security and unemployment 
contributions. A successor employer 
is defined as one that acquires sub
stantially all the property used in the 
trade or business of another em
ployer and immediately thereafter 
employs an individual who immedi
ately prior to the acquisition was 
employed in the trade or business of 
the predecessor. 21 Wages paid by a 
predecessor corporation are included 
and treated as paid by the purchaser 
in determining whether a successor 
employer is liable for the FICA tax of 
a particular employee.22 Where a 
corporate merger or consolidation 
takes place, the resulting corporation 
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is regarded as the same taxpayer and 
the same employer as the absorbed 
corporation for FUTA tax purposes.23 

With respect to Michigan income 
taxes required to be withheld from 
salaries and wages of employees, the 
state rules discussed above regarding 
withholding a portion of the purchase 
price apply. With respect to contribu
tions to the Michigan Employment 
Security Commission ("MESC"), 
however, the rules differ. The MESC 
successor liability statute24 clearly 
defines "successor" as any individual 
or entity which acquires the organiza
tion, trade, business or 75% or more 
of the assets of a Michigan business. 
This successor is liable for all of the 
contributions and interest due the 
MESC at the time of purchase. This 
liability may be limited, however, by 
requesting, not less than ten days 
before the closing date, a statement 
from the MESC certifying the status 
of contribution liability. The 
successor's liability for amounts due 
the MESC is then iimited to the 
amount certified.25 The purchaser 
should include a clause in the pur
chase agreement providing for an 
adjustment to the purchase price in 
an amount equal to the contribution 
liability as certified by the MESC. 

The MESC statute further provides 
that the transferor, real estate broker 
or other agent representing the 
transferor must disclose to the pur
chaser, on a form provided by the 
MESC (MESC Form 1027), all 
amounts of outstanding and unre
ported unemployment tax liability 
and the tax payments, tax rates and 
cumulative benefit charges for the 
past five years along with a listing of 
all current emplo)rees and all employ
ees who have ceased employment in 
the past 12 months. 26 This form must 
be completed by the transferor and 
delivered to the purchaser of the 
business no later than two calendar 
days, excluding Saturdays, Sundays 

and legal holidays, before the accep
tance of an offer to purchase. Failure 
to com ply with this section and to 
report accurate information can 
result in the transferor being guilty of 
a misdemeanor punishable by 90 days 
in prispn and/or a fine of up to $2,500. 
These penalties are in addition to 
whatever consequential damages may 
result from the failure to comply. 

Conclusion 
In conclusion, successors and trans
ferees may acquire more than just the 
assets of a business. A careless 
purchaser may wind up with certain 
tax liabilities of the acquired corpora
tion. Liability does not have to come 
as a surprise, however, ifthe succes
sor and transferee liability rules are 
followed and purchase agreements 
are drafted with these rules in mind. 
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Federal and Michigan Tax Aspects of Real Estate 
Partnership Workouts and Foreclosures - Part II 
John J. Grant 

A. Introduction 
The first part of this article appeared 
in the 2nd quarter 1991 issue of the 
Michigan Tax Lawyer and discussed 
the federal tax impact of debt reduc
tions and modifications for solvent, 
bankrupt and insolvent partners, as 
well as special rules for nonrecourse 
debt and purchase money debt. Part 
II covers special considerations for 
partnerships, such as exchanges of 
debt for equity, and the rules concern
ing allocation ofinco~e.and !~ability 
sharing as well as Michigan smgle 
business and income tax consider
ations. 

B. Special Consideration 
for Partner$hips 
1. Impact of Partnership 

Liability Sharing Rules on 
Allocations of Income and 
Deemed Cash Distributions 
Real estate partnership loan 
restructurings almost always 
involve one or more of the follow
ing: changes in the amount and 
nature of partnership debt, 
including partner (or related 
party) guarantees of partnership 
debt, modifications to the exist
ing partners' interests in the 
partnership, or the admission of 
new partners. Each of these 
events may have a dramatic 
impact on the manner in which 
partners are con~i~e~ed ~? ~hare 
in the partnerships habihties. 
These sharing rules are impor
tant since: 
(1) a partner's share ofliabil~

ties is included in determm
ing the basis of his interest 
in the partnership, which 
basis affects the ability of 
the partner to claim part
nership losses and the 

Copyright 1991 Deloitte & Touche 

taxation of cash (actual or 
deemed) distributions; and . 

(2) a partner's share ofliabilities 
will determine, indirectly, 
the partner's economic risk 
ofloss (or lack thereof), 
which affects the validity 
and timing of income and 
loss allocations to the part
ners. 
a. Characterization of 

Debt as Recourse, 
Nonrecourse or 
"Partner Nonre· 
course." 

Inasmuch as a partner 
is entitled to include in 
the basis of his partner
ship interest his share of 
the partnership's liabili
ties under Section 752 of 
the Internal Revenue 
Code of 1986 ("Code"), it 
is critical to examine the 
amount and character of 
the partnership's liabili
ties both before and after 
a debt restructuring. 
Even if the workout does 
not result in COD in
come, a reduction of the 
debt or change in its 
character could give rise 
to deemed distributions 
of money to a partner 
which may be taxable to 
the extent such distribu
tions exceed thepartner's 
basis in his partnership 
interest. As discussed 
previously, a partner also 
may be exposed to the 
recognition of gain where 
the amount of COD 
income allocated to a 
partner is less than the 
amount of debt reduction 
allocated to such partner 
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under Section 752. theory.6° Consequently, 
Prior to the issuance of on December 29, 1988, 

Temporary Regulations the Treasury issued 
in 1988, the debt sharing Temporary Regulations 
rules for partners were under Section 752 which 
fairly straightforward dramatically altered the 
under the Section 752 allocation of partnership 
regulations. Basically, liabilities.61 The Tempo-
the regulations58 pro- rary Regulations are 
vided that partnership generally effective for 
recourse debt was partnership liabilities 
shared among general incurred after January 
partners in the manner 31, 1989.62 The new 
in which they shared Temporary Regulations 
partnership losses. essentially divide part-

In general, Partnership nonrecourse nership debt into three 
under the new debt was shared among categories: debt upon 
Temporary both general and limited which none of the part-

Regulations partners in the manner ners is personally liable 
in which they shared in (nonrecourse debt);63 

nonrecourse partnership profits. debt upon which one or 
debt is Further, despite being more of the partners 
allocated economically at risk, a shares in the economic 
among the limited partner who risk of loss (recourse 
partners in the guaranteed an otherwise debt);64 and nonrecourse 

nonrecourse debt was debt the economic risk of same manner not allocated any basis loss for which is borne by 
in which they for the amount of the a greater than 10% 
share in guarantee.59 Rather, partner or any related 
partnership such guarantee operated person to such partner 
"minimum to convert the debt into (partner nonrecourse 
gain." recourse debt which was debt).65 

allocated solely to the In general, under the 
general partners. In new Temporary Regula-
short, the regulations tions nonrecourse debt is 
under Section 752 were allocated among the 
outdated since they did partners in the same 
not com port with eco- manner in which they 
nomic reality and were share in partnership 
not easily adaptable to "minimum gain."66 

sophisticated modern Minimum gain is essen-
financing arrangements. tially equal to the excess 

As a result of perceived of the partnership's 
deficiencies in the old nonrecourse debt over 
regulations and underly- the basis of property 
ing case law, Congress in securing the debt. 67 To 
1984 directed the Trea- the extent that such 
sury to promulgate excess was generated as 
regulations to change a result of deductions 
the partnership liability (e.g., depreciation) or 

~. allocations to be more distributions attribut-
consistent with an able to nonrecourse debt 

22 "economic risk of loss" of the partnership, the 
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partners will be deemed determined by examin-
to have a share of"mini- ing the loan documents, 
mum gain." Since upon a the partnership agree-
foreclosure of the prop- ment (e.g., deficit 
erty the partnership payback requirements), 
would, at a minimum, and any collateral agree-
recognize gain equal to ments among the part- Partnership 
the excess of the ners. Thus, if a partner recourse debt 
nonrecourse debt over is obligated to make up a is allocated to 
the basis of the property, deficit in his capital the partners in such amount is referred account upon liquidation 
to as the minimum gain. of the partnership, and if accordance 
Special rules are pro- such amount will be paid with the 
vided for the allocation of to the lender (assuming manner in 
nonrecourse debt with that the partnership's which they 
respect to contributed assets are worthless), share the 
property, and with the partner will corre- economic risk respect to nonrecourse spondingly share an 
debt which is secured by amount of the recourse of loss with 
property which has been debt equal to the deficit . respect to 
"revalued'' by the part- repayment obligation. such debt. 
nershi p under the Sec- Similarly, if a partner 
tion 704(b) regulations.68 guarantees an otherwise 

8 In the latter situations, nonrecourse debt, such 
nonrecourse debt is partner will be deemed 
allocated to the contrib- to share the economic 

' uting partner (or the risk of the loss with I partner whose capital respect to such debt and 
account was revalued as will be allocated a corre-
a result of the revalua- sponding amount of the 
tion of partnership liability. 
property) to the extent In the case of "partner 
such partner would be nonrecourse" debt, the 
allocated minimum gain regulations provide that 
on the sale of such prop- the entire amount of 
erty.69 To the extent the partner nonrecourse 
partnership's nonre- debt is allocated under 
course debt exceeds the Section 7 52 to the part-
amount of minimum ner who bears the eco-
gain, such amount is nomic risk of loss with 
allocated among the respect to such debt.72 

partners in accordance Further, the Section 
with their interest in 704(b) regulations 
partnership profits. 70 consistently require that 

Partnership recourse deductions attributable 
debt is allocated to the to partner nonrecourse 
partners in accordance debt must be allocated 
with the manner in solely to the partner who 
which they share the makes the nonrecourse 

e economic risk ofloss with loan. 73 The Temporary 

J 
respect to such debt. 71 A Regulations provide 
partner's share of the some relief, however, by 
economic risk of loss is providing that qualified 23 
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nonrecourse loans from a reduction in the amount 
partner who owns an of the partnership 
interest of 10% or less in nonrecourse minimum 
the partnership will not gain or partner 
be considered to be nonrecourse minimum 
partner nonrecourse gain. In such situations, 
debt. Instead, such the Section 704(b) regula-
liabilities will be consid- tions require a manda-
ered to be normal part- tory gross income 
nership nonrecourse allocation to the partners 
debt. 74 with deficit capital ac-

b. Allocation of Income counts to the extent of 
Under Section 704(b) their share of the reduc-
To the extent a partner- tion in such minimum 
ship recognizes gain on a gain (or partnership 
foreclosure or deed in minimum gain).76 Al-
lieu of foreclosure, though the allocation of 
involving nonrecourse this minimum gain 
debt, such gain will recapture will increase 
normally constitute the basis of the partner's 
minimum gain which, interest, the amount will 
under the Section 704(b) not necessarily corre-
temporary regulations, spond to the amount of 
must be allocated to the the partner's reduction of 

' partners to the extent of indebtedness under 
their previous shares of Section 752. Conse-
nonrecourse deduc- quently, to the extent the 
tions. 75 These non- basis for debt reduction 
recourse deductions are under Section 752 ex-
usually manifested in ceeds the amount of gain 
deficit capital accounts. so allocated, the partner 
Thus, a foreclosure or will have gain under 
deed in lieu transaction Section 731. 
will automatically result To complicate matters, 
in the recognition of it is not clear that the 
minimum gain. In some classification of debt for 
cases, in order to avoid purposes of Section 108 is 
the potential taxable consistent with the debt 
income resulting from a status under Sections 
sale or deed in lieu of 704(b) and 752. Thus, 
foreclosure, the partner- where a debt is totally or 
ship may restructure its partially guaranteed by a 
obligations. If such non partner, the partner-
restructuring constitutes ship upon foreclosure 
a reduction of the out- should be considered as 
standing indebtedness, receiving sale or ex-
COD income will usually change income under 
result. Further, ifthe Tufts. This is because the 
debt reduced is nonpartner guarantor, 
nonrecourse or partner upon performing his 

( nonrecourse, there will guarantee, will be treated 
be a corresponding as stepping into the shoes 
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of the creditor, and will 
thus acquire the same 
nonrecourse rights as 
the original creditor. 
Since the guarantor will 
not have any recourse 
against any of the part
ners, the foreclosure or 
deed in lieu of foreclo
sure sale to the creditor 
should be treated as a 
transfer in satisfaction of 
the outstanding nonre
course debt, taxable 
under the Tufts' 
rationale. 

A more difficult situa
tion arises where a 
partner guarantees an 
otherwise nonrecourse 
debt. Although Section 
704(b) and Section 752 
treat this debt as "part
ner nonrecourse" debt, 
the partnership arguably 
for Sections 108 and 
1001 purposes still has 
nonrecourse debt. Thus, 
the Tufts' sale or ex
change treatment should 
apply. The partner/ 
guarantor presumably 
obtains, through 
subrogation, no greater 
rights than the 
nonrecourse lender. 
Accordingly, upon the 
payment of the guaran
tee, the guarantor part
ner would not generally 
have any recourse 
against the other part
ners in the partnership. 
Again, the foreclosure or 
deed in lieu to the lender 
should be treated as a 
satisfaction of the 
partnership's liability 
and, under Tufts, the 
partnership should 
recognize sales or ex
change treatment. 

2. Exchanges of Debt for 
Partnership Equity 
To induce a lender to reduce the 
amount of outstanding indebted
ness, the partnership may offer 
the lender a partnership interest 
in exchange for a reduction in the 
debt. Although such debt-for
equity transactions are excepted 
from COD income treatment in 
the case of a corporation, the 
consequences to a partnership 
that exchanges a partnership 
interest for its debt are less 
certain. Further, such exchanges 
must consider the added complex
ity, discussed above, of the Sec
tion 752 partnership debt alloca
tion rules. There is little, if any, 
authority dealing directly with 
partnership interest-for-debt 
exchanges. However, such ex
changes should be nontaxable by 
analogy to the stock-for-debt 
exception and under the applica
bility of the nonrecognition pro vi
sions of Section 721. 
a. Applicability of Section 

721. Section 721(a) provides 
that no gain or loss is recog
nized to a partnership or any 
of its partners in the case of 
a contribution of property to 
a partnership in exchange for 
an interest in the partner
ship. Since a direct contribu
tion of money qualifies as 
nontaxable under Section 
721, the insertion of a note 
receivable from the partner
ship as an additional step in 
the process should not 
change the end result. Thus, 
the exchange (cancellation) of 
a receivable from a partner
ship for an interest in the 
partnership should be 
treated no differently than a 
contribution of cash to the 
partnership by the lender for 
an interest in the partner
ship and the partnership's 
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use of the cash to repay the 
debt. 

b. Analogy to Capento. Note 
that, as a balance sheet 
matter, the effect of the 
transaction to the remaining 
partners is a basis reduction 
from cancellation of the debt 
(and gain to them under 
Section 731 to the extent 
that their share of the debt 
cancelled exceeds their 
basis). The partnership's 
total basis in its assets, 
however, has not been 
reduced. In effect, the basis 
lost by the original partners 
is shifted to the former 
lender as a new partner. 
Conversion of the debt to 
equity fits precisely within 
the reasoning of cases such 
as Capento Securities Corp. 
v. Com'r. 77 that a creditor's 
exchange of debt for equity 
in a corporation does not 
result in income to the 
corporation. The rationale 
for the case was that a 
corporation that issues stock 
to retire a debt has not 
discharged the liability, but 
has merely substituted a 
capital stock liability for the 
old liability. 

c. Legislative Develop
ments. The Capento case 
and its rationale became the 
basis for a judicial "stock for 
debt" exception to the gen
eral rule of income from the 
cancellation of indebtedness. 
The stock for debt exception 
was generally confirmed by 
the Bankruptcy Tax Act of 
1980, which subjected the 
exception to two minor 
limitations contained in 
Sections 108(e)(8) and 
108(e)(10) of the Code. 
The case law is silent 

whether there is a general 
equity for debt exception 
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applicable to partnerships. 
The House Ways and Means 
committee in 1980 was 
sufficiently persuaded of the 
existence of such an excep
tion, however, to propose a 
legislative repeal of such 
exception, along with repeal 
of the general stock for debt 
exception. The stock for debt 
exception was, as indicated 
above, generally retained 
and the partnership issues 
were never statutorily 
addressed. 78 

3. Reduction of Debt in 
Exchange for "Equity 
Kicker" in the Property 
To induce a lender to reduce a 
debt to the greatest extent 
possible, it may be necessary for 
the partnership to give the 
lender an "equity kicker" in, or 
participation in the economic 
profit from, the partnership's 
property. In this situation, there 
has arguably been an exchange; 
the borrower has transferred an 
interest in potential future 
profits in exchange for a reduc
tion in debt burden. There is 
considerable doubt, however, 
whether this constitutes an 
"exchange" for tax purposes. 

The lender has not received an 
equity interest in the property as 
there usually is no "equity" in a 
workout. The lender's interest is 
merely a future profits interest. 
The courts have generally held 
that transactions involving the 
transfer of an interest in future 
profits are held open until those 
profits are actually earned.79 The 
receipt of an interest in profits of 
a partnership in exchange for 
services is a notable exception 
after the Campbell case, but the 
decision there was driven to a 
large extent by Section 83, which 
applies only to property received 
in exchange for services. 80 

Very recently the Service 
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addressed debt for partnership 
equity swaps in Notice 91-15.81 

Prior to the issuance of this 
notice, the Treasury issued 
proposed regulations under the 
related party debt acquisition 
rules which implied an intention 
to tax debt for equity swaps 
which would otherwise be tax 
free under Section 721. Without 
committing to whether such 
swaps are tax free under Section 
721, the Service stated that debt 
for partnership equity swaps are 
not within the scope of these 
rules and, therefore, will be 
treated under current law. 

Finally, the partners must 
examine the effect of admitting a 
lender to the partnership where 
the debt is reduced and/or where 
the lender (or a related party) 
has a greater than 10% interest 
in the partnership. The partners 
will have deemed cash distribu
tions equal to the amount of the 
debt reduced. Further, to the 
extent the remaining debt is 
nonrecourse and the lender (or 
related party) retains a greater 
than 10% interest in the partner
ship, such debt will be converted 
from nonrecourse debt to "part
ner nonrecourse" debt. This will 
result in a deemed distribution 
to the existing partners, not only 
equal to the amount of the debt 
reduction, but equal to the entire 
nonrecourse debt outstanding 
before the lender (or related 
party) was admitted as a part
ner. Further, this will usually 
result in a simultaneous alloca
tion of minimum gain gross 
income to the existing partners 
(to the extent of the 
partnership's gross income). The 
lender (unless it is a tax exempt 
entity) may also be pleasantly 
surprised to learn that the 
shifting of nonrecourse debt to 
partner nonrecourse debt will 
result in a corresponding current 

year allocation of gross deduc
tions to the lender equal to the 
increase during such year in 
"partner" minim urn gain. 82 

If the partners agree to revalue 
the partnership's property and 
adjust capital accounts accord
ingly, the results are further 
complicated. Such revaluation 
will, to the extent of nonrecourse 
debt (other than partner 
nonrecourse debt) outstanding 
after the admission of the new 
partner, effectively ''lock in" the 
nonrecourse liability allocated to 
the existing partners to the 
extent they would have been 
allocated gain on a foreclosure 
sale of the property. Where the 
lender becomes a greater than 10 
percent partner, a revaluation 
will not avoid a shifting of 
nonrecourse liabilities to the 
lender and, therefore, the exist
ing partners will be faced with 
potentially large minimum gain 
income and possible gain under 
Section 731. 

4. Acquisition of Debt of 
Related Party 
In order to prevent a foreclosure 
of the property with its atten
dant adverse tax consequences 
the partners or persons related 
to partners may offer to purchase 
the debt from the lender at a 
discount. The lender may be 
willing to sell its interest in the 
debt at a discount if the purchase 
price would net the lender more 
proceeds than the sale of the 
property, net of transaction and 
holding costs. If the party acquir
ing the debt owns more than a 
50% capital or profits interest in 
the partnership debtor, Section 
108(e)(4)(A) treats the partner
ship as having discharged the 
debt. Thus, the partnership will 
realize COD income equal to the 
difference between the outstand
ing amount of the debt an9 the 
acquisition price. This COD 
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income would be recognized as contributions, etc. In general, 
taxable income by all solvent or such modifications will not result 
bankrupt partners, including the in a termination of the partner-
partner who purchased the debt. ship under Section 708. However, 

When structuring debt acquisi- such modifications could result in 
In order to tions, care must be taken that a shifting of the liabilities among 
induce a lender the acquiror is not related to the partners to the extent the exist-
to reduce or debtor partnership. In this ing partners' profit sharing is 
restructure regard, the Service recently changed or to the extent a 

outstanding issued proposed regulations partner's economic risk of loss 
under Section108(e)(4) which with respect to partnership 

nonrecourse take the position that the debts is changed. Further, in 
debt, the acquiror will be considered some cases such modifications 
partners may related to the debtor if he subse- could result in the application 
be required to quently becomes related to the of the more restrictive Tempo-
contribute debtor.83 Further, even if the rary Regulations under Sections 

other property acquiror is not related to the 752 and 704(b) to existing 
partnership debtor, if the debt is partnership debt which was 

to the acquired by a greater than 10% "grandfathered" before the 
partnership. partner (or a person related to modification. 85 

such partner), otherwise 6. Contribution of Property 
nonrecourse debt will be con- by the Partners 
verted to partner nonrecourse In order to induce a lender to 
debt. This will cause a shift of reduce or restructure outstand- ( the partnership liabilities under ing nonrecourse debt, the part-
Section 752 from the non- ners may be required to 
acquiring to the acquiring part- contribute other property to the 
ner. This may result in recogni- partnership. Ifthe contributed 
tion of minimum gain charge- property is subject to liabilities, 
back or gain under Section 731 the possible shifting of such 
to the nonacquiring partners, liabilities from the contributing 
even though there is no COD to the noncontributing partner 
income under Section 108(e)(4). must be considered. In some 
This result might be avoided if cases, the noncontributing part-
the acquiring partner acquired ners may increase their share of 
the debt through a less than 80% partnership liabilities. Such 
owned corporation, since such a increases may be used to offset 
corporation is not considered the adverse effects under Section 
related to such partner for pur- 752 of debt reductions on the 
posed of the partner nonrecourse partnership's existing debt. 
debt rules.84 Where the contributed property 

5. Collateral Effects of is subject to nonrecourse debt 
Modification to however, the Temporary Regula-
Partnership Agreement tions under Section 7 52 may 
Sometimes in connection with a prevent the shift of a portion of 
real estate partnership workout, this debt to the noncontributing 
the partnership agreement will partners by first allocating an 
be amended to admit new part- amount of the debt to the contrib-
ners, convert a limited interest to uting partner equal to the mini-
a general interest and vice versa, mum gain which would be 

(I to provide or eliminate a capital recognized by the contributing 
account deficit "make-up", to partner on a sale of the prop-

28 provide for additional capital erty.ss 

LL 



Michigan Tax Lawyer-3rd Quarter 1991 

If the contributed property is 
subjected to a nonrecourse liabil
ity "in anticipation of' the contri
bution, the new proposed Section 
707(a)(2) regulations would treat 
the property as having been sold 
by the contributing partner to 
the partnership. 87 While such 
treatment may result in gain to 
the contributing partner, it 
would allow the nonrecourse debt 
incurred in anticipation of the 
exchange to be shared by the 
noncontributing partners to the 
extent of their interest in part
nership profits. 

C. Single Business Tax 
Considerations 

Often overlooked are the ramifica
tions of a debt restructuring or fore
closure on the single business tax 
liability ("SBT") of the partnership 
and its partners. A partnership 
engaged in business in Michigan is 
subject to the SBT.88 Partners are not 
subject to the SBT on their shares of 
income (or loss) from the partnership, 
thus ensuring a single level of taxa
tion.89 A partnership's SBT tax base 
consists of its business income for 
federal tax purposes, adjusted for 
certain items. The most significant of 
the deductions which are not allowed 
for SBT are depreciation and interest. 
The tax base cannot exceed, however, 
50% of the partnership's "gross re
ceipts," plus the recapture of the 
capital acquisition deduction 
("CAD"). 90 

A real estate partnership is 
allowed a capital acquisition 
deduction in arriving at its taxable 
base equal to the initial federal tax 
basis of acquired or constructed 
depreciable real property located 
in Michigan.91 As a result of the 
CAD, most real estate partner
ships incur a negative tax base in 
early years of operation and have a 
SBT business loss carryforward 
available to offset SBT tax base in 
future years. When foreclosure 

occurs, the gain plus the recapture 
of the CAD deduction usually 
exceeds the SBT business loss 
carryforward, resulting in a SBT 
tax liability for the partnership. 

The combination of the above 
factQrs can lead to some surprising 
results and interesting planning 
opportunities in connection with 
real estate partnership workouts. 
The first issue is whether COD 
income (as opposed to sale or 
exchange gain from foreclosure) 
must be included in business 
income of the partnership, espe
cially if such income is excludable 
by: one or more of the partners 
because they are either insolvent 
or bankrupt.92 If such COD income 
is excludable by the partnership, 
does the partnership have to 
reduce its SBT business loss 
carryforward by the amount of the 
reduction, analogous to the tax 
attribute reductions required 
under Code Section 108? There 
does not appear to be any statutory 
mechanism for requiring direct 
reduction of the SBT business loss 
carryforward. 

Arguably, since the single busi
ness tax treats the partnership as 
a separate entity, the exclusion of 
COD income by any of its partners 
should be irrelevant to the deter
mination of its business income. 
On the other hand, if the partners 
to whom COD income is allocated 
must reduce their individual tax 
attributes (including the basis of 
business property), and, if such 
reduction of attributes increases 
(or will increase) their individual 
single business tax liabilities, the 
COD income should not be consid
ered taxable income at the partner
ship level since to do so would 
violate the single level of taxation 
principle of the SBT.93 Note also 
that a reduction in partnership 
debt, resulting in a deemed cash 
distribution to the partners under 
Section 752, could cause a gain to 
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the partners under Section 731, 
which would not be excludable 
from business income of a partner 
who is subject to the SBT.94 
Assuming that COD income is 
included in the business income of 
the partnership, would such in
come constitute "gross receipts" for 
purposes of the 50% gross receipts 
reduction to the tax base? Initially, 
it would appear that a strong policy 
argument can be made that COD 
income represents a "freeing of 
assets" or accession to wealth of the 
partnership and therefore should 
be included in gross receipts, at 
least where recourse debt is can
celled.95 Upon closer scrutiny, 
however, it would appear inequi
table to treat COD income as "gross 
receipts" for a partnership that has 
not received any tangible property 
in exchange for the debt reduction. 
The statutory definition of gross 
receipts does not include gains 
from transactions out of the ordi
nary course of business as "gross 
receipts."96 In this regard, it should 
be noted that, had the partnership 
sold its property for the amount of 
the outstanding debt, such income 
would constitute capital gain or 
Section 1231 gain, which is ex
cluded from gross receipts. Thus, 
it generally does not appear proper 
to treat a debt reduction as gross 
receipts for purposes of the SBT 
Act. Accordingly, a partnership 
that calculates its SBT liability 
under the 50% gross receipts 
method should be able to minimize 
the SBT tax on COD income. 

Finally, if the partnership has its 
debt reduced in a taxable year and 
such debt reduction qualifies under 
the purchase money debt exception 
of Section 108(e)(5), the resulting 
reduction to the basis of the part
nership property should result in a 
reduction of the CAD and possible 
recapture where the reduction 
exceeds the total costs of other 
qualifying property during such 
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year.97 Since such reduction is not 
considered income for federal 
income tax purposes, however, no 
further amount should be included 
in the business income or gross 
receipts of the partnership.98 
Finally, if an insolvent or bankrupt 
partner elects to reduce the basis 
of its partnership interest by the 
amount of excluded COD income, 
the partnership is required to 
reduce the federal tax basis of 
its depreciable property with 
respect to such partner. Consistent 
with the SBT rules concerning 
Section 1017 adjustments, such 
reduction should be considered a 
reduction of the capital acquisition 
deduction for the amount of the 
basis reduction. 99 

D. Michigan Income Tax 
Tax planning under the Michigan 
income tax statute usually depends 
on whether the COD income is 
taxable for federal purposes, since 
Michigan taxable income depends 
on federal adjusted gross income.100 

Thus, if COD income is excludable 
under Section 108 by an insolvent 
or bankrupt partner, Michigan 
taxable income should be reduced 
accordingly. Complications arise 
for these partners when they must 
reduce their federal tax attributes 
under Section 108. For example, if 
a federal net operating loss 
carryforward must be reduced, 
presumably this would be treated 
as "utilization" of the NOL, which 
would result in a corresponding 
reduction of the "Michigan portion" 
of the NOL carryforward. On the 
other hand, if the partner must 
reduce the basis of depreciable 
property, this would have no 
adverse impact on the partner's 
Michigan income tax if the prop
erty were located outside of Michi
gan, since such depreciation would 
not be deductible for Michigan 
income tax purposes. 101 Faced with 
these alternatives, a partner may 

( 
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wish to make the election provided 
in Section 108(b)(5) to reduce the 
basis of depreciable property first. 

Where COD income is not ex
cludable for federal purposes, 
several unresolved issues arise 
concerning the "sourcing" of such 
income. If a general partnership 
has COD income from the cancel
lation of recourse debt, it might be 
argued that such income should 
not be ''business" income, subject 
to apportionment, but rather 
should constitute nonbusiness 
income to be allocated to the state 
of residence of the general part
ners who were relieved of the 
liability.102 This argument seems 
consistent with the "freeing of 
assets" theory of Kirby Lumber 
Co., 103 but appears inconsistent 
with the "tax benefit" doctrine if 
the partnership debt previously 
generated business depreciation 
deductions for the partners (as is 
not always the case, e.g., in cases 
involving distributions from refi
nancing). On the other hand, 
where nonrecourse debt is can
celled, there would be no "freeing 
of assets" of the partners, as noted 
in Fulton Gold, and, therefore, a 
weaker position exists that such 
income should constitute 
nonbusiness income allocable to a 
partner's state of residence. Al
though such issues are unresolved 
and the positions are not free from 
doubt, they should be explored 
where allocation of COD income to 
a particular state may result in a 
lower overall tax for the partners. 

E. Conclusion 
As one can see, the area of part
nership real estate debt workouts 
is extremely complicated and the 
practitioner needs to be thoroughly 
conversant not only in the tax 
treatment of foreclosures and 
deeds in lieu of foreclosures, but 
also in the myriad of rules con-

cerning sharing of partnership 
liabilities. Depending upon the 
ability of the partners to structure 
a transaction as a debt reduction 
versus a sale or foreclosure, COD 
income may be generated, which 
may_ be excluded by insolvent or 
bankrupt partners. As always, 
however, any real estate workout 
transaction should first consider 
the economics of the underlying 
property and the economic moti
vation of the debtor or creditor. 
Federal and state tax conse
quences should not drive the 
transaction, but should merely 
b~ considered an important 
consequence of the related 
restructuring. 
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FOOTNOTES --------------

58. Treas. Regs. § 1.752-1 (e). Unless otherwise indicated, all section references in the text are to the Internal 
Revenue Code of 1986, as amended, and Treasury Regulations thereunder. 

59. QL lnq L. Block, 41 T.C.M. 546 (1980); Rev. Rul. 69-223, 1969-1 C. B. 184. 

60. H.R. No. 861, 98th Cong. 2d Sess. 869 (1984). 

61. ~Temp. Regs. §1.762-1T ~~Temporary and Proposed regulations under Section 752, 
P.S.49-91 and P.S. 229-84 and T.D. 8355 (July 26, 1991). 

62. Temp. Regs. §1.752-4T. 

63. Temp. Regs. §1.752-1T(a)(2). 

64. Temp. Regs. §1.752-1T(a)(1). 

65. ~Temp. Regs. §1.704-1T(b)(4}(iv)(h); §1.752-4T(e). 

66. Temp. Regs. §1.752-1T(a)(2); Temp. Regs. §1.752-1T(e). 

67. Temp. Regs. §1.704-1T(b)(4)(iv)(a)(2). 

68. Temp. Regs. §1.752-1T(e)(1)(11). 

69. J.d. 

70. Temp. Regs. §1.752-1(e}(1}(iii). 

71. Temp. Regs. §1.752-1(d)(1). 

72. Temp. Regs. §1.752-1T(d)(3)(i)(b). 

73. Temp. Regs. §1.704-1T(b)(4)(iv)(h}(2}. 

74. Temp. Regs. §1.752-1T (d)(3)(vii). 

75. Temp. Regs. §1.704-1T(b)(4)(iv)(e),(f). 

76. J.d. 

77. Carpento Sec. Corp. v. Comm'r, 140 F.2d 382 (1st Cir. 1944). 

78 S. Rep. No. 96-1035, 96th Cong., 2d Sess. 17 (1980); H.R. 5043, 96th Cong., 2d Sess. §2(a)(1979); 
Description of H.R. 5043: Bankruptcy Tax Act of 1979, Staff of Joint Committee on Tax'n, 96th Cong., 2d 
Sess. 13 (1979). 

79. ~. Dorzback v, Collision, 195 F.2d 69 (3d Cir. 1952). 

80. Campbell v. Comm'r, 50 T.C.M. 236 (1990), rev'd No. 90-2730 (8th Cir. 8/27/91). The eighth circuit 
appeared to fall short of holding that receipt of a profits interest is not currently taxable; rather, it held the 
profits interest had no value. 

81. 1991-221.R.B. 27(June 3, 1991). 
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-------------FOOTNOTES continued-------------

82. Temp. Regs. §1.704-1T(b)(4)(iv)(h)(2)-(6). 

83. Prop. Regs §1.108-2(a). 

84. Sti Temp Regs §1.752-1T(h)(2). 

85. Sti Temp. Regs. §§1.704-1T(b)(4)(iv)(m), 1.752-4T(e). 

86. Temp. Regs. §§1.752-1T(a)(2)(ii), 1.762-1T(e)(ii). 

87. Prop. Regs. §1.707-5(a)(2)(iii). 

88. M.C.L.A. §§208.31(1), 208.6(1). 

89. M.C.L.A. §208.9(9). 

90. M.C.L.A. §§208.3(3), 208.9(1), 208.9(3)(c),(f), 208.31(2). 

91. M.C.L.A. §208.23(a). This section was held unconstitutional in Caterpillar v. Dept. of Treasury, 188 Mich. 
App. 621, 470 N.W.2d 80 (1991), appeal filed. In response to this case, the legislature recently passed P.A. 
77 of 1991, which changed the apportionment factor for the CAD to fix the objectionable provision of the 
prior statute. 
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General Motors Corporation v of assessment was erroneous since 
Comstock Township, MTT Docket Petitioner presented no proofs to 
No. 89734 (July 1, 1991); property substantiate its claim. The Tribunal 
tax - valuation of major industrial found no fault with the equalization 
property. factors or the method utilized in their 

creation as ample support for the level 
General Motors Corporation ap- of assessment. 

pealed the real property assessments 
of a 2.2 million square foot stamping 
and fabricating plant. In rejecting Gary Wheeler, et al v Department 
the taxpayer's income, market and of Treasury, MTT Docket No. 
cost approaches to determining the 120029 (April10, 1991); single 
value, the Tribunal emphasized its business tax - intangibles tax 
rejection ofPetitioner's hypothetical and income tax. 
replacement model plant that was 
non-existent and likely never to be Petitioner appeals from jeopardy 
built. The Tribunal found the assessments for single business tax, 
Township's traditional cost approach intangibles tax, income tax and 100 
most credible and accurate, with percent fraud penalties in connection 
adjustments for duplication, omis- with the business of selling and 
sions and certain forms of obsoles- marketing computerized energy 
cence. management equipment. The assess-

The Tribunal also rejected General ment was based upon an audit of bank 
( Motors' contentions that it was as- records, check registers and sales 

sessed in a non-uniform and discrimi- records pertaining to business activ-
natory manner. The Tribunal found ity. There were no intangibles tax or 
that the average level of assessment single business tax returns or filed. 
in relation to the true cash value of The Tribunal affirmed the liability 
the industrial real property within imposed by the Department, but 
the Township was sufficiently sup- rejected the 100 percent fraud penal-
ported by sales studies of industrial ties. The Department's fraud penalty 
property within that municipality. was based upon a presumption of 

illegal activity of selling distributor-
ships and coupon books. The Tribunal 

Thrifty Royal Oak, Inc. v City held that the burden of proving fraud 
of Royal Oak, MTT Docket No. rests with the alleging party and that 
56028; property tax valuation the Department did nothing more 
of a retail facility. than present errors in claim deduc-

tions and failures to file. The Tribu-
The taxpayer's appeal of the real nal also held that the fraud penalty 

property taxes was premised in large was imposed improperly for a tax year 
part upon the contention that it was prior to the claimed illegal activity. 
assessed at a level that exceeded the Since the jeopardy assessments were 
average assessment in the City. issued prior to the due date of another 
Petitioner also contested the valua- of the tax returns at issue, the fraud 
tion. The Tribunal endorsed penalty was also dismissed for that 

I Petitioner's income approach in subsequent tax year. 

I deciding the valuation issues, with The Tribunal affirmed the tax 
particular reliance upon the market liability, exclusive of penalty and 

1 rental income utilized in Petitioner's interest, because Petitioners had kept (;, 
I appraisal. The Tribunal, however, incomplete and/or inaccurate records 

rejected the contention that the level and the Department has the statutory 
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authority to base assessments upon 
the best information available. Al
though there were two corporations 
in a confused state of relationship 
and business activity, the Tribunal 
refused to allow that confusion to 
negate an otherwise valid assessment 
imposed on both entities, especially 
where both corporations were closely
held by the same shareholders and 
operated by the same officers. 

Chesapeake & Ohio Railway 
Company v Department of 
Treasury, M'IT Docket No.111141 
(AprilS, 1991); single business 
tax - transportation company 
capital acquisition deduction. 

The taxpayer appealed from single 
business tax assessments regarding 
the capital acquisition deduction for 
taxpayers engaged in transportation 
services. The Tribunal held that the 
method of calculating the property 
factor shall be through the relation
ship between "revenue miles" in 
Michigan and revenue miles of the 
taxpayer everywhere, consistent with 
MCL 208.57(1) rather than the "loco
motive and car mile" apportionment 
concerning those miles traveled in 
Michigan versus miles traveled 
everywhere. 

Secondly, the Tribunal determined 
that the Petitioner calculated its tax 
base improperly due to the failure to 
add back capitalized compensation, 
i.e., compensation paid or incurred to 
construct or improve capital assets. 
The Tribunal rejected Petitioner's 
contention that by adding compensa
tion and appreciation to its tax base, 
the entity was being taxed twice since 
depreciation includes previously 
capitalized compensation. The 
Tribunal opined that the taxpayer 
failed to recognize that the capital
ized compensation was also being 
deducted when the capital acquisition 

deduction is taken, and that the net 
effect is that compensation is only 
added once and thus a proper addi
tion to tax base (MCL 208.413). The 
Tribunal did, however, allow a deduc
tion for capital assets purchased as 
part of the construction or improve
ment of railroad tracks that existed 
as of December 31, 1980, even though 
the method of accounting for railroads 
authorized at that time, retirement
replacement- betterment method, 
was repealed in the Economic 
Recovery Tax Act of 1981. 

Xerox Corporation v City of 
Detroit, MTI Docket No. 102487 
(April29, 1991); property tax 
valuation and lack of uniformity. 

A personal property tax assessment 
for leased copier/duplicators, printing 
systems and telecopiers was appealed 
due to an overassessment in value 
and a lack of uniformity in that 
assessment. The Tribunal held for 
Petitioner on both issues. The 
Tribunal endorsed the Petitioner's 
appraisal which utilized a sales 
comparison approach incorporating 
thousands of sales to end users of 
used machinery that was comparable 
to the subject personal property. The 
City offered no sales in rebuttal. The 
Tribunal also held that in order to 
fulfill the constitutional requirement 
of uniformity, the taxpayer's assess
ment must use the same method and 
mode of assessment as employed by 
the City to assess copier/duplicators 
owned by other manufacturer/lessors 
within that city during the relevant 
period. The Tribunal concluded that 
during the tax years at issue, all 
assessing units in Wayne County, 
except for the City, utilized as a 
starting point the selling price of such 
equipment, rather thail'the list price 
that was done by the City for this 
taxpayer. 
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Sisters of Mercy-Province of De
troit, Inc. v City of Bad Axe, M'IT 
Docket No.119590 (April26, 1991). 

The taxpayer, a Michigan non
profit corporation, appealed the 
City's rejection of its claim for exemp
tion from ad valorem real property 
taxation. The property at issue is a 
residential dwelling operated as an 
adult foster care home, licensed by 
the Michigan Department of Social 
Services (MDSS). The facility was 
used to house three to five elderly 
residents entirely without cost, with 
funds to operate the home primarily 
provided by the MDSS. The Tribunal 
granted the exemption, concluding 
that the subject adult foster care 
home is a charitable facility under a 
"charitable home" statute which 
provided a "gift" to elderly and infirm 
members of the general public. The 
Tribunal also determined that the 
receipt of cost reimbursement from a 
governmental source, as opposed to 
the nonprofit entity itself, is a 
distinction without a difference and 
will not defeat an otherwise proper 
exemption. 
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News About Tax Lawyers 

EDWARD J. CASTELLANI and 
JAMES L. DALTON, JR. have 
been accepted as shareholders of 
Willingham & Cote, P.C., one of the 
largest and most respected law firms 
based in Mid-Michigan. EDWARD 
J. CASTELLANI is an Attorney 
and Certified Public Accountant 
and specializes in corporate and tax 
law. His practice includes commer
cial transactions, formation and 
dissolution of corporations and 
partnerships, liquor license transfers, 
franchise acquisition and transfers, 
purchase and sales of businesses, 
IRS audits and general business and 
tax planning. His clients include 
corporations, partnerships, trade 
associations, public charities and 
private foundations. JAMES 
DALTON is a Trial Attorney special
izing in handling the defense of auto/ 
negligence, premises liability and 
personal injury cases of all kinds. 
He also handles commercial litigation 
and health care litigation involving 
insured health care plans, self-funded 
employee benefit plans and ERISA 
issues. He is licensed to practice in 
all Michigan and Federal courts. 

DENNIS M. MITZEL, of the Berry, 
Moorman, King & Hudson firm, 
was named the Ann Arbor Amateur 
Hockey Association "Coach of the 
Year" for the 1990-1991 hockey 
season. Dennis coached his son Tim's 
Mite Division Team (8 & 9 year olds) 
and his son David's Bantam Division 
Team (14 & 15 year olds). In addition 
to winning the House Division Cham
pionship, the Bantam team won the 
"Battle Creek Cereal City classic and 
was runner up in the season ending 
"Shamrock Tournament" in Pontiac. 

STEPHEN I. JURMU, a share
holder with the Lansing-based firm 
of Foster, Swift, Collins & Smith, P.C. 

was recently selected chairman of the 
403(b)/457 subcommittee ofthe 
Taxation Section of the ABA. 

Steve is a graduate of the Univer
sity of Michigan Law School and has 
been practicing since 1976. 

Where do we get news? In many 
cases, the news comes directly from 
you. Don't be bashful; unless we hear 
from you, your news won't be told, 
and you will miss the opportunity to 
make new acquaintances and become 
known to your fellow tax practitio
ners. Also, don't hesitate to send us 
information about a colleague. News
worthy items are not limited to legal 
accomplishments. We also are inter
ested in changes in firm affiliation, 
marriages and births, lectures or 
seminars presented, interesting 
travel, sports awards, or other items. 
Please send your news to: 

Michigan Tax Lawyer 
313 South Washington Square 

Lansing, Michigan 48933 
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