MARYLAND STATE BAR ASSOCIATIONPRIVATE 

Sections of Taxation

and Real Property, Planning and Zoning

Comments on the Tax Reform Act of 2007
Recordation and Transfer Taxes - Transfers of Controlling Interests


The following comments are the views of the Sections of Taxation and Real Property, Planning and Zoning and do not represent the position of the Maryland State Bar Association.

A.
General Comments.


Section 6 of the Tax Reform Act of 2007 (the “Bill”) would impose the state recordation and transfer tax upon the transfer of “controlling interests” in certain entities owning interests in land in Maryland.  As such, the Bill would represent a significant change in the policy underlying these tax statutes.  Currently, Maryland's recordation and transfer taxes are imposed only upon documents offered for record in the public records.  The Bill, if enacted, would impose these taxes upon the transfer of intangible interests in business enterprises without regard to whether the recordation of documents in the public records is necessary to effectuate the transfer.


In addition to issues inherent in this fundamental change in policy, there are a number of administrative and technical problems with the proposed Bill, some of which are described further below.  The biggest problem is administrative:  thousands of transactions occur annually in and outside of Maryland involving the transfer of stock, partnership interests and other intangible interests in business enterprises which own real property interests in Maryland, none of which need to be recorded in the public records to be effective and most of which are not directly connected with Maryland real estate transfers.  


In a real property transfer, the clerk of the Court, prior to accepting a deed for recording, determines whether taxes are to be imposed.  If the taxes are not paid, then unless the deed is exempt from tax, the document will not be recorded and the real property will not be conveyed.  This result must be compared with a business interest transfer.  Because the transfer of an intangible interest in a business enterprise is not recorded in the public records, there is no mechanism currently in place to monitor or ensure that real estate transactions intended to be covered by the Bill will be reported regularly or fairly by all similarly-situated taxpayers.


Moreover, because real property deeds may be executed and delivered without recordation to convey beneficial title (but not legal title) to real property, the Bill would create a bizarre anomaly in Maryland:  an unrecorded instrument of writing (i.e., a written instrument between two parties which directly conveys a beneficial interest in land, but is not recorded) would not be subject to the transfer tax, while the unrecorded transfer of a controlling interest in a business enterprise, which indirectly transfers interests in land owned by the underlying entity, would be subject to the transfer tax.


The point is, the current recordation tax system is based on the privilege of using the land records to record an instrument, and is not based on the transfer itself.  The privilege (and cost) of recording a deed assures a buyer that unrecorded claims or liabilities of a seller are cut off; the buyer of an interest in an entity that owns real property takes the risk of being subject to unknown, undisclosed or unsatisfied obligations of the underlying entity.

B.
Constitutional Limitations.


Further, the Bill is constitutionally flawed.  In Northern Central Railway v. Fidelity Trust Company, 152 Md. 94 (1927), the Maryland Court of Appeals recognized that a state may not impose an inheritance tax on the transfer of stock in a foreign corporation owned by a non-resident merely because the corporation was doing business, and had a large proportion of its property located, in the taxing state.  In that case, the Court also recognized that the owner of the shares of stock in a company is not the owner of the corporation's property, and that a state has no power to tax the transfer of intangible property owned by a non-resident unless it has jurisdiction over the property transferred.  


This opinion has never been challenged or overruled in Maryland, and represents a fundamental limitation on a state's ability to tax intangible property rights (e.g., stock or partnership interests in foreign real property entities) located and/or transferred outside of Maryland.  Thus, for example, Maryland is not able to collect an income tax on the gain realized by a non-resident stockholder on the sale of shares of stock of a corporation if the sale occurs outside the State of Maryland, even if the corporation owns assets or a business located in Maryland.  As a result, even if the Bill is enacted, a nonresident of Maryland (e.g., a New Jersey stockholder) who owns an interest in a foreign real property entity doing business in Maryland (e.g., a Delaware corporation) would have strong grounds to avoid the tax when the investor sold a controlling interest in the Delaware corporation.  Thus, only Maryland residents would be subject to this tax.

C.
Specific Comments.


There are a number of technical infirmities with the Bill as follows:


1.
Thresholds.  The ostensible purpose behind the Bill is to tax the typical transfer of 100% of the interests in a partnership whose sole asset is real estate located in Maryland.  Yet the Bill would impose the tax when 80% or more of such interests are conveyed in an entity when real estate constitutes 80% of its assets (a “Real Property Entity” or “RPE”).  A threshold of 100% or 99% or even 95% for both the transferring interest and the value of the real estate owned would more accurately address the “loophole” sought to be closed.  (Pennsylvania, for example, requires a 90% threshold.)  Otherwise, needless complexity and uncertainty will exist with respect to apportioning the value of the consideration paid between real estate and non-real estate assets.  Further, because the tax would be imposed on the Real Property Entity, the remaining owners of up to 20% will unfairly bear the tax.  (See Example attached.)



Moreover, the Bill defines “controlling interests” to mean:  “more than 80% of the total value of all classes of stock of a corporation.”  How should the calculation be made if a corporation has multiple classes of stock?  What if much of the stock is non-voting stock?  What if the different classes have different voting rights?  Further, will determining 80% of the “total value” or “total interest in capital and profits” or “beneficial interest” require a business valuation to be made?  


2.
Definition of RPE.  Certain non-real estate businesses (such as hospitals, nursing homes, factories, plant nurseries and certain recreational enterprises, such as resorts) which happen to have a significant amount of their assets invested in real estate could be inadvertently classified as a RPE under the Bill.  For this reason, certain jurisdictions (such as Pennsylvania and the District of Columbia) impose an income test to qualify as an RPE.  That is, an entity should derive substantially all of its income from rents (e.g., 90%) before being classified as a RPE.



Further, the definition of “Real Property Entity” includes a partnership (which is defined in the Code to include both a general partnership and a limited partnership) and then further adds a “limited liability partnership.”  The definition of a RPE would be made more clear by listing a general partnership, limited partnership, limited liability partnership, and limited liability limited partnership.  Also, is it intended that the use of the term “trust” in the definition of Real Property Entity mean a “business trust” as permitted to be organized under the Corporations and Associations Article or any other type of trust?  We recommend that a comprehensive definition of “Business Entity” be used to include all types of corporations, partnerships and trusts.


3.
Burden of Tax.  Proposed Section 12-117(d) and (e) would impose the tax on the RPE and not the transferor of the controlling interests.  No other jurisdiction imposes this type of tax on the RPE.  Instead, the tax is imposed in most cases on the seller of the interests or on the seller and buyer, jointly.   The minority owners of the RPE who do not transfer their ownership interests will unfairly bear the burden of this tax. (See Example attached.)


4.
Computation of Tax.  Proposed Section 12-117(b)(2)(ii)1 provides that the amount of any mortgage, deed of trust or other encumbrance on the real property of the Real Property Entity is additional “consideration” upon which the tax is based.  However, if less than 100% of the total ownership interests in the Real Property Entity are transferred, then only a portion of such debt (equal to the portion of the ownership interests transferred) should be included for purposes of calculating the total consideration.  Otherwise, the tax will be over-inclusive. Moreover, Proposed Section 12-117(b)(2)(ii)2 includes “any other debt” of the RPE as additional consideration.  However, only secured debts of the Real Property Entity should be considered. Other debts, such as unsecured debts or accounts payable of the Real Property Entity, should not be considered—they would never be treated as consideration in a direct transfer of the real estate itself. As a result, the Bill has the effect of collecting more tax than would be imposed if the real estate itself were transferred. (See Example attached.)


5.
Reference to Existing Exemptions.  The reference in the Bill to the existing exemptions contained in Section 12-108 pursuant to new Section 12-117(c)(1) is deficient. The Bill attempts to piggy-back onto the exemptions in Section 12-108 by saying that, if the transaction “would have” been structured as a direct property transfer that met one of the exemptions, then the transfer of the controlling interests would also be exempt. But ownership interests in business enterprises are not transfers of real property, and their transfer will be accomplished in ways that are entirely different than the transfer of real property by deeds or instruments of writing. It will be impossible for the parties and the administrator of this tax to determine whether an exemption applies if the parties involved have to engage in an analysis of whether the real property itself “would have” or “could have” been transferred in an exempt, alternative manner by deed rather than the actual transfer of the controlling interest in question.  Accordingly, Section 12-117(c)(1) should be more precisely drafted to refer to specific exemptions involving the transfer of ownership interests in business entities (and not hypothetical real property transfers).  For example, the use of the phrase “between the same parties” may be confusing since this section cross-references the exemption under Section 12‑108 of this subtitle.  Perhaps in lieu of the phrase “between the same parties,” it would be clearer to use the phrase “from the Real Property Entity to a grantee.”


6.
Section 12-117(c)(5)(i).  The exemption in this section does not impose the tax on a transfer of controlling interests in a Real Property Entity if the “Transferee” of the controlling interest in the Real Property Entity is a non-stock corporation organized under Title 5, Subtitle 2 of the Corporations and Associations Article.  Shouldn’t a transfer also be exempt from the transfer tax if the “Transferee” is an incorporated or unincorporated homeowner’s association, condominium association or similar association?


7.
Other Exemptions.  Other specific exemptions to this new tax should be considered.  For example, it is not uncommon for family members to gift or bequest partnership interests in a family partnership that owns real property to heirs.  Should those types of transfer now be subject to this tax?  In addition, currently the transfer and recordation tax applies (with limited exceptions for corporate transfers) when real property is contributed to a corporation, partnership or limited liability company for equity interests in such entities.  The ostensible reason for the lack of an exemption for such transfers is that the stock, partnership interests or LLC interests could then be sold without the imposition of any transfer or recordation tax.  If the Bill is enacted, that will no longer be the case.  Therefore, the contribution of real estate to a RPE for no consideration (other than equity interests in the RPE) should become exempt from the recordation and transfer tax.


8.
Burden of Proof.  It is unclear why proposed Section 12-117(f)(2) (which excludes certain “admission” transactions from the application of the section) is not dealt with in the burden of proof provision of Section 12-117(c)(5).


9.
Reporting.  In a similar vein, proposed Section 12-117(d)(2) does not include within the reporting requirements information establishing entitlement to the exemption under Section 12-117(f)(2).


10.
Regulatory Authority.  We believe that it is desirable to broaden the SDAT's authority to permit additional nonstatutory exemptions to be created by regulations.  The following additional subclause to Section 12-117(g)(2) is suggested for that purpose.


(IV)
THERE ARE PROVIDED SUCH EXEMPTIONS IN ADDITION TO THOSE PROVIDED BY LAW AS ARE APPROPRIATE FOR TRANSACTIONS THAT, IN THE OPINION OF THE DEPARTMENT, DO NOT AVOID RECORDATION TAX THROUGH THE USE OF TRANSACTIONS INVOLVING CONTROLLING INTERESTS IN REAL PROPERTY ENTITIES.


11.
Local Transfer Taxes.  Section 13-103(b)(1) drags any county having a local transfer tax into the new entity taxation regime.  Traditionally, the substantive scope of local transfer taxes has been determined in the public local laws of each county.


12.
Effective Date.  The proposed effective date applies to all transfers after December 31, 2007.  However, many stockholders and partners have written buy-sell agreements which pre-date this proposal.  We suggest that transfers which occur pursuant to binding agreements in effect prior to the effective date should not be subject to the new tax.

D.
Conclusion.


While other jurisdictions have a tax similar to the Bill, there is no uniformity of legislation.  Moreover, the transfer and recordation tax regimes in other states are vastly different than Maryland’s.  For example, many states which have legislation such as the Bill do not have a mortgage recordation tax and have transfer and recordation tax rates which are much lower than Maryland’s.  


For the reasons set forth above, the Sections of Taxation and Real Property, Planning and Zoning of the Maryland State Bar Association recommend that the Bill be substantially modified or deferred for further study.
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COMPARATIVE EXAMPLES

Example 1

A.
Assumed Facts

1.
ABC LLC owns unimproved real property located in Montgomery County with a value of $1.2 million, subject to a mortgage of $800,000.  ABC LLC also owes $200,000 in debts to unsecured creditors (e.g., accounts payable, accrued liabilities, an unsecured line of credit, etc.).  ABC LLC’s original cost of the property was $700,000.  


2.
A owns 40% of the LLC, B owns 45% of the LLC and C owns 15% of the LLC.


3.
A and B desire to sell either (a) their collective 85% member interests in the LLC to D or (b) an 85% undivided interest in the Property to D.


4.
Assume the state transfer tax rate is .5%, the Montgomery County transfer tax rate is 1.0% and the Montgomery County recordation tax rate is .44% (total rate of 1.94%).  Assume the Seller pays all of the tax.  


5.
Assume the combined Maryland and Montgomery County income tax rate on A and B is 7.5%.

B.
Direct Sale of 85% Interest in the Property by Deed

1.
Maryland and Local Income Tax Calculation:




Sale Price   

85% x $1.2 million
=
$1,020,000



Less:   Cost basis
85% x $700,000
=
     595,000




Gain





$   425,000





Tax Rate




x           7.5%






Income Tax



$     31,875

2.
Maryland and County Transfer and Recordation Tax:




Sale Price   




=
$1,020,000



Combined Tax Rate




x         1.94%





Transfer and Recordation Taxes

$     19,788




Total Income Tax and Transfer Tax

$     51,663
C.
Sale of Controlling Interests (85%)


1.
Maryland and Local Income Tax Calculation:




Sale Price   

85% x $1.2 million
=
$1,020,000



Less Cost basis
85% x $700,000
=
     595,000




Gain





$   425,000





Tax Rate




x           7.5%






Income Tax



$     31,875

2.
Maryland and County Transfer and Recordation Tax (under the Bill)


a.
Consideration paid for member interests




85% x [$1.2 million less $800,000 less $200,000]  =  $ 170,000



b.
Plus:  100% of mortgage


       =
     800,000**


c.
Plus:  100% of unsecured debts

       =
     200,000**




Total “Consideration” under the Bill

$1,170,000





Combined Tax Rule



x         1.94%






Transfer and Recordation Tax*
$     22,698**






Total Income Tax and Transfer Tax
$     54,573
*  Under the Bill, this tax is imposed on ABC LLC (the Real Property Entity), yet ABC LLC did not receive any of the proceeds of sale.  Meanwhile, A and B, who received the sale proceeds, do not pay any transfer tax and recordation tax under the Bill.  In addition, C, who has not sold anything, indirectly bears 15% of the transfer and recordation tax under the Bill as a 15% minority member of ABC LLC.

**Under the Bill, the calculation of consideration is over-inclusive, resulting in transfer and recordation taxes that are 14.7% higher than a direct deed of the Property. 

Example 2

A.
Assumed Facts

1.
H&W own a residence with a value of $1,020,000, subject to a mortgage of $600,000.  They paid $595,000 for the residence.


2.
Assume the residence is owned in (a) Montgomery County, Maryland or (b) Fairfax County, Virginia, and it is sold for $1,020,000.  Assume Seller’s pay 100% of transfer and recordation taxes.


3.
Assume combined Maryland and county transfer tax rates are 1.94%.


4.
Assume combined Virginia state and local grantee/grantor tax and county tax rates are .3%.

B.
Sale of Property
	
	Maryland
	Virginia



	1. 
Income Tax*
	-0-
	-0-

	2. 
Transfer and Recordation Tax
	1,020,000
	$1,020,000

	
	 x       1.94%
	  x        .3%



	                     Subtotal
	$19,788
	$3,060


	
Total income and Transfer Taxes
	$19,788
	$3,060


* 
No income tax applies to the sale of a personal residence if the gain is less than $500,000 for joint taxpayers.  In this case, the gain is $425,000.

Summary Of Comparative Examples
Sale of Property for $1,020,000; Cost Basis $595,000

	
	Commercial Property
	Residential Property

	State and 

Local Tax
	By

Deed
	Under

the Bill
	Maryland Resident
	Virginia Resident

	Income Tax


	$31,875
	$31,875
	None
	None

	Transfer and

  Recordation Tax
	$19,788
	$22,698
	$19,788
	$3,060

	TOTAL
	$51,663
	$54,573
	$19,788
	$3,060
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