
I

I

AUGUST 2011

,

iU"

",..,.



Questions arise
on how courts

should value the
interest of an

individual who
eo-own.

f"",,,1osed
property with a

delinquent
taxpayer.

1-

VALUING .THE USE
OF THE ENTIRE
PROPER1Y IN
SECTION 7403 TAX
FORECLOSURES
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NEAL NUSHOL T2

When two people buy property together. there are
advantages and disadvantages. On the plus side.
each party gets to use his or her property and the
property of someone else (the co-owner). "Each
cotenant has the right to use and enjoy the entire
property as ifhe or she were the sole owner, lim-
ited only by the same right in the other co-
tenants~t On the minus side. when one party sells.
he or she sells property subject to the use of some-
one else. which will presumably diminish its sell-
ingpricc.

What would happen. then. if one of the co-
owners had a tax lien; what amount would the
government collect on levy? Valuation profes-
sionals say that when two people own property
and one of them sells his or her undivided half
interest. the selling party will suffer a percent-
age discount. In one case. a partial interest in
timberland was devalued at 55% of the pro rata

I share of the selling price' Using that 55% dis-
count. a selling owner of an undivided half in-
terest will net only 22.5% of the selling price of
the property. Conversely. the continued use of
the property by the remaining owner that is
causing said 55% discount must be worth
77.5% of the selling price.

NEAL NUSHOLTZ, JD, is a tax attorney in Troy, Michigan.
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The reason a Section 6331 tax levy nets a re-
duction in value on sale is because tax levies do
not extinguish existing property rights of other
owners. Lingering property rights will reduce
the value on sale upon levy of a partial interest
in property because the new owner takes sub-
ject to them. Dower rights, for instance, will
survive a tax levy and a buyer is exposed to
their assertion.'

Congress has provided the IRS with a solu-
tion to the problem of lingering rights. Under
Section 7403. the Service can sell property and
extinguish all property rights of all owners. Sec-
tion 7403 permits the government to apply to
the federal courts to approve a sale oftax-liened
property by court order. Section 7403 and a
levy under Section 6331 are the two ways the
IRS can sell the property of delinquent taxpay-
ers. The problem is that the non-delinquent
owner must be compensated for his or her loss
of the use of the property' and the determina-
tion of the exact value of that compensation is
not without question because of the difficulty
of valuing something that has greater value
when it is not sold than when it is sold. espe-
cially when ,'alue is typically constrained by a
definition of its selling price.

\Vith two equal owners. one would expect.
based on the 55% discount. that the govern-
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ment would pay the non-delinquent owner
77.5% of the value of the property for the use
value of his or her interest.

RodgelSand the value of lifetime use

The Supreme Court took a stab at valuing the con-
tinued use of property in Rodgers. In Rodgers, a
delinquent taxpayer husband died, owning a half
interest in a Texas marital home,s The decedent's
community property half was held by his estate,
which was also a party in the case along with his
children who might have received his share, but
for a tax lien. The decedent's wife had remarried,
and she continued to live in the home with her
new husband. If she had consented to a sale, she
would have received half the proceeds, Because
she maintained the home as a residence, the Court
said she had, under lexas law, a protected right to
stay there and use the entire home. Texas law had
vested in "each spouse an interest akin to an undi-
vided life estate" and a "remainder interest:' The
Court calculated the dollar value of the undivided
life estate and remainder interest for those two
property interests as follows:

The exact method for the distribution required by ~ 7403
is not before us at this lime. But we can get a rough idea of
the practical consequences of the principles we have just set
out. For example, if we assume, only for the sake ofillustra-
tion, that a homestead estate is the exact economic equiv-
alent of a life estate, and that the use of a standard statuto-
ry or commercial table and an 8% discount ratt' is appro-
priate in calculating the value of that estate, then three non-
delinquent surviving or remaining spouses, agt-cl30, 50, and
70 years, each holding a homestead estate, would be enti-
tled to approximately 97%, 89%, and 64%, rt'spectively, of
the proceeds of the sale of their homes as compmsation for
that estate. In addition, if we assume that each of these hv-
pothetical non-delinquent spouses also has a protected half-
interest in the underlying ownership rights to the proper-
ty being sold, then their total compensation would be ap-
proximately 99%, 95%,and R2%,respectivel}~oftht' proceeds
from such sale.

Use that satisfies without feeling full

The illustration in Rodgers is unclear as to whether
the Court was calculating a single~owner life es-
tate or a lifeestate subject to the rights of the own-
ers of the other half of the property. When a co-
m\'ner spouse is present in the home, the
calCulation of a separate interest depends on the
two factors set forth in Powelf:6
1. Whether the enjoyment of the property by a

cotenant does not consume or diminish it.
2. Whether the collective desires of all «)tenants

to use such asset may exceed that asset's capac-
ity for use.
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Valuing the equal right to use a shared home
can be contrasted with an equal right to use
cash. Cash is an asset that is consumed or di-
minished by a cotenant's use. In Popky,7 a dis-
trict court split cash received from the sale of
property into equal shares ,,,,hen the spouses
owned property as tenants by entireties. In
Craft,' the Supreme Court held that cash from
rent or sale of entireties property is split in half,
even though the Court "express[ed] no view as
to the proper valuation of respondent's hus~
band's interest in the entireties property:'

The presence of a co-owner spouse might
diminish the value of the other spouse's use of
the home only under extraordinary circum-
stances, As one court said, a "husband's use of
the property by occupancy... is a natural use
which does not diminish [the] wife'senjoyment
and possession and which grows out of a con-
genial and happy family relationship:"

Competing interests. notequal interests
The fact that a husband and wife have an equal in-
terest during the period of the joint life estate
(when they share the property together) does not
mean that the interests of the non-delinquent
spouse and the government are equal. The interest
of the non-delinquent spouse could be superior in
time and, therefore, should he compensated first.
If a senior mortgage and junior mortgage on a
home both have $ I00,000 in outstanding debt, but
the home sells for $150,000, are the two mortgages
equal in value?

Section 7403 creates this first-in-time issue
because it provides for foreclosure on any prop-
erty "ill which he [the delinquent taxpayer] has
any right, title, or interest:' In Rodgers, the
Supreme Court interpreted this language to
mean that the foreclosure extends to the entire
parcel even if a delinquent taxpayer owns only
a partial interest in the property.

1 Georgia v. Randolph, 547 U.S. 103 (2006).
2

Estate of Baird. rCM 2001-258.
3 See In re Wheeler, 252 B.A. 420, 85 AFTR2d 2000-1921

(DC Mich., 2000) and Patej, 91 AFTR2d 2003-875 (DC
Mich., 2003), aff'd 95 Fed. Appx. 750, 93 AFTR2d 2004-
1018 (CA-6, 2004).

4 Rodgers, 461 U.S. 677, 52 AFTR2d 83-5042 (1983).
5

Interests in tenanciesin commonand communityproperty
have been considered the same "quantum of ownership."
Hammerstrom, 60 TC 167 (1973).

6 TCM 1992-367.
7

326 F Supp.2d 594, 94 AFTR2d 2004-5157, aff'd 419 F.3d
242, 95 AFTR2d 2005-2464 (CA-3, 2005).

8 535 U.S. 274, 89 AFTR2d 2002-2005 (2002).
9 Estate of Gutchess, 46 TC 554 (1966).
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Under Section 7403,
the Service can sell
property and
extinguish all
property rights of all
owners.
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In Crah. the issue of valuation on foreclosure under circumstances in which both husband and wife
were present came up in oral argument:

QUESTION: But in your view. you always value the taxpayer's interest at 50 percent?

MR. JONES: No. I think in the Rodgers-well. if the property's been sold. yes. If the property hasn't
been sold. and we're talking about in 8 foreclosure context, I believe the Rodgers court goes through
the example of the varying life expectancies of the two tenants, and which one-and I believe what the
Court in Rodgers said was that each of them should be treated as if they have a life estate plus a right
of survivorship, and the Court explains how that could well-I think in the facts of Rodgers resulted in
only 10 percent of the proceeds being applied to the husband's interest and 90 percent being retained
on behalf of the spouse, but-[Mr. Jones was then interrupted with another QUESTION: But there must
be a foreclosure to that extent?] (2002 WL 73224 10rai Argument) (U.S. 1/14/021, Oral Argument, (No.
00~1831); Mr. Jones is the Assistant Solictor General.)

If a delinquent husband has an interest in
the entire parcel to which the lien attaches, his
wife has a competing interest in the same entire
propert}'. For competing interests, the rule is
Mthefirst in time is first in right."1OBecause the
wife has a superior interest (as in the jun-
ior/senior mortgage example), the husband's
rights should be ignored when valuing the
wife's interest. Otherwise. if junior interests di-
minish the value of senior interests. the rule of
competing interests would be turned on its
head. Furthermore. ignoring the superior sta-
tus ofthc wifc's interest in \'aluing her property
rights in a forced sale would be a wholly new
concept of Mjust compensation" for existing
property rights under the Fifth Amendment.

The issue of the impact of competing rights
between a husband and wife came up in O'Hll-
gan.11In that case, the gm'ernment attempted to
levy on a husband's intcrest in a joint tenancy
homestead. Thc wife obtained an injunction
against the levy because she had "a right supe-
rior to that of the government in the husband's
right to use and occupy the homestead prop-
ert{ The Eighth Circuit held that only the hus-
band's survivorship interest could be levied.
Under O'Hagan, the superior rights of the non-
delinquent wife are determined above and in
the absence of the junior interest of the hus-

10 McDermott. 507 U.S. 447 (1993).

1'86 F.3d 776, 77 AFTR2d 96-2467 (CA-8, 1996).
12102 AFTR 2d 2008-6078 (DC Mich., 2(08). aff'd 617 F3d.

370.106 AFTR2d 2010-5590 (CA-6. 2010).
131978-1 CB 283.
14 Calder v. Bull, 3 oall. 386 (1798).
1$

The Dollar Savings Bank, 86 U.S. 227 (1873).
1. Johnson v. M'intosh. 21 U.S. 543 (1823).
17 Chitty.Lawsof thePrerogatweof the Crown,pp. 287-300,

cited in Phillips, 283 US 589, 9 AFTR 1467 (1931).
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band's lien. To hold otherwise would eliminate
the first-in-time, first-in-right rule.

Sa"
Although neither Rodgersnor Craftspecifically re-
solved the valuation of a partial interest in a home-
stead, that valuation was the issue in Rarr.'2 The
case involved the foreclosure on a marital home
for payment of only the husband's taxes. The dis-
trict court in Barr ruled in response to a govern-
ment motion for summary judgment that the
wife's interest in a marital home is worth 50% of
the net selling price. The wife appealed on the
issue of whether the fair market value of a spousal
interest is one-half of the net selling price as a mat-
ter of law under all circumstances. The argument
made therein was that the life estate. the survivor.
ship interest, and the right to prevent the sale of
the home bra spouseasdefined in Craft, were,ab-
sent market data as to their value, factual ques.
tions. The wife claimed that. based on the dictum
valuation in Rodgers. the sum of those items could
add up to 93% of the net selling price. The Sixth
Circuit disagreed and affirmed the district court.
ruling that the right to prevent a sale has no value

and the survivorship interest had no value either
because the wife presented "no compelling reason
why Ihis court should not apply the presumption
of equal spousal life expectancy implicit in Michi-
gan law."

That language raises some questions. "'hat
sort ofMcompelling reasonM is required to apply
life spans to valuations as illustrated in Rodgers?
Can the presumption of equal life expectancy
be rebutted with facts? If lives of married cou-
ples do not matter in denying a compensable
right to an inheritance on the death of the first

spollse. what about the lives of other people?

I
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VVould they be entitled to actuarial calculations
of value? Even if spouses have equal lite spans,
should there be no compensation for a right of
inheritance?

For example, in Rev. Ru1. 78-166,13 the gov-
ernment determined the percentage value of
a decedent spouse's interest in joint property
to be one-half plus the net present value of the
survivorship interest. That would put equal
life spans at 75% of a home (assuming the rate
of growth and the discount rates are the
same). How did the government go from hav-
ing only a right to a survivorship interest
under O'Hagan (\vhich, according to Barr, has
zero value in Michigan) to receiving 50% of
the sale proceeds, if not by extinguishing
compensable superior rights held by Mrs.
Barr?

Conclusion
One would expect courts to be more sympathetic
constitutionally to non-delinquent spouses be-
cause money might be taken from one spouse and
used to pay the taxes of the other spouse. "Jt is
against all reason and justice for a people to en-
trust the legislature" \vith a power to make a law
"that takes property from A and gives it to B lto
pay B's tax liabilities]:'14 Also, just compensation

seems to be the only protection a person has
under Section 7403. The "public use" in the selling
of third party property to pay for someonc's tax
debt is dubious at best.

In Rodgers, the Supreme Court mentioned
that the forced sale authority in Section 7403
could be found in the "Sovereign Prerogative
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incident to the power to tax." That assertion is
historically questionable. The Sovereign Pre-
rogative is a descendant of the British Royal
Prerogative'5 taken over by the U.S. at the time
of independence.16 Cnder the Royal Preroga-
tive, a wife's dower interest v"as free from the
claims of the crown and if execution on joint
property \vas not made during the lifetime of a
husband debtor, the wife was free from the tax
debts due the deceased husband. 17 The king
'\'as without the power to terminate the wife's
property rights for tax payment, particularly if
it was done after the death of the husband, as
was the case in Rodgers.

Finally, there is the issue of the authority of
judges under Section 7403 to determine the
cash value of rights in a homestead in a sum-
mary judgment motion in the absence of any
hard evidence of fair market value. \Vhen a
client who docs not owe taxes and is the subject
of a tax foreclosure under Section 7403 for his
or her partial interest in property walks into an
attorney's office, the attorney should do two
things in anticipation of a motion for summary
}udgment by the government. First, the attor-
ney should attempt to convince the court that it
must compensate his or her client for the value
of the client's use of the property. Secondly, the
attorney should obtain an appraisal of the
client's interest from a va]uation professional
who will consider the benefits of such use and
the extent to ,vhich the use by one owner di-
minishes the use by another. These actions
sbould be taken wbetber tbe property subject
to the tax foreclosure is residential or commer-
cial property.
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