IRS attachment
to tenancy by the
entirety interests

By ERIC L. MORGENTHAL

Asset Protection Advisors beware! Your
entire world is about to turn upside down,
particularly if your clients have properties
in multiple states. Traditionally, property
ownership through tenancy by the entirety
(TBE) has provided a certain level of protec-
tion to married couples. Currently, 26 juris-
dictions recognize property ownership by
TBE. It sheuld be noted that New York State
is one of those jurisdictions.! TBE property
is held through a unique single ownership
via a unity of the tenants. Assets owned as
TBE were considered held by the marital
unit and were thus deemed protected from
the third party creditors of one spouse. That
was wuntil April 2002, when the U.S.
Supreme Court handed down its decision in
United States v. Sandra L. Craft.2

In Craft, the high court held that a federal
tax lien attaches to both a taxpayer’s proper-
ty and rights to property,3 irrespective of the
state-defined rights set forth under the law of
that jurisdiction. The court stated that while
state law establishes what rights a taxpayer
has in property, federal law determines
whether the state-defined rights are “proper-
ty” or “rights to property” under Section
6321.4 In other words, federal law may deter-
mine if sufficient state-defined interests can
expose the property to a federal tax lien. The
parameters of property ownership acknowl-
edged under state law now face the scrutiny
of federally applied attributes in measuring
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the attachment potential of liens to the TBE
interest of the individual creditor. In effect,
Craft permits a federal analysis of state law
for the intended purpose of furthering the
federal government’s tax collection efforts.

IRS guidance

This past month, the IRS released
Notice 2003-605 which set forth their pro-
cedural standards for collection efforts
from delinquent taxpayers holding TBE
interests when only one spouse carries the
outstanding tax deficiency. In addition,
Notice 2003-60 also provided nine explana-
tory questions and answers which indicate
how the IRS will be applying the
holding in Craft. The IRS has
explicitly stated that neither
Craft nor Notice 2003-60 will |
impact the IRS’s determination |
of whether to remove an install- |
ment agreement or to accept an
Offer in Compromise.

The IRS contends that Craft
is not new law because IRC |
Section 6321 had already permit-
ted automatic IRS attachment
and accrual to both “property”
and “rights to property” when a
taxpayer refuses to pay his/her
federal taxes upon demand.6
From a statutory standpoint this is true.
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therein. Purchasers who acquire their
interest in property subject to an existing
tax lien may either post a bond or tender a
deposit for the value of the lien to obtain a
Certificate of Discharge from the IRS.
Likewise, Notice 2003-60 indicates that the
value for the required deposit or bond
would be for one-half of the property’s
value,

Subordination issues

Procedurally, the IRS 1issues a
Certificate of Discharge for property
encumbered by a federal tax lien upon the
receipt of payment for the value of the gov-
ernment’s interest in that property. As per
Notice 2003-60, the value of this required
payment will generally be deemed to be
one-half of the proceeds of sale for TBE
interests.

With interest rates at histor-
ical lows, many homeowners are
refinancing their primary mort-
gages. In instances of a stream-
line refinance, the IRS would
agree to maintain their status
as a junior lien holder (by
issuing a  Certificate of
Subordination) so long as the
increased cash flow improves
the taxpayer’s ability to repay
the underlying deficiency.
However, with a home-equity
loan, the IRS would require pay-
ment for one-half of either the
amount to which it will be subordinated or

However it would be wrong to ignore that the tax lien amount in order to issue a

post-Craft enforcement can deviate from

Certificate of Subordination.






