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TAXATION SECTION 

OF MICHIGAN 

June 11, 2003 

Dear Taxation Section Members: 

As I write this letter, it is approaching the middle of June and we all are 
presumably doing our best to familiarize ourselves with the federal tax law changes 
contained in the Jobs and Growth Tax Relief Reconciliation Act of2003 which President 
Bush signed into law on May 28, 2003. To assist us in that endeavor, the Taxation and 
Business Law Sections are cosponsoring an ICLE Seminar titled "The 2003 Tax Act: 
What Every Business and Tax Lawyer Needs to Know" which will be presented live on 
July 15, 2003 in Troy and by video replay at other sites on subsequent dates. 

On the state level, Governor Granholm's proposed tax loophole closing proposals 
are encountering stiff opposition in the State Legislature. Council Member Thomas J. 
Kenny and State and Local Committee Chairperson John Neberle continue to monitor the 
situation for us while John Neberle is also working on establishing a channel of 
communication with our new state treasurer, Jay B. Rising, who took office January 6, 
2003. To that end, John arranged for Jay to make a presentation on the Loophole Closing 
Proposals to the State and Local Committee in March. Also Donna Donovan, the 
Michigan Department of Treasury Director of Tax Policy, participated in a May panel 
presentation on the topic of "The personal liability of members and managers for unpaid 
limited liability company taxes" to a joint meeting of the Business Entities and Practice 
and Procedure Committees. Donna Donovan is scheduled to make a presentation on the 
topic of"State Taxation" at this year's June 27 & 28 Summer Tax Conference. · 

In addition to the periodic meetings of our various committee, the Section's 
ongoing activities include work on preparation of The Taxation Section Biennial 
Membership Directory (which will for the first time be in electronic format), planning for 
next year's four program After-Hours Tax Law Series, improvement of the content of 
our Section's website which can be accessed either through the State Bar Website at 
www.michbar.org or directly at www.michigantax.org., and planning for next year's 
Summer Tax Conference to be held at the Soaring Eagle Resort under the respective 
direction of Council Member's Trevor T. Wetherington, Shirley A. Kaigler, Michael 0. 
Love and Henry P. Lee. 
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je The Taxation Section Council has at the request for written comments from the 

Acting Chairperson of the Unauthorized Practice of Law Committee voiced our strong 
opposition to the proposal that the Department of Environmental Quality ("DEQ") be 
granted a legislative exemption from the Unauthorized Practice of Law Statute to enable 
non-lawyer DEQ employees to represent the DEQ in contested administrative hearings. 

In furtherance of our community outreach efforts, the Taxation Section Council 
donated $2,500.00 to the Michigan State University Detroit College of Law Tax Clinic 
toward the amount needed to be raised by the clinic in order to qualify for matching 
funds from the Equal Justice Works to support the cost of a two-year fellowship 

Our annual meeting is scheduled for the morning of September 12 in conjunction 
with the revamped State Bar Annual Meeting in Lansing. In addition to the election of 
new officers the Annual Meeting agenda will include a vote on an amendment to our by
laws to allow the Section the flexibility of holding our future Annual Meetings in 
conjunction with the State Bar Annual Meeting or at some other time and place as 
determined by the Taxation Section Council. The business meeting portion of our 
Annual Meeting will be followed by a Michigan Tax Legislation Update from, Michigan 
Senator Nancy C. Cassis, Chairperson of the Senate Finance Committee. 

Please be sure to read the reports of the Committee Chairpersons in this issue of 
the Michigan Tax Lawyer for committee meeting and recent development information. If 
you have not yet done so I encourage you to join and participate in the activities of any 
one or more of our five committees. Also, if you have the time, talent and inclination 
please consider submitting an article for publication in the Michigan Tax Lawyer, or 
volunteering to be a speaker for one of our After-Hours Tax Law Series Programs. 

I look forward to your attendance at the June 27 & 28 Summer Tax Conference 
and September 12 Annual Meeting. 

Edward M. Deron, Chairperson 
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Report of the Business 
Entities Committee 
Ronald T. Charlebois, Chairperson 
Powers, Chapman, De Agostino 
3001 W. Big Beaver, Suite 704 
Troy, Ml 48084 
(248) 643-6500 Office 
(248) 643-0280 Fax 
rcharlebois@ powerschapman .com 

Recent Activities 
On May 13, 2003 the Business 
Entities Committee held a joint meet
ing with the Practice and Procedure 
Committee at the offices of Howard 
& Howard Attorneys, P.C., Bloomfield 
Hills, Michigan. The guest speakers 
were Donna Donovan, Director of 
Tax Policy for the State of Michigan, 
Alexandra E. Nicholaides, District 
Counsel for the Internal Revenue 
Service, and Michael Antovski, of 
counsel to the firm Sommers, 
Schwartz, Silver & Schwartz, P.C. 
The presenters led a discussion on 
the topic of federal and state tax col
lection efforts from limited liability 
companies and possibly certain mem
bers who may be deemed taxpayers. 
Ms. Donovan reviewed the current 
slate of tax legislation under which 
the State of Michigan has been 
attempting tax loophole closure in 
various areas. This included an 
explanation of pending legislation 
preventing nonresident taxpayer 
from characterizing "business" income 
(for which nonresidents must pay 
income tax to the state) as "nonbusi
ness" income (for which no tax is due 
the state by the nonresident), as well 
as requiring any flow-through entity 
to withhold state taxes from distribu
tions to nonresidents. Ms. Donovan 
also described proposed changes to 
the Revenue Act to allow the state 
the authority to hold the so-called 
responsible managing member liable 
for the unpaid taxes of a limited lia
bility company for which state taxes 
are uncollected. 

Michigan Tax Lawyer-Summer 2003 

The presentation by Ms. 
Nicholaides and Mr. Antovski focused 
on a recently released Chief Counsel 
Advisory on liability for federal taxes 
from the operation of multi-member 
and single-member limited liability 
companies. This included the change 
from the current practice of assessing 
the disregarded entity to assessing 
the single-member owner as taxpayer. 

Future Meeting 
The next meeting of the Business 
Entities Committee has not yet 
been finalized but is in the process 
of planning another meeting to be 
held this fall. Any announcements 
in this regard will be made by e-mail 
when final arrangements have been 
made. To receive e-mail notices of 
Committee activities, please e-mail me 
at rcharlebois@powerschapman.com. 
Include any suggestions for future 
topics you may desire to bring to the 
attention of the Committee. 

Report of the Employee 
Benefits Committee 
Mary Jo Larson, Chairperson 
Honigman Miller Schwartz and Cohn LLP 
2290 First National Building 
660 Woodward Avenue 
Detroit, Ml 48226-3583 
(313) 465-7458 Office 
(313) 465-7459 Fax 
mjl@ honigman.com 

Recent Activities 
The Employee Benefits Committee 
co-sponsored the ASP A/IRS 2002 
Great Lakes Area Employee Benefits 
Conference in Chicago on May 1-2, 
2003. 

A meeting of the Employee 
Benefits Committee took place on 
Friday, Aprilll, 2003, at the Novi 
Hilton. The program featured: (1) 
Nancy Keppelman of Stevenson 
Keppelman Associates and David 
Ledermann of Raymond & Prokop, 
P.C., who presented "On Not Aging 
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Gracefully: The Proposed IRS Age 
Discrimination Regulations"; (2) John 
Eggertsen of Eggertsen & Associates, 
P.C., who addressed "Group Health 
Plan Compliance with HIPAA 
Privacy and Claims Procedure 
Regulation"; and (3) Larry Schiller 
of GoldK, who discussed "401(k) Safe
Harbor Plans: Are they Safe and 
What Do They Harbor." 

Another meeting of the Employee 
Benefits Committee took place on 
June 24, 2003, at the offices of 
Honigman Miller Schwartz and Cohn 
in Detroit. Bruce Karem, J.D., of the 
Internal Revenue Service provided 
keen insights on 403(b) and 457 
plans. Bruce is the Employee Plans 
Group Manager in Louisville, 
Kentucky for the Great Lakes Area 
TE/GE. Bruce has 24 years of experi
ence in EP examinations and deter
minations. He has been involved 
with 403(b) compliance examinations 
and outreach since 1995, and 457 
compliance and outreach since EP 
examination jurisdiction began in 
2000. He was, until recently, co-coor
dinator in the Great Lakes for 403(b) 
and 457 outreach. He is the frontline 
manager representative on the 
403(b)/457 EP national compliance 
planning group and remains actively 
involved in outreach activities. 

If you have any questions about 
403(b) or 457 plans, please forward 
them to me in advance and I will 
make sure that Bruce addresses 
them in his presentation. 

Report of the Estates 
and Trusts Committee 
George H. Runstadler, Chairperson 
Berry Moorman, P.C. 
255 E. Brown Street, Suite 320 
Birmingham, Ml 48009 
(248) 645-9680 
(248) 645-1233 (Fax) 
grunstadler@ berrymoorman.com 

Recent Committee Meetings 
The Committee, together with the 
Practice & Procedures Committee, 
met with representatives of the 
Internal Revenue Service on May 
2003, at the offices of 5th 3rd Bank 
in Southfield, Michigan. Present 
were: Alexandra Z. Nickolaides and 
John Stevens of the IRS District 
Counsel's Office, James Naddeo of 
the IRS Appeals Office and Lorraine 
New, Supervising Attorney for the 
Estate and Gift Tax Audit Group. 
The attendance was good and the 
discussion highly informative. 

The June Meeting was held in 
conjunction with the Annual sum
mer Tax Section Conference at the 
Double JJ Ranch. 

Upcoming Meetings 
A meeting is scheduled for July 23, 
2003 at 3:00 p.m. at the offices of 5th 
3rd Bank, 1000 Town Center, Suite 
1500, Southfield, Michigan 48075. 

Topic: Distributions from IRAs 
and Qualified Plans: 
Clearing the Air and 
Setting the Course. 

Presenter: William E. Sigler, Esq. 
Maddin Hauser Wartell 
Roth Heller & Pesses, 
P.C. 

Bill has had extensive experience 
in mapping a clear path through the 
distribution minefield. He has 
agreed to share with us the location 
of the traps and the safe havens and 
give some ideas of the remedial 
measures possible when the best laid 
plans fail. 

All are welcome. 
Due to limited capacity, we 

request prior notice of any attendees. 
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' Report of the Practice transferred to a family LLC should 
be treated as retained by the dece-

and Procedure dent. It may be a problem if the 

Committee deceased maintains a high degree 
of control over the LLC and the 

Jess A. Bahs, Chairperson members have little ability to 
Foster Zack & Lowe, P.C. maintain claims against the 
2125 University Park Drive, Suite 250 deceased as a manager. 
Okemos, Ml 48864-5903 
(517) 706-5760 Office 

Report of the State and (517) 706-5760 Fax 
jess.bahs@ fosterzacklowe.com 

local Tax Committee 
The Practice and Procedure 

John M. Neberle, Chairperson Committee held two joint meetings 
Raymond & Prokop, P.C. recently. A meeting was held on May 26300 Northwestern Highway, 4th Floor 13 2003 with the Business Entities Southfield, Ml 48086-5058 

c;mmittee regarding potentialliabil- (248) 357-301 0 
ity of LLC owners for taxes associat-
ed with the LLC. A second meeting Recent Activities 
was held on May 28, 2003 with the The State and Local Tax Committee 
Estate & Gift Tax Committee regard- held a meeting on March 13, 2003, 
ing valuation issues before the U.S. at the offices of Honigman Miller 
Tax Court. Schwartz & Cohn, LLP, Lansing, 

LLC Meeting. New legislation Michigan. The guest speaker was t'~'' }!' in Michigan establishes that LLC Michigan Treasurer Jay Rising. 
members and managers may be held Treasurer Rising presented the 
liable for unpaid Michigan taxes, as Administration's proposed "loophole" 
if they are responsible corporate offi- closures. The proposals are as 
cers. There was some concern that follows: 
state officials should be more careful 1. Impose the same income tax on 
when determining who is involved in casino winning of non-resident 
company finances. If the LLC is man- individuals as is imposed on 
aged by members, the concern is that Michigan residents. (1967 PA 
the state will pursue a member not 281; MCL 206.110) 
actively involved in the business. 2. Clarify that all business income 
Attorneys from IRS Area Counsel a non-resident individual earns 
also discussed personal liability of in Michigan will be taxed. (1967 
LLC members for unpaid federal PA 281; MCL 206.4) 
taxes - for unpaid employment 3. Enhance enforcement by requir-
taxes, the IRS will treat a single ing "flow through entities to file 
member LLC differently than an S composite income tax returns 
corporation with one shareholder and and pay tax on the distributive 
will maintain the LLC owner is liable income. (1967 PA 281; MCL 
for all employment taxes and penal- 206.22, .26, .315, .351, .355 and 
ties (not just the trust fund portion). .451) 

Valuation Meeting. Attorneys 4. Include compensation of mem-
from IRS Area Counsel discussed the bers of an LLC in determining 
various points practitioners should eligibility for the SBT small busi-
consider when involved in a valuation ness credit. (1975 PA 228; MCL 
dispute. The IRS attorneys also dis- 208.36) 
cussed recent cases in which the IRS 5. Hold member, managers of LLC 
successfully asserted that assets or LLP personally liable for trust 6 
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taxes. (1941 PA 122; MCL 
205.27a) 

6. Prevent shifting of unrealizable 
credits and SBT loss carry-for
wards from flow-through and sub
sidiary entities. (1975 PA 228; 
MCL 208.78 or RAB 1999-9) 

7. Include compensation of leased 
officers in determining the busi
ness's eligibility for small busi
ness credit. (1975 PA 228; MCL 
208.36) 

8. Eliminate the exclusion of inter
company sales in calculating the 
sales factor in a consolidated 
return. (1975 PA 228; MCL 
208.51 or RAB 1989-49) 

9. Create "affiliate nexus" standard 
for all Michigan Taxes. (1941 PA 
122; New MCL Section) 

10. Include all businesses under com
mon control for determining the 
eligibility for SBT small business 
credit. (1975 PA 228; MCL 
208.36) 

11. Eliminate the deduction of flow 
through entities profit or loss 
when such entity is not subject 
to Michigan SBT. (1975 PA 228; 
MCL 208.9) 

12. Real Estate Transfer Tax applies 
when property purchase agree
ment requires use of certain 
builders. (1993 PA 330; MCL 
207.521- 5) 

13. Impose SBT and Income taxes 
where severance tax was the in 
lieu tax. (1929 PA 48; MCL 
205.315) 

14. Impose use tax where SBT was in 
lieu tax for insurance companies. 
(1975 PA 228; MCL 208.22a) and 

15. Restore penalties on those who 
failed to take advantage of the 
2002 amnesty. (1941 PA 122; 
MCL 205.19 and .24) 

Subsequently, Treasury withdrew 
number 8 above because of"a number 
of potential unanticipated conse
quences that might result from mak
ing the change." Taxpayers had com
plained that the proposal would help 
out-of-state based taxpayers and 

would penalize in-state taxpayers. 
The Treasurer's letter to the Chairs 
of both the Senate Finance and 
House Tax Policy Committees indicat
ed that an alternative proposal would 
be offered to "maintain the balanced 
budget." 

Michigan Tax Legislative Update 
Michigan Legislation which was 
either signed into law or did not pass 
that was included in the meeting 
agenda is as follows: (i) PA 677-
Unclaimed property; (ii) PA 622-
Renaissance Zones and Next Energy 
Credits; (iii) PA 603- Leased employ
ee/officer compensation; (iv) PA 606-
Gross receipts defined for SBT pur
poses; (v) PA 620- Separate assess
ment and notice for leasehold 
improvements classified as personal 
property; (vi) PA 610- Telephone and 
Telegraph companies to be taxed 
under General Property Tax Act 
beginning after December 31, 2005; 
(vii) PA 614 and 617- for Indian 
Tribe agreement to collect taxes; (viii) 
PA 657 - eliminates the Revenue 
Division and reduces penalties; (ix) 
SB 1419- Streamlined Sales Tax did 
not pass; (x) HB 4219 presumes prop
erty brought into State after 90 days 
is exempt from use tax; and SB 1194 
permitting filing of non-property tax 
cases in the Court of Claims without 
paying taxes in dispute did not pass. 
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Business and Tax Planning after Dividend 
and Capital Gain Tax Rate Cuts 

By: Jess Bahs, Esq. 

A 15% rate on dividends and capital 
gains? It sounds too good to be true. 
If so, it will not last long and taxpay
ers should take advantage of the tax 
rate cuts while they can. Now that 
the tax rate differential between divi
dends and capital gains is eliminated, 
many corporate tax sections in the 
Internal Revenue Code (hereinafter 
"Code") are almost extinct; provisions 
that were enacted in order to prevent 
people from converting dividends to 
capital gains are now insignificant 
(at least until January 1, 2009 when 
the reduced rates are set to expire or 
Congress decides otherwise). This 
article examines the business and tax 
planning that business owners should 
now consider while the reduced tax 
rates are in effect. 

New tax rate cuts 
The income tax rate on dividends 
received by individuals was recently 
reduced from 38.6% to 15%. Wealthy 
taxpayers in a high rate bracket see 
the tax on dividends cut to substan
tially less than half of what it was 
before.1 

The capital gain tax rate was 
recently reduced from 20% to 15%.2 

For property held for five years, the 
rate decreases 3% from 18% to 15%; 
there is no future distinction for 
five-year property. The tax rate on 
unrecaptured Code § 1250 real estate 
gain (prior depreciation deductions) 
remains a 25% rate.3 

Most important is that the tax 
rate for dividends is equal to the rate 
for capital gains. The preference for 
capital gains over corporate dividends 
is eliminated and affects much ofthe 
corporate planning that corporate 
and tax attorneys pursue. 

One thing ironic about the rate cut 

is that net short-term capital gain 
(gain from a capital asset sold within 
one year of purchase) will be taxed 
at a 35% rate, as ordinary income, 
whereas dividends are taxed at a 
15% rate if the stock has been held 
for more than 60 days during the 
120-day period that begins 60 days 
before the ex-dividend date (the day 
following the last day that sharehold
ers of record are entitled to receive 
an upcoming dividend payment). 
This presents a question of whether 
taxpayers will structure business 
transactions in a way to avoid sale 
or exchange treatment that gives rise 
to short-term capital gain, so that 
payments from such transactions are 
treated as taxable dividends instead. 
Owners of small companies will 
choose to defer stock sales or redemp
tions and will cause dividends to be 
issued during the first year stock 
is held. 

The highest tax rate bracket for 
individuals with ordinary income 
decreases from 38.6% to 35%. Under 
the prior act, the reduction to 35% 
was not effective until 2006. This is 
a welcomed cut for wealthy taxpay
ers, but it will not affect business 
planning to the extent the dividend 
and capital gain rate cuts will. 

The rate cuts can present certain 
planning problems for advisors. The 
combined effect of the rate cuts on 
dividends and ordinary income will 
mean that more taxpayers will be 
subject to Alternative Minimum Tax 
(''AMT"). Business attorneys general
ly rely on accountants to worry about 
AMT, and the accountants generally 
rely on their computers to worry 
about it. Business attorneys may 
need to become more familiar with 
calculating AMT in order to deter
mine whether future transactions 
will cause AMT consequences. 
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Dividends paid by personal 
service corporations 
The new dividend rate presents 
substantial benefits and future ques
tions. For example, personal service 
corporations ("PSCs") involved in 
rendering legal, accounting, medical, 
and consulting services may be able 
to pay out a portion of corporate 
earnings and profits ("E&P") as divi
dends taxed at a 15% rate. This will 
not be beneficial if the PSC has tax
able income, but PSCs at times have 
depreciation expense deductions or 
net operating losses that allow divi
dends to be paid while corporate 
level taxes are not incurred. 

There are times when there is 
E&P for dividend purposes, yet there 
are not any corporate level profits 
subject to corporate level tax. If 
there is no E&P, dividend payments 
are treated as first a reduction of 
basis and then capital gain to the 
extent a payment exceeds one's basis. 
Either way, assuming no basis in the 
PSC stock, the dividend payment 
from a PSC would be taxed at a 
15% rate. 

Although the IRS will aggressively 
assert that payment of corporate 
profits for services cannot be eligible 
for dividend treatment, the IRS will 
have difficulty enforcing its position 
without additional law on this sub
ject. The IRS has historically 
attempted to assert that owner 
salaries are too high and that a por
tion of corporate profits should be 
taken out ofthe corporation as divi
dends. The IRS asserts this argu
ment in order to cause a tax at the 
corporate level from causing 
deductible compensation payments to 
be recharacterized as nondeductible 
dividend payments to owners. The 
effect is that the IRS can tax the 
money twice by asserting compensa
tion paid to owners is unjustifiably 
high. (However, the IRS has general
ly been unsuccessful in denying com
pensation deductions for PSCs, unless 
the employee at issue is no longer 

rendering services full-time or owner
employee salaries are, in part, actual
ly profits from non-owner employ
ees).4 With all the case law limiting 
when a corporate owner may deduct 
salaries and bonuses, it will be diffi
cult to see how the IRS will prohibit 
owners from pulling out profits as 
dividends. 

The IRS will need to assert what 
is known as a reverse reasonable 
compensation argument-that own
ers working for PSCs must take a 
reasonably high enough salary before 
payments are treated as dividends. 
The IRS has authority for this type of 
argument based on case law applica
ble to S corporation dividends. Some 
S corporations pay small salaries to 
owners rendering services so that the 
owners can pull out profits as divi
dends that are not subject to the 
15.3% self employment tax (with an 
S corporation, the company pays half 
and the employee pays the other half 
of the 15.3% tax). Although the prac
tical rate is often only a 2.9% 
medicare rate because many owners 
receive salaries and bonuses in excess 
of the amount subject to the full 
15.3% rate, owners like to avoid pay
ing this tax. Like S corporations, 
PSCs should pay most of the profits 
in the form of salaries since the prof
its are from services rendered by the 
owners. Small bonuses could perhaps 
be paid as dividends. PSC owners 
should be cautious not to become 
greedy-switching from high salaries 
to low salaries, in order to pull out 
dividends, will provide the IRS the 
argument that the dividends should 
be treated as salaries and bonuses. 
Alternatively, the IRS may assert 
that prior (or later) compensation 
amounts should be treated as unrea
sonably high so that the IRS can dis
allow compensation deductions and 
then claim that the corporation owes 
back taxes. 

Rather than paying wage bonuses 
to owner-employees, the C corpora
tion should consider distributing up 
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to $50,000 of corporate profits as 
dividends. If the C corporation has 
$50,000 or less of taxable profits, the 
applicable tax rate for the C corpora
tion is only 15%. Distributing the 
$50,000 as dividends rather than 
wage bonuses results in less tax cost 
since the dividend is again taxed at 
only a 15% rate. The combined effec
tive rate is approximately 28% in this 
situation. PSCs, and other corpora
tions that pay out much of their prof
its as wages and bonuses, should con
sider paying up to $50,000 of the 
profits as dividends. 

Entity preferences 
Does the new 15% tax rate on divi
dends mean a C corporation is now 
the entity of choice?- No. The C 
corporation is not as costly as before, 
compared to S corporations and 
LLCs, but it is not now the entity of 
choice. The highest tax rate on ordi
nary income for individuals is 
reduced to 35% from 38.6%. The 
highest marginal rate for corpora
tions is still 39%, at least for taxable 
corporate income of $100,000 to 
$335,0000; the marginal rate is 
34% for taxable corporate income 
of $335,000 to $10 million. For C cor
porations with $100,000 to $335,000 
of taxable income, the reduced 35% 
rate for individuals favors pass 
through entities such asS corpora
tions and LLCs. 

The combined effect of double tax
ation for C corporations still favors 
LLCs and S corporations. The high
est C corporation tax rate of 39%, 
when combined with the 15% divi
dend rate for distributions to individ
uals, results in a combined tax-effec
tive rate of approximately 48% [39% 
+ (15% x .61)]. This 48% tax-effective 
C corporation rate significantly 
exceeds the 35% rate that applies to 
flow-through income from S corpora
tions and LLCs. For example, a tax
payer with a business generating 
$300,000 of taxable income will pay 
almost $50,000 more tax doing busi
ness as a C corporation compared to 
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an LLC or S corporation. The C cor
poration would pay $100,250, leaving 
a $199,750 dividend, which when 
taxed at 15%, increases the tax bill 
another $29,963 for a total tax of 
$130,213. With an S corporation or 
an LLC taxed as a partnership, the 
total tax cost would be $80,445. In 
this example, an LLC or S corpora
tion allows the owner to take home 
$49,768 more of the profits. 
Depending on the income range, 
there is usually a distinct advantage 
to using an S corporation or LLC. 

Taxpayers will want to particular
ly avoid C corporations that will rec
ognize long-term capital gain. The 
48% tax-effective rate for C corpora
tion income applies to capital gains 
recognized by the C corporation, 
whereas such gains would be taxed 
at a 15% rate when recognized by an 
S corporation or LLC and reported on 
owners' returns. This factor seriously 
favors an S corporation or LLC. 

Owners may prefer C corporations 
in the limited circumstances where 
the company will not earn much 
income and the income will be rein
vested in the company. C corpora
tions will probably be preferred only 
where the following four factors are 
satisfied: (1) the anticipated corporate 
income will be less than $75,000; (2) 
the corporation will not hold appreci
ating assets such as land; and (3) the 
owners intend to leave the taxable 
income in the company in order to 
fund business expansion. As long as 
the taxable income is below $75,000, 
the income will be taxed at a rate of 
25% or less and will not be subject to 
a second tax until distributed much 
later. Some owners and accountants 
often prefer using C corporations to 
build up wealth within a corporation 
in this manner. (Owners should be 
aware of accumulated earnings tax 
and personal holding company tax 
concerns; the C corporation should 
have an operating business and the 
profits should fund expansion of the 
business). 
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Section 302 redemptions 
of stock are less significant 
Capital gain status for stock 
redeemed by a corporation may no 
longer be as important as it was 
before. The importance of sale or 
exchange treatment, based on Code 
§302 redemption status, will greatly 
depend on the extent of tax basis in 
one's stock. Corporate redemptions 
of stock are taxed pursuant to Code 
§302, which allows for distributions 
from a corporation to be taxed as 
capital gain rather than dividends. 
This occurs when money is paid by 
the corporation to shareholders in 
exchange for the shareholder's stock 
that is being redeemed by the corpo
ration. For many years, attorneys 
thought of creative ways to accom
plish corporate redemptions in a 
way to pull out corporate income at 
favorable capital gain rates, because 
dividends were taxed as ordinary 
income. Now that profits distributed 
by a C corporation are taxed at a 
15% rate, regardless of whether 
the distributions are dividends or 
redemption payments for stock, 
making sure a redemption qualifies 
as a Code §302 payment is no longer 
as important. 

Code §302 redemption status will 
generally make a difference in three 
situations: (1) the shareholder has 
capital loss carryovers; (2) the share
holder has significant basis in the 
stock; or (3) the shareholder will 
receive a promissory note in 
exchange for the redeemed stock. 
Shareholders with capital loss carry
overs will prefer Code §302 redemp
tion payments taxed as capital gain 
income since dividend distributions 
cannot be reduced by the sharehold
er's capital loss carryovers from prior 
years, even though the dividend rate 
is equal to the capital gain rate 
(capital loss carryovers can be used 
against only $3000 of ordinary 
income per year). Shareholders with 
basis in the stock will prefer Code 
§302 redemption payments since the 

basis in the shareholder's stock will 
reduce any taxable gain-capital 
gain is recognized only to the extent 
the redemption payments exceed the 
shareholder's basis in his or her 
stock. If a promissory note is 
received by the shareholder, the tax
payer will want to report the future 
payments on the installment basis, 
which will not be available if the dis
tribution of the note is treated as a 
Code §301 dividend distribution of 
property. 

A stockholder who wants to bind a 
company to make a set amount of 
payments over future years should 
consider having the corporation issue 
her preferred stock. A commitment 
to pay a certain amount of money in 
future years, if enforceable, will be 
treated as a promissory note. The 
note will be treated as a distribution 
of property not eligible for Code §453 
installment gain reporting. Preferred 
stock may avoid this problem. If the 
transaction is structured properly, 
receiving preferred stock and a right 
to future dividends will look less like 
a taxable dividend distribution in the 
form of distributed property. 

The new 15% dividend rate will 
avoid many problems that arise in 
the context of Code §302 redemp
tions. Normally, to qualifY for capital 
gain treatment, one of the following 
must apply: 

1. the shareholder must cause all 
of her shares to be redeemed 
so that she no longer has any 
interest in the corporation;5 

2. she must have 50% voting con
trol before the redemption and 
a 20% reduction in interest that 
resulted in the shareholder 
afterward having less than 
50% voting control because 
of the redemption6

; or 
3. there must be a meaningful 

reduction of her proportionate 
interest in the company (this 
is an unpredictable facts and 
circumstances test).7 

The above tests are difficult to 
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be less enthused about making rea
sonable compensation arguments
the result will be that corporations 
will likely be more aggressive when 
paying higher salaries and bonuses. 

Small C corporations should con
sider paying up to $50,000 of corpo
rate profits as dividends (in part for 
the reasons discussed above for per
sonal service corporations). A history 
of paying dividends makes it easier 
for a C corporation to avoid a reason
able compensation argument in the 
event of an IRS audit. Paying 
$50,000 worth of dividends may 
allow the corporation to avoid audit 
scrutiny. 

Effect on constructive dividends 
The IRS has traditionally argued 
that many payments from C corpora
tions to owners are in fact construc
tive dividends. The IRS will now 
be less motivated to make such 
arguments. 

For example, problems in the past 
arose from buy-sell agreement pay
ments when one shareholder was 
obligated to acquire stock from a 
departing shareholder. Buy-sell 
agreements basically give sharehold
ers the option to acquire another 
shareholder's stock if a departing 
shareholder desires to sell or transfer 
his shares. If the departing share
holder was paid with money from 
the corporation, as if the departing 
shareholder's stock was redeemed by 
the corporation, yet the terms of the 
buy-sell agreement obligated a share
holder (and not the corporation) to 
purchase the stock, the IRS tradi
tionally argued that the transaction 
should not be treated as a redemp
tion of stock. The IRS instead 
argued the transaction should be 
recharacterized as if a taxable divi
dend had been distributed to the 
shareholder acquiring the stock, thus 
causing a tax on the dividends for 
the acquiring shareholder, followed 
by a second tax on the money paid to 
the departing shareholder. 9 (This 

is part of the reason a buy-sell agree
ment should allow the corporation a 
first option to acquire the stock 
before other shareholders can exer
cise an option to acquire stock). 

Another example of a constructive 
dividend argument relates to the 
payment for stock as part of a 
divorce. Constructive dividend argu
ments arose in the context of divorce 
where a corporation paid a husband's 
wife cash for the wife's marital inter
est in the husband's stock. Court 
orders commonly stated a husband 
must purchase his wife's interest in 
the husband's stock. If the money 
did not come from the corporation, 
this was not a problem. If the money 
paid to the wife came from the corpo
ration, there were significant tax 
implications. The husband common
ly reported this situation on his tax 
return as if some of the stock was 
transferred to the wife (tax-free as 
incident to a divorce) and then the 
corporation redeemed the stock so 
that Code §302 capital gain treat
ment applied to the payments to the 
wife. The IRS argued this transac
tion should be recharacterized as if 
the money was paid as a dividend to 
the husband so that the husband 
could pay the money to the wife. 
If the payments were treated as a 
redemption of stock, capital gain 
rates applied. If the payments were 
treated as dividends paid by the cor
poration to the husband, tax rates on 
ordinary income applied. The IRS 
had a strong argument since divorce 
courts commonly ordered that the 
husband, and not the corporation, 
make the payments to the spouse; 
the court did not have authority to 
order that the corporation pay any
thing.10 Wise divorce attorneys tried 
to avoid this issue by wording court 
orders to reflect the husband first 
conveyed half the stock and the 
corporation was then required to 
redeem the wife's stock (the husband 
would pay the wife's tax cost from 
the gain as part of the divorce). The 
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-new dividend rate now arguably others. For example, if holders 
eliminates this problem-however of preferred shares received com-
the payment is characterized, the mon stock as a dividend on the 
payment will now be taxed at a 15% preferred shares, the holders 
rate. The characterization should thus receive additional voting 
only matter where there is signifi- power as if they received cash 
cant tax basis for the stock. and purchased stock from the 

corporation. This had the effect 
Liquidating distributions of making the dividend of stock 
are not as much concern taxable as ordinary income. The 
Planning corporate liquidations will 15% dividend rate means this is 
be less of a burden. Previously, if a of less concern. Although the 
corporation made liquidating distri- distribution of §305 stock will 
butions to shareholders, the share- still be a taxable event if the cor-
holders receiving those distributions poration has E&P, the resulting 

This presents wanted to be able to show the distri- tax rate is much easier to swal-

a significant butions were made as part of a plan low. Consequently, a corporation 

loophole 
ofliquidation pursuant to Code §331. can consider issuing common 
Otherwise, the distributions would stock on preferred stock when 

whereby be treated as dividends taxed as ordi- there are business reasons to 
employee- nary income (up to the amount of do so. 
owners can E&P) rather than treated as capital A corporation may be able to func-
receive gain. Since dividend distributions tionally provide employees voting 

property will now be taxed at a 15% rate, stock without the receipt of the stock 

(stock) taxed there will less concern with execut- being taxed as ordinary income in f2\')' 
ing a plan of liquidation and making exchange for services rendered. 

at a 15% sure that distributions are completed Normally, the receipt of stock by an 
rate ... within a limited period of time. employee providing services is taxed 

as ordinary income; the value of the 
Dividends of stock stock is treated as cash paid for serv-
are no longer a problem ices taxable pursuant to Code §83 
Code sections 305 and 306 were principles. Although the IRS can 
enacted to prevent abusive transac- assert the stock value should be 
tions whereby corporations distrib- taxed as ordinary income as if it is 
uted additional stock as dividends, received in exchange for services, it 
and owners accomplished converting is difficult to determine when stock 
ordinary income to capital gain with is distributed as a dividend v. when 
later sales or redemptions of the dis- it is distributed in exchange for serv-

\1 tributed stock. Sections 305 and 306 ices rendered (presuming the corpo-]', 

l will be of minimal consequence. ration does not take a deduction for ' l; 
r (a)lssuance of Dividends in the the stock issued). By distributing 
n Form of Additional Stock voting stock, as dividends on previ-
l ously issued stock, the corporation VJ A corporation can now issue L~ 

ll additional stock as a dividend to arguably finds a way to issue stock 
I 

present shareholders with little in exchange for services with the 1 

tax consequence. Section 305 value taxed at only a 15% tax rate. 
treats the distribution of addi- This presents a significant loophole 
tional stock as a dividend that is whereby employee-owners can 
taxable as ordinary income if the receive property (stock) taxed at a 
effect of the distribution is to 15% rate rather than compensation 

-~\ increase the voting interests of taxed at 35%. As discussed above, -,l / 

certain shareholders and not provided the employees are paid "'-·,··" 

14 salaries that are arguably reasonable 
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in amount, a dividend rate of 15% 
should apply to dividends paid in the 
form of additional voting stock rather 
than cash. Many corporate owners 
with startup companies should con
sider motivating key employees with 
this type of arrangement; although 
the corporation will not be entitled 
to compensation deductions, the 
company will not need to raise cash 
to motivate employees. 

(b)Preferred Stock Bailouts 
Preferred stock bailouts gov

erned by Code §306 are almost 
meaningless now. Previously, 
corporations would issue pre
ferred stock tax-free to a share
holder who would then later 
have a third party purchase the 
stock, effectively for the purpose 
of converting ordinary income to 
capital gain. The third party pur
chaser would later have the cor
poration redeem the previously 
issued preferred stock. Section 
306 was enacted to make it more 
difficult for corporations to issue 
preferred stock as a way of 
avoiding dividends. Section 306 
does not make the issuance of 
the preferred stock to sharehold
ers a taxable event; it requires 
that the gain be taxed as ordi
nary income when the preferred 
stock is later sold. 

Now that the tax rate applicable 
to dividends is equal to the tax rate 
on capital gains, Section 306 will not 
be of significant concern. Preferred 
stock can be paid out to shareholders 
and the shareholders can later sell 
that stock with the payments in 
exchange being taxed at a 15% rate. 
This basically gives shareholders a 
way to time when they want to recog
nize the dividend-the shareholders 
can receive preferred stock and then 
later sell it or have it redeemed when 
the shareholder decides to incur the 
tax cost. (Shareholders should, how
ever, first consider that Code §306 
may prevent a shareholder from off
setting her cost basis against pay-

ments received when the issued 
stock is sold). 

S corporations should make 
distributions 
An S corporation that was previously 
a C corporation should consider dis
tributing its prior C corporation 
earnings and profits. An S corpora
tion that was previously a C corpora
tion commonly has accumulated 
E&P. Mter a C corporation converts 
to S corporation status, it is difficult 
to remove the E&P without the pay
ments being treated as if they were 
taxable dividends paid by a C corpo
ration. 11 S corporations traditionally 
would avoid making distributions 
that exceeded the annualS corpora
tion profits (by tracking the S corpo
ration profits through what is known 
as an Accumulated Adjustments 
Account). Now that dividends are 
taxed at a 15% rate, this is of less 
concern. Code § 1368 states that S 
corporation distributions of prior 
E&P are treated as taxable C corpo
ration dividends; consequently, the 
15% dividend tax rate should apply 
when the S corporation distributes 
prior E&P. It may be wise for own
ers of S corporations to distribute 
prior E&P before the 15% dividend 
rate preferential is eliminated 
(whether it is eliminated will depend 
on which political party controls in 
the future). 

S corporations receiving passive 
income should particularly consider 
distributing E&P. Distributing the 
E&P will avoid passive income tax 
costs for S corporations. If an S cor
poration has both passive income 
and E&P, it must be concerned with 
a Code §1375 tax on excess passive 
income, the rate of which tax is equal 
to the highest corporate income tax 
rate (39%). Furthermore, the passive 
income may cause the S corporation 
to become ineligible for subchapter S 
status. Rather than worrying about 
tax consequences from passive 
income, the S corporation should 
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consider distributing the E&P as 
dividends taxed at the new 15% rate. 

Preferred stock preference 
for C corporations 
Many owners may now prefer that 
their corporations issue them pre
ferred stock rather than promissory 
notes, particularly if the relevant 
C corporation has significant net 
operating losses that will be carried 
forward and used in the future 
("NOLs"), thereby eliminating corpo
rate level taxable income. Due to the 
recent economic "slow recovery," 
many corporations currently have 
NOLs that may not be used for 
some time. 

If a C corporation has NOLs 
("NOL Corp"), the owners should 
consider switching promissory notes 
(debt) to preferred stock (equity). 
The new tax law preference for divi
dends favors causing the NOL Corp 
to distribute dividends taxed at a 
15% rate rather than interest taxed 
at a 35% rate. 

(a)NOLs Cause the Preference 
for Preferred Stock 

Equity will now be preferred 
over debt when the corporation 
has unused NOLs. Although 
debt is normally preferred since 
interest paid by the corporation 
is deductible against the corpora
tion's taxable income, interest 
deductions are of little value to 
an NOL Corp. Owners with an 
NOL Corp can pull out current 
year E&P at a 15% dividend 
rate, while the corporation's 
earnings and profits avoid tax 
when the NOL is carried forward 
and applied at the corporate 
level. The result is that owners 
can now achieve a return on 
their investment that will be 
taxed at a 15% rate rather than 
a 35% rate. 

A shareholder's promissory notes 
can be paid off in exchange for pre
ferred stock. Any accumulated inter
est would need to be paid but the 
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principal can be extinguished in 
exchange for preferred stock. 

(b)An Owner Should Receive a 
Put Right that Vests after a 
Period of Time 

The NOL Corp owner will 
obviously intend to make the 
NOL Corp profitable so that it 
will use up the NOL. After the 
NOL is used up, the 48% tax
effective C corporation tax rate 
(mentioned above) will apply. 
This contingency can be 
addressed by having the NOL 
Corp issue preferred stock with 
the shareholder taking a put 
right, which gives the sharehold
er the option to require that the 
corporation redeem the stock. 
The NOL Corp should agree to 
allow the owner to redeem the 
preferred stock, in exchange for 
a promissory note, but only after 
a period of time has passed. 
Allowing the client to shift from 
preferred stock to debt in the 
future will allow the client the 
option to switch from preferred 
stock dividends to interest 
income after the NOL is used up. 

(c) Potential IRS Bias Against 
Preferred Stock 

The IRS will probably not like 
the tax savings and will not like 
the creative use ofthe new divi
dend tax cut. Historically, the 
IRS has recharacterized debt 
(promissory notes) as equity 
(preferred stock)-the IRS will 
now want to do the opposite. It 
will be difficult for the IRS to 
recharacterize preferred stock as 
debt if the preferred stock has 
the limited rights normally asso
ciated with preferred stock. The 
preferred stock should be set up 
so that dividends are payable 
only when legally allowable 
under Michigan law. Holders 
of preferred stock should not be 
allowed to redeem the preferred 
stock until after an extensive 
period of time has passed.12 If a 
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client voluntarily agrees to be 
paid when earnings are present, 
and agrees to have his or her 
interest subordinated to the 
claims of unsecured creditors, 
the client's situation has signifi
cantly changed in substance and 
not mere form. The IRS would 
need to allege there is no busi
ness purpose or that sham trans
action doctrines somehow apply. 
Since the client will give up the 
rights associated with being a 
creditor and the company's bal
ance sheet will improve as a 
result, the IRS should not be 
able to recharacterize preferred 
stock as debt. 

When NOLs are used up and an 
owner switches back to debt from 
equity, the IRS will be motivated to 
challenge the later debt status. If 
preferred stock is later redeemed in 
exchange for promissory notes after 
the NOL is used up, make sure the 
following elements are satisfied: 

1. The note issued by the corpora
tion should provide for a fixed 
rate of interest;13 

2. The corporation should be 
required to make payments 
on a monthly basis; 

3. The note should be secured by a 
lien on certain corporate assets/4 

4. The holder of the note must have 
the right to enforce payments 
(this is the most important 
requirement); 

5. The note holder's claims against 
the corporation should not be 
subordinate to the claims of 
other unsecured creditors;15 

6. The corporation must have ade
quate capital so that the IRS 
cannot argue the corporation 
is too thinly capitalized.16 

(d) Additional Benefits of Equity 
v. Debt 

There may be tax advantages 
from losses incurred in connection 
with worthless stock, compared to 
worthless debt. If a corporation 
issues stock and it qualifies as Code 

§ 1244 small business stock, up to 
$50,000 of loss ($100,000 on a joint 
return) may be eligible for a deduc
tion against ordinary income rather 
than capital gain. The capital gain 
rate cut makes it more important 
than ever to reduce ordinary income 
rather than capital gain. With debt, 
if there is a loss in connection with 
worthless debt, the debt generally is 
deductible as only a nonbusiness bad 
debt loss that reduces capital gain 
and not ordinary income. (For a 
stock loss to qualify as a deduction 
against ordinary income, the require
ments of Code §1244 must be satis
fied, the most important of which is 
that the stock was issued to the tax
payer at the time the corporation 
was initially formed). 

Sales of small business stock are 
also at times eligible for preferential 
gain reporting. A taxpayer may 
exclude up to half of any gain result
ing from a sale of small business 
stock that is held for more than five 
years (other requirements apply)Y 

(e)Non-Tax Considerations When 
Creating Preferred Stock 

Advisors should consider non-tax 
considerations before converting debt 
to preferred stock. One non-tax ben
efit is that the NOL Corp's balance 
sheet will significantly improve from 
switching reported liabilities to equi
ty- the shifting of debt to equity 
may allow the NOL Corp to obtain 
loans, contracts, or new customers. 
A drawback is that the client's prior 
rights to repayment will now be sub
ordinate to the claims of creditors. 
The client must consider whether she 
is willing to give up creditor status. 
One way to minimize problems with 
giving up creditor status is to cause 
the NOL Corp to limit the authority 
of the officers to incur certain corpo
rate indebtedness. A client having 
control over the NOL Corp can nor
mally cause the NOL Corp to file 
Restated Articles of Incorporation 
and thereby change the rights and 
duties of directors and officers. As 
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part of this, the corporation should 
also sign employment contracts with 
the corporate officers; the contracts 
should require that an officer indem
nify the NOL Corp if the officer 
actively and intentionally causes 
indebtedness over a certain limit. 
The owner should be careful to police 
the corporate officers and directors to 
make certain the corporation is not 
incurring additional debt. 

Conclusion 
The new 15% tax rate for dividends 
and capital gains will change our 
way of thinking about many 
traditional business transactions. 
Taxpayers and advisors should be 
careful to think through the implica
tions of the new drastic rate cuts 
when working through common 
business transactions. Taxpayers 
and advisors should be creative and 
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try to discover new ways to maximize 
the benefits of the new rate cuts. 
The new rates will also affect the 
various factors that should be 
considered when choosing the 
appropriate business entity for 
an owner's situation. 

------------------------------ENDNOTES------------------------------

1. 2003 Jobs and Growth Act ("2003 Act") §302(a), amending Code §1 (h)(11) 

2. 2003 Act §101 

3. Code §1 (h) 

4. Pediatric Surgical Associates, P.C. v Comr. T. C. Memo 2001-81 

5. Code §302(b)(3) 

6. Code §302(b)(2) 

7. Code §302(b)(1) 

8. Code §302(c) 

9. Wall v. U.S., 164 F.2d 462 (4th Cir. 1947); Sullivan v. U.S., 363 F.2d 724 (8th Cir. 1966), cert. denied, 387 
U.S. 905, 87 S.Ct. 1683 (1967). 

10. Ames v. U.S., 981 F.2d 456 (9th Cir. 1992); Hayes v. Comr., 101 T.C. 593 (1993). 

11. Code §1368(c) 

12. Treasury Regulations to be promulgated pursuant to Code §385(b) make convertibility of debt to stock a 
factor for disallowing interest deductions. This factor of convertibility will probably be an important factor 
when determining whether dividends paid on preferred stock should be treated as dividends taxed at a 15% 
rate and not interest payments taxed at a 35% rate. 

13. See Fin Hay Realty Co. v U.S., 398 F.2d 694, 696 (3d Cir. 1968). 

14. See Wood Preserving Corp. of Baltimore, Inc. v U.S., 347 F.2d 117 (4th Cir. 1965). 

15. See Foresun, Inc. v. Comr., 348 F2d 1006 (6th Cir. 1965); Trans-Atlantic Co. v. Comr., 469 F.2d 
1189 (3rd Cir. 1972). 

16. See Bradshaw v. U.S., 683 F.2d 365 (Ct. Cl. 1982); Baker Commodities, Inc. v. Comr., 48 T.C. 374 
1967), aff'd, 415 F.2d 519 (9th Cir. 1969). 

17. See Code §1202 



Michigan Tax Lawyer-Summer 2003 

Selected GST Tax and Withdrawal Right Issues 
Concerning Irrevocable Life Insurance Trusts 
under the 2001 Tax Act1 

By: Sebastian V. Grassi, Jr. 

Introduction 
The need for Irrevocable Life 
Insurance Trusts ("ILITs") has not 
been diminished by the Economic 
Growth and Tax Relief Reconciliation 
Act of 2001, P.L. 107-16 ("2001 Tax 
Act"). In fact, the uncertainty sur
rounding the permanency of the 
repeal of federal estate taxes and 
generation skipping transfer ("GST") 
taxes (because of the Act's sunset pro
visions which take effect January 1, 
2011 and reinstate the pre-Act trans
fer tax regime), underscores the need 
for clients with estates greater than 
$1,000,000 to consider the use of an 
ILIT as a means of holding life insur
ance and removing it from inclusion 
in their gross estate. This article 
examines Crummey withdrawal 
rights and the 2001 Tax Act's impact 
on these important rights, which are 
commonly used in ILITs. The article 
assumes that the reader has at least 
an intermediate knowledge with 
regard to the various tax issues con
cerning an ILIT. The article does not, 
however, discuss all of the tax or 
drafting issues concerning an ILIT. 

a. Key Provisions Regarding 
Crummey Withdrawal Rights 

A Crummey withdrawal right 
granted to each beneficiary, when 
used in conjunction with the annual 
gift tax exclusion amount under IRC 
section 2503(b), allows the grantor's 
payment of premiums to be gift tax 
free. The following points should be 
considered when drafting a beneficia
ry's right of withdrawal. 

• If GST tax exemption is going 
to be allocated to the ILIT, the 
grantor's spouse's withdrawal 
right should be structured to 
comply with the GST tax Estate 

Tax Inclusion Period ("ETIP") 
safe harbor rules, to wit, (i) be 
limited to 5 x 5 under IRC sec
tion 2514(e), (ii) be noncumula
tive, and (iii) lapse sixty (60) 
days after the date of contribu
tion (not sixty ( 60) days after 
notice). Reg. section 26.2632-
l(c)(2)(ii). Furthermore, the 
spouse should not be given a 
hanging Crummey power, which, 
by design, is a cumulative right 
of withdrawal that does not lapse 
in its entirety within the afore
said ETIP safe harbor rules. If 
the spouse's right of withdrawal 
remains "open" under a hanging 
Crummey power, the ETIP rules 
prevent an allocation of GST 
exemption from being effective 
during the period the withdrawal 
right remains "open" and has not 
lapsed in its entirety. IRS section 
2642 (f) (3) and Reg. Section 
26.2632-l(c). 

• Consider using tiered withdrawal 
rights by which the spouse may 
withdraw the gift first, and the 
children second. Tiered with
drawal rights make notice easier, 
particularly if the annual contri
butions are limited in amount 
and makes it easier to structure 
the Spouse's withdrawal right 
within the ETIP safe harbor 
rules while giving the children 
withdrawal rights that lapse 
under a hanging Crummey 
power. 

• Ensure that the amount subject 
to the Crummey withdrawal right 
is ascertainable by conditioning 
any distribution of principal, 
termination of trust, trustee dis
cretion, exercise of any lifetime 
power of appointment, so that 
such distributions, discretions, 
terminations or exercises will not 
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thwart or otherwise defeat an 
existing Crummey withdrawal 
right that is unexercised and has 
not lapsed. 

• Do not condition the amount of 
the Crummey withdrawal right 
on whether a split gift election 
is to be made under IRC section 
2513. The IRS has ruled that 
this constitutes a condition sub
sequent to the gift and hence 
makes the gift amount, i.e., the 
withdrawal amount, unascertain
able until the condition subse
quent occurs. PLR 8022048 
Rather, limit the withdrawal 
right to a single present interest 
exclusion or provide that if a 
donor is married at the time 
of the contribution, the amount 
subject to withdrawal is the 
amount otherwise available 
under gift-splitting, irrespective 
of whether the gift-splitting 
election is, in fact, elected. 

• If gift-splitting occurs, the donor's 
spouse is treated as transferor 
(for GST tax purposes) of one
half of the entire value of the 
property transferred, regardless 
of the gift tax rules under 
Chapter 12 of the Internal 
Revenue Code. IRC section 2652 
(a) (2). A donor cannot elect gift
splitting with respect to gifts to 
his or her spouse. IRC section 
2513(a)(1). However, ifthe donor 
transfers property in part to his 
spouse and in part to third par
ties, the consent to gift-splitting 
is effective "with respect to the 
interest transferred to third par
ties only insofar as such interest 
is ascertainable at the time of the 
gift and hence severable from the 
interest transferred to his spouse." 
Reg. Section 25.2513-l(b)(4). 

• Prohibit the grantor from exercis
ing Crummey withdrawal powers 
on behalf of the beneficiaries 
(including the ability to exercise 
the power pursuant to a power of 
attorney or as a natural or legal 
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guardian of the beneficiary), and 
from becoming a trustee. The 
holding of such powers may be 
deemed a retained interest in the 
trust, resulting in the value of 
the trust being included in the 
grantor's gross estate for federal 
estate tax purposes. IRC sections 
2036 and 2038. Furthermore, if 
the grantor should serve as 
trustee of the ILIT, insurance on 
the grantor's life will be included 
in his or her gross estate for fed
eral estate tax purposes because 
of the incidence of ownership 
attributable to the grantor as 
trustee (since the trustee is 
the owner of the life insurance 
policy). 

• Give the trustee broad discretion 
to satisfY withdrawal right notice 
requirements. Do not require the 
trustee to give written notice of a 
beneficiary's withdrawal rights. 
Rather, give the trustee discre
tion in how to effectuate notice to 
the beneficiaries. The Crummey 
case does not require that writ
ten notice be given; it only 
requires that "reasonable notice" 
be given. 

• Give the trustee broad powers to 
satisfY any withdrawal rights. 
Make sure that any Crummey 
withdrawal right may be satis
fied not only against the contri
bution but also against other 
trust property, including any 
insurance policy or fractional 
interests in the insurance policy. 
This will provide substance to a 
Crummey withdrawal right espe
cially as concerns any group term 
policies held by the trust. The 
assignment of a group term poli
cy should include any replace
ment or renewal insurance and 
any increase in the amount of 
coverage. A statement in both the 
assignment and the ILIT to the 
effect "with regard to any group 
term policies assigned to Trustee, 
the transfer of such policies also 
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includes any future policies to be 
issued, or policies in supplemen
tation thereof, or in succession, 
substitution replacement or 
renewed thereof, and any increase 
in the amount of coverage," 
should be sufficient. Also, the 
trust should provide that con
tributions to the ILIT include 
indirect contributions, such as 
deemed gifts arising from a 
third-party's payment of premi
um on group term insurance or 
insurance subject to a split 
dollar arrangement. 

• Do not attempt to have the bene
ficiaries waive notice of their 
future Crummey withdrawal 
rights. Rather, each year give 
notice and obtain a written 
acknowledgement from the bene
ficiary that he or she is aware of 
that year's contribution and is 
aware of his or her withdrawal 
right. If the life insurance policy 
requires monthly or quarterly 
premium payments, consider 
making a single contribution at 
the beginning of the year, giving 
notice once, and then using the 
contribution to pay the premiums 
as they become due. 

• Allow the donor to vary a benefi
ciary's right of withdrawal before 
each year's contribution. PLR 
8003033. 

• Coordinate Crummey withdraw
al right lapses under IRC section 
2514(e) that beneficiaries may 
have under other trusts. The IRS 
permits only one 5 x 5 safe har
bor lapse per calendar year per 
donee for all powers ofwithdraw
al available to that donee during 
the year. Multiple withdrawal 
powers held by the same donee 
over the same or different trusts 
must be aggregated to determine 
whether or not they violate the 
5x5 safe harbor amount. Rev. 
Rul. 85-88, 1985-2 C.B. 201. See 
also, G.C.M. 39371 (1985). 

Key GST Tax Provisions 
Except when the ILIT is an IRC sec
tion 2642(c) or IRC section 2503(c) 
generation-skipping trust, every ILIT 
has potential GST exposure. 
Therefore, every time a transfer is 
made, a decision must be made 
whether the transferor should opt out 
of the automatic GST tax exemption 
allocation rules or if GST tax exemp
tion should be allocated to the ILIT 
on a timely-filed gift tax return via 
the required Notice of Allocation 
attachment. The following GST tax 
points should be considered when 
drafting an ILIT. 

• Although a Crummey withdrawal 
provision may turn a gift of a 
future interest into a gift of a 
present interest qualifYing for 
the annual gift tax exclusion 
under IRC section 2503, for GST 
tax purposes, the initial transfer 
by the grantor into the trust con
stitutes a transfer to a trust (and 
not a transfer to a beneficiary
even though the beneficiary can 
withdraw the transfer). Reg. sec
tion 26.2652-1(a)(5)- Example 5. 
Thus, unless the ILIT is a skip
person trust under IRC sec-
tion 2642(c) or IRC section 
2503(c), the initial transfer by 
the grantor into the trust will 
not be GST tax exempt and GST 
tax exemption will have to be 
allocated in order to obtain a 
zero (O) inclusion ratio. 

Additionally, assuming the 
ILIT is not an IRC section 
2642(c) or IRC section 2503(c) 
trust, the Crummey withdrawal 
right should be limited to a 5x5 
power under IRC section 2514 
(e), otherwise, the lapse of a with
drawal right greater than 5x5 
will cause the excess (unless 
there is a hanging Crummey 
power that deals with the excess) 
to be treated for GST tax purpos
es, as being transferred by the 
beneficiary, with the beneficiary 
being the (new) "transferor" for 
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GST tax purposes concerning the 
excess lapse amount. Reg. sec
tion 26.2652-l(a)(6) Example 5. 

The "gift over" and GST prob
lem can be obviated by having 
separate trust shares for each 
beneficiary be established from 
the inception, with each benefici
ary being given a general power 
of appointment over his or her 
share. If the beneficiary should 
die before the grantor, the benefi
ciary's share will be included in 
his or her estate for federal 
estate tax purposes (thus making 
the deceased beneficiary the 
transferor for GST purposes), 
and the beneficiary's children 
will succeed to their deceased 
parent's interest as non-skip 
persons. Furthermore, any future 
contributions to the ILIT by the 
grantor will not result in a GST 
issue as concerns these grand
children due to the predeceased 
parent rule under IRC 2651(e). 

If a skip person (e.g., a grand
child) allows a lapse of his or her 
withdrawal right greater than 
5x5, a taxable distribution is 
deemed to have occurred to such 
skip person with respect to the 
value of the property subject to 
the release (i.e., the amount not 
protected by the 5x5 safe harbor). 
Reg. section 2612-l(c)(l). 

• If the grantor's spouse has a 
withdrawal right in excess of 5x5 
or is granted a withdrawal right 
for greater than sixty ( 60) days 
from the date of the transfer into 
the trust, then the grantor will 
not be able to allocate his or her 
GST tax exemption because of 
the ETIP rules and the spouse's 
holding of an impermissible with
drawal right for GST tax purpos
es. IRC section 2642(f) and Reg. 
section 26.2632-l(c)(2)(ii). 

If GST tax exemption is allo
cated to an ILIT at a time that 
the ILIT was not subject to an 
ETIP, and if the trust property is 
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includible in the grantor's gross 
estate for Federal Estate Tax 
purposes, the inclusion ratio 
remains unchanged. No re-calcu
lation of the inclusion ratio will 
occur so long as the property 
does not revert to the grantor's 
estate, and the trust property can 
continue to be exempt from GST 
tax. Reg. section 26.2642-4(a)(3). 
Additionally, Reg. section 
26.2632-l(c)(2)(i) provides that 
possible inclusion of transferred 
property in the estate of the 
transferor-grantor due to IRC 
section 2035 is not an ETIP, and 
GST tax exemption can be effec
tively allocated to the ILIT dur
ing the transferor-grantor's life
time, even if the transferor
grantor dies within three (3) 
years of transferring an existing 
life insurance policy into the 
ILIT. Therefore, if the ILIT prop
erty is includable in a married 
grantor's estate, the zero inclu
sion ratio can be preserved by 
using a marital deduction reverse 
QTIP trust to receive proceeds, 
and having the surviving 
spouse's will waive any right of 
reimbursement for estate taxes 
under IRC section 2207 A as 
concerns the reverse QTIP trust. 

Whenever GST tax exempt 
property (inclusion ratio of zero 
(0)) is includable in a grantor's 
estate, the practitioner may want 
to consider the general effect of 
estate tax apportionment against 
the recaptured life insurance pro
ceeds under IRC section 2206 
and applicable state law, as well 
as its impact on the preservation 
ofthe full value of the zero (0) 
inclusion ratio property. Should 
death taxes be apportioned away 
from the zero (O) inclusion ratio 
property (in order to not waste 
previously allocated GST tax 
exemption)? Who should bear 
the burden of paying the death 
taxes attributable to the ILIT? If 
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the beneficiaries of the ILIT and 
the grantor's living trust are not 
the same, there would be a dis
parity, especially if the living 
trust is burdened with the death 
taxes. 

• Expanded by the Taxpayer Relief 
Act of 1997 ("TRA 1997"), the so
called "predeceased parent rule" 
is now applicable to taxable ter
minations, taxable distributions 
and direct skips, and under cer
tain circumstances, includes 
grand nieces and grand nephews. 
IRC section 2651(e). (Note: The 
Regs. have not been updated to 
reflect TRA 1997. Prior to TRA 
1997, only direct skips were eligi
ble for the predeceased parent 
rule. Thus, Reg. section 26.2612-
l(f) Example 7, which has not 
been updated to reflect the 
changes brought about by TRA 
1997, is inaccurate-as concerns 
the 1997 expansion of the "prede
ceased parent rule."). 

Ifthe predeceased parent (i.e., 
the deceased descendant who is 
the ancestor of the beneficiary) 
was dead at the time a transfer
or's transfer in trust first became 
subject to estate or gift tax, then 
the predeceased parent rule will 
apply to post-1997 taxable distri
butions and taxable termina
tions, as well as to direct skips. If 
a transferor makes an addition to 
an existing trust after the death 
of a descendant of the transferor 
in an intervening generation, the 
additional property is treated as 
being held in a separate trust for 
purposes of the GST tax. The 
time of the addition (and not the 
time of the first transfer to the 
trust) is the relevant time to 
determine whether the property 
attributable to the addition 
qualifies for the predeceased 
parent rule. 

The predeceased parent rule 
also permits a person who dies 
within ninety (90) days of a 

transfer to be treated as having 
died prior to the transfer, thus 
allowing a move up in generation 
assignments. Reg. section 
26.2612-1(a)(2)(i). The ninety (90) 
day survivorship rule provides, "A 
living descendant who dies no 
later than 90 days after the sub
ject transfer, is treated as having 
predeceased the transferor to the 
extent that either the governing 
instrument or applicable local 
law provides that such individual 
shall be treated as predeceasing 
the transferor." This survivorship 
rule expands the "predeceased 
parent rule" of IRC section 
2651(e), by allowing a grandchild 
to move up into his parent's gen
eration for GST tax purposes if 
the parent dies within ninety 
(90) days of a transfer of property 
into an ILIT. Thus, if a benefici
ary who is a descendant of the 
grantor dies ninety (90) days 
after a transfer by the gran tor, 
then the deceased beneficiary's 
child will "move up" a generation 
assignment (vis-a-vis the 
grantor) and be placed in the 
same generation assignment as 
his (now deceased) parent was 
vis-a-vis the grantor. Under such 
a scenario, in order to avoid any 
GST tax attributable to the con
tributions made prior to the 
death of the now deceased par
ent-beneficiary, consider having 
the grandparent-grantor make 
a "late" allocation of his or her 
GST tax exemption upon the 
death of the now deceased 
parent-beneficiary. 

• Expanded by the 2001 Tax 
Act, the automatic allocation 
rules for GST exemption 
under IRC sections 2632(b) 
and (c) concerning inter vivos 
transfers now apply to both 
direct and indirect skips 
made during the grantor's 
lifetime. 
A direct skip is a transfer to a 
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skip person that is subject to fed
eral estate or gift tax If property 
is transferred to an ILIT, the 
transfer is a direct skip only if 
the trust itself is a skip person. 
Reg. section 26.2612-1(a). A trust 
is a skip person if all the inter
ests in the trust are held by skip 
persons (which is generally not 
the case in a traditional ILIT). 
Reg. section 26.2612-1(d)(2)(i). 
Thus, if the ILIT is not a skip 
person it will be necessary for 
the grantor to allocate his or her 
GST tax exemption in order for 
the ILIT to be GST tax exempt . 
Prior to the 2001 Tax Act, the 
grantor had to allocate his or her 
GST tax exemption to such a 
trust by filing a timely U.S. Gift 
Tax Return with a notice of GST 
Tax Exemption Allocation. As 
a result of the 2001 Tax Act 
(discussed immediately below), 
such notice may not be required. 
However, as also discussed below, 
it may be preferable for the 
grantor to still file a timely Gift 
Tax Return along with a Notice 
of GST Tax Exemption Allocation 
rather than relying on the new 
automatic allocation rules of the 
2001 Tax Act. 

The 2001 Tax Act provides for 
automatic allocation of a trans
feror's GST tax exemption to cer
tain lifetime transfers that are 
not direct skips but are made to 
an inter-vivos trust (such as an 
ILIT) that could subsequently 
have a generation skipping 
transfer with respect to the 
transferor ("indirect skips"). 
Such a trust is referred to as a 
"GST Trust" under IRC section 
2632(c)(3)(B). The rule applies to 
inter-vivos transfers made after 
December 31,2000 and to Estate 
Tax Inclusion Periods ending 
after December 31,2000. IRC 
section 2632(c). This new rule is 
in addition to the pre-2001 Tax 
Act automatic GST tax exemp-

Michigan Tax Lawyer-Summer 2003 

tion allocation rules concerning 
lifetime direct skips under IRC 
section 2632(b). Thus, as a result 
of the new law, both lifetime 
direct skips and lifetime indirect 
skips are subject to the automat
ic GST tax exemption allocation 
rules. 

The new rule is overly broad. 
Trusts that were not initially 
designed to be GST trusts may 
be deemed to be GST trusts as 
a result of the uncertainty of the 
exceptions set forth in IRC sec
tion 2632(c)(3)(B)(i)-(vi). Such a 
result would cause an unintend
ed allocation of the transferor's 
GST tax exemption. Consequent
ly, the transferor will have to 
decide whether or not to opt out 
of the automatic allocation rules, 
as is permitted under IRC sec
tion 2632(c)(5). 

Essentially, a two-step analysis 
must be made. First, for those 
transferors who would like to 
rely on the new automatic alloca
tion rules, they must be certain 
that the trust at issue meets 
the definition of a "GST Trust." 
Second, those transferors who 
have created "GST Trusts" must 
make certain that the automatic 
GST tax exemption allocation is 
appropriate for such trusts and, 
if not, elect out of the automatic 
allocation on a timely filed U.S. 
Gift Tax Return (IRS Form 709). 

It should be noted that the 
status of a trust as a "GST Trust" 
is not permanent and could 
change from year to year depend
ing on the facts and the six situa
tions described in IRC section 
2632(c)(3)(B)(i)-(vi). Thus, trans
fers may or may not be subject 
to the automatic allocation rules, 
depending on the trust's status 
that year. Consequently, the 
grantor may want to consider 
either opting in or opting out of 
the automatic allocation rules by 
filing a notice of election on a 
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timely filed U.S. Gift Tax Return 
for the first year with respect to 
which it is intended to be effec
tive. IRC section 2632(c)(5). 

In determining the amount of 
a transferor's unused GST tax 
exemption available to be auto
matically allocated to an indirect 
skip, allocations are deemed to 
occur in the following order: 
(i) allocations by the transferor, 
(ii) automatic allocations to 
direct skips occurring during or 
before the calendar year in 
which the indirect skip is made, 
and (iii) automatic allocations to 
indirect skips with respect to 
prior indirect skips. As noted 
above, transferors can elect to 
not have the automatic alloca
tion rules apply by affirmatively 
opting out of the automatic allo
cation rules on a timely filed U.S. 
Gift Tax Return. IRC section 
2632(c)(5)(A)(i). Conversely, 
transferors can elect, on a timely 
filed U.S. Gift Tax Return, to 
have the automatic allocation 
rules apply to a non-GST Trust 
by affirmatively electing to treat 
the non-GST Trust as if it were a 
GST Trust. This is accomplished 
by filing a Notice of Election 
with the U.S. Gift Tax Return. 
IRC section 2632(c)(5)(A)(ii). 

Regardless of whether the 
ILIT qualifies as a GST Trust, 
because all of the provisions of 
the 2001 Tax Act, including the 
new automatic GST tax exemp
tion allocation rules, sunset 
(expire) on January 1, 2011, it is 
probably best for the transferor 
to file a U.S. Gift Tax Return and 
attach: (i) a Notice of Allocation 
of GST Tax Exemption (and allo
cate GST tax exemption), or (ii) a 
Notice of Election to Treat ILIT 
as GST Trust (under IRC section 

2632(c)(5)), or (iii) an IRC section 
2632(c)(5) Notice To Opt Out of 
GST Automatic Allocation Rules 
of IRC section 2632(c), in which 
case the transferor will have to 
determine each year whether or 
not to allocate GST tax exemp
tion to the ILIT contributions. 

Conclusion 
ILITs, with their inherent leveraging 
thru "cheap" dollars (i.e., premiums), 
are a potent weapon in the estate 
planner's arsenal to deal with the 
payment of estate taxes and provide 
liquidity to a deceased grantor's 
estate. Because ILITs are irrevoca
ble, the estate planning practitioner 
should give consideration, as circum
stances and client desires may war
rant, to developing a flexible docu
ment with regard to Crummey with
drawal rights and potential GST tax 
issues. The new automatic GST allo
cation rules added by the 2001 Tax 
Act may streamline the GST alloca
tion process, depending on the cir
cumstances. However, it may not be 
possible to rely on the rules for the 
automatic allocation of GST tax 
exemption. Hopefully the issues dis
cussed in this article are insightful 
and practical for drafting your next 
ILIT. If you have any questions or 
comments, please do not hesitate 
to contact me at (248) 269-2020 or 
svg@grassiandtoering 

----------------------------ENDNOTES----------------------------
1. This article is adapted and excerpted from: Grassi, A Practical Guide to Drafting Irrevocable Life Insurance 

Trusts, ALI/ABA, Philadelphia, PA (2003), (800} 253-6397, www.ali-aba.org. 
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Department of Labor Guidance on Allocating 
Defined Contribution Plan Expenses 
By: Christopher J. Pardi, Esq. 

On May 19, 2003, the Employee 
Benefits Security Administration 
of the Department of Labor ("DOL'') 
issued Field Assistance Bulletin 
2003-3 ("FAB") providing guidance 
on the allocation of expenses in a 
defined contribution retirement plan. 
This important new guidance estab
lishes that plan sponsors and fiduci
aries have significant flexibility in 
establishing rules for allocating 
expenses paid with plan assets 
among participants in defined contri
bution plans. The FAB serves as a 
valuable supplement to DOL 
Advisory Opinion 2001-01N that 
addressed the types of expenses that 
may be paid with plan assets. The 
FAB addresses two principal issues 
regarding allocating expenses in a 

. defined contribution plan: first, the 
extent to which plan expenses are 
required to be allocated on a pro rata, 
rather than a per capita basis when 
allocated to the plan as a whole and 
second, the extent to which plan 
expenses may be properly charged 
to an individual participant, rather 
than to plan participants as a whole. 
Significantly, the FAB supersedes 
prior guidance from the DOL that 
required expenses related to deter
mining whether a domestic relations 
order is "qualified" to be allocated to 
all plan participants rather than the 
participant seeking the determina
tion. For purposes of the FAB, it is 
assumed that the expenses at issue 
are proper plan expenses and that 
the amount ofplan expenses is rea
sonable with respect to the services 
to which they relate. 

Plan fiduciaries of both defined 
contribution and defined benefit 
plans must determine whether cer
tain expenses related to the plan's 
establishment or ongoing operation 

are payable from plan assets. 
However, plan fiduciaries of defined 
contribution plans who have deter
mined that an expense is payable out 
of plan assets have the further task 
of determining how expenses should 
be allocated to participants. Since all 
defined contribution plan assets are 
allocated to the accounts of plan par
ticipants, each time the plan pays an 
expense, one or more participants' 
account balances must be reduced. 
The need to reduce individual partici
pant accounts when paying plan 
expenses for a defined contribution 
plan often leads to plan sponsors 
choosing to pay defined contribution 
plan expenses out of their general 
assets, while paying defined benefit 
plan expenses out of plan assets. 

Although ERISA2 does not specifi
cally address how plan expenses may 
be allocated among participants and 
beneficiaries, ERISA and the imple
menting regulations do address cer
tain instances in which a plan may 
impose charges on particular partici
pants and beneficiaries. The DOL 
provides the several examples in the 
FAB. ERISA Section 104(b)(4) pro
vides that the plan administrator 
may impose a reasonable charge to 
cover the cost of furnishing copies of 
plan documents and instruments 
upon the request of a participant or 
beneficiary. 3 Also, ERISA Section 602 
permits group health plans, subject to 
certain conditions, to require the pay
ment of 102% of the applicable premi
um for any period of continuation 
coverage elected by an eligible partic
ipant or beneficiary. Further, ERISA 
regulations under Sections 404(c) and 
408(b)(1) provide that reasonable 
expenses associated with a partici
pant's exercise of an option under the 
plan to direct investments or to take 
participant loans may be separately 
charged to the account ofthe individ-
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ual participant.4 On the other hand, 
ERISA regulations may limit the 
ability of a plan to charge a particu
lar participant or beneficiary by 
requiring that certain information be 
furnished free of charge upon request 
by the participant or beneficiary. 5 

ERISA Section 404(a)(l) requires 
that plan fiduciaries discharge their 
duties with respect to the plan solely 
in the interest of plan participants 
and beneficiaries, prudently, and in 
accordance with the documents and 
instruments governing the plan inso
far as such documents and instru
ments are consistent with the provi
sions of Title I of ERISA (relating to 
the protection of employee benefit 
rights). Plan fiduciaries would thus 
be required to implement allocation 
of expense provisions as set forth in 
the plan, unless the provisions violate 
Title I of ERISA Based on this 
statutory framework, the DOL finds 
that plan sponsors and fiduciaries 
have considerable discretion in deter
mining, as a matter of plan design or 
as a matter of plan administration, 
how plan expenses will be allocated 
among participants and beneficiaries. 

Allocating Expenses 
Among All Participants 
The FAB guidance states that the 
starting point in analyzing formulas 
for allocating expenses among all 
plan participants is a review of the 
instruments governing the plan. 
Where the method of allocating 
expenses is determined by the plan 
sponsor by setting it forth in the plan 
documents, fiduciaries, consistent 
with ERISA Section 404(a)(l)(D), will 
be required to follow the prescribed 
method of allocation. The fiduciary's 
obligation in this regard does not 
change merely because the allocation 
method favors a class (or classes) of 
participants. The DOL states that 
when the method of allocating 
expenses is provided in the plan 
documents, it effectively becomes 
part of defining the benefit entitle-

ments under the plan. 
When the plan documents are 

silent or ambiguous on the allocation 
of plan expenses, fiduciaries must 
prudently select the method or meth
ods for allocating plan expenses. The 
DOL provides that prudence in such 
circumstances would, at a minimum, 
require a process by which the fiduci
ary weighs the competing interests 
of various classes of the plan's partic
ipants and the effects of various allo
cation methods on those interests. 
Further, a fiduciary's decision must 
satisfy the "solely in the interest of 
participants" standard. In this 
regard, a method of allocating 
expenses would not fail to be "solely 
in the interest of participants" merely 
because the selected method disfa
vors one class of participants, provid
ed that a rational basis exists for the 
selected method. On the other hand, 
if a method of allocation has no rea
sonable relationship to the services 
furnished or available to an individ
ual account, a case might be made 
that the fiduciary breached his fiduci
ary duties to act prudently and "sole
ly in the interest of participants" in 
selecting the allocation method. The 
DOL notes that the judicial standard 
for reviewing the propriety of such 
fiduciary actions is whether the fidu
ciary acted in an arbitrary or capri
cious manner. In satisfying this stan
dard, the fiduciary has a duty of 
impartiality to all the plan's partici
pants but may balance the interests 
of different classes of participants in 
evaluating a proposed method of 
expense allocation.6 The FAB pro
vides that in a case where the fiduci
ary is also a plan participant, the 
selection of the method of allocation 
may raise issues under the prohibited 
transaction provisions of Section 406 
of ERISA where the benefit to the 
fiduciary is more than merely inci
dentaP The FAB provides an exam
ple of a plan fiduciary who is also a 
plan participant who, in anticipation 
of the plan fiduciary's own divorce, 
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decides to change the allocation of 
expenses related to a determination 
ofwhether a domestic relations order 
constitutes a "qualified" order from 
the account incurring the expense to 
the plan as a whole. The FAB con
cludes that such a change in alloca
tion by the fiduciary could constitute 
an act of self-dealing under Section 
406 of ERISA. 

The DOL notes in the FAB that 
while a pro rata method of allocating 
expenses among individual accounts 
(i.e., allocations made on the basis of 
assets in the individual account) 
would be an equitable method of allo
cation of expenses among partici
pants in most cases, it is not the only 
method permitted. Plan fiduciaries 
may choose a per capita method of 
allocating expenses among individual 
accounts (i.e., expenses charged 
equally to each account, without 
regard to assets in the individual 
account) as a reasonable method of 
allocating certain fixed administra
tive expenses of the plan, such as 
recordkeeping, legal, auditing, annu
al reporting, claims processing and 
similar administrative expenses. 
However, if fees or charges to the 
plan are determined on the basis of 
account balances, such as investment 
management fees, a per capita 
method of allocating such expenses 
among all participants would appear 
arbitrary. 

The DOL states that with regard 
to services which provide investment 
advice to individual participants, a 
fiduciary may be able to justify the 
allocation of such expenses on either 
a pro rata or per capita basis and 
without regard to actual utilization 
of the services by particular individ
ual accounts. Investment advice serv
ices might also be charged on a uti
lization basis, as discussed below, 
whereby the expense will be allocat
ed to an individual account solely on 
the basis of a participant's utilization 
of the service. 
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Allocating Expenses to an 
Individual Participants' 
Accounts or as a General 
Plan Expense 
The DOL also addresses the extent 
to which an expense may be charged 
solely to a particular participant's 
individual account, rather than allo
cated among the accounts of all the 
plan participants (e.g., under either 
the pro rata or per capita basis as 
previously discussed). Here the DOL 
reverses their previously stated poli
cy. In Advisory Opinion No. 94-32A, 
the DOL ruled that a plan's expenses 
for determining whether a domestic 
relations order is "qualified" could 
not be imposed directly on the partic
ipant or alternate payee to whom the 
order related. The DOL stated that 
such a charge would be an impermis
sible barrier to the exercise of the 
individual's statutory rights and 
would violate ERISA. The FAB 
determines that this position is not 
"legally compelled" by ERISA and 
concludes that the same principles 
applicable to determining the method 
of allocating expenses among all 
plan participants, as discussed 
above, apply to determining the 
permissibility of allocating specific 
expenses to the account of an indi
vidual participant, rather than the 
plan as a whole. 

The FAB provides specific exam
ples of plan expenses that may be 
allocated to an individual partici
pant's account. The specific examples 
set forth in the F AB are as follows: 

Hardship Withdrawals: Some 
plans allow participants to take dis
tributions from their plan accounts if 
the participant satisfies certain crite
ria indicative of a financial hardship. 
In these instances, plans may pro
vide that administrative expenses 
related to the hardship withdrawal 
distribution may be allocated to the 
account of the participant seeking 
the withdrawal. 
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Calculation of Benefits 
Payable under Different Plan 
Distribution Options: Many plans 
provide a variety of distribution 
options (e.g., joint and survivor annu
ities, single life annuities, lump sum, 
etc.). Plans may charge the partici
pant seeking the distribution for a 
calculation of the benefits payable 
under the different options available 
under the plan. 

Benefit Distributions: Costs are 
incurred in order to process benefit 
distributions, including monthly 
check writing fees. Plans may allo
cate these expenses to the partici
pant to whom the distribution is 
being made. 

Accounts of Separated Vested 
Participants: Costs are incurred 
related to maintaining the accounts 
of participants who have separated 
from service with vested account bal
ances. The plan sponsor may choose 
to allocate such expenses to the 
accounts of the terminated employ
ees. The DOL notes that nothing in 
Title I of ERISA limits the ability 
of a plan sponsor to pay only certain 
plan expenses or only expenses on 
behalf of certain plan participants. 
Accordingly, plans may charge sepa
rated vested participant accounts the 
account's share (e.g., pro rata or per 
capita) of reasonable plan expenses, 
without regard to whether the 
accounts of active participants are 
charged for similar expenses and 
without regard to whether the sepa
rated vested participant was given 
an opportunity to withdraw the 
funds from his or her account or the 
option to roll the funds over to anoth
er plan or individual retirement 
account. The DOL further notes that 
in situations where the plan sponsor 
allocates expenses only to separated 
vested participants but pays similar 
expenses for active participants, such 
payments by a plan sponsor on 
behalf of active plan participants are 
equivalent to the plan sponsor pro-

viding an increased benefit to the 
active plan sponsor. 

Qualified Domestic Relations 
Order ("QDRO") and Qualified 
Medical Child Support Order 
("QMSCO") Determinations: 
Reasonable expenses associated 
with the review of domestic relations 
orders and medical child support 
orders in order to determine if they 
are qualified may be allocated to 
the account of the participant or ben
eficiary seeking the determination. 

Plan Qualification Issues 
The DOL states in the footnotes to 
the FAB that its views relate solely 
to the application of Title I of ERISA 
and that the DOL takes no position 
as to whether any particular alloca
tion of expenses might violate the 
Internal Revenue Code or any other 
federal statute. The DOL also cau
tions that if a plan is intended to be 
a tax qualified plan, the plan fiduci
aries have a duty to assure that the 
allocation method does not negative
ly affect the tax qualified status of 
the plan. On this note, it should be 
emphasized that some of the alloca
tion methods permitted in the FAB 
by the DOL for purposes of Title I 
of ERISA may potentially cause 
discrimination issues under the 
Internal Revenue Code. 

For instance, a plan sponsor who 
chooses to charge the accounts of 
separated vested participants for 
expenses related to the maintenance 
of their accounts, when the plan 
sponsor pays similar expenses for 
active participants, may be violating 
Treasury Regulation Section 
1.41l(a)-ll(c)(2) by imposing a "sig
nificant detriment" under the plan on 
terminated participants with account 
balances in excess of $5,000 who 
have not consented to a distribution. 
Another potential conflict with the 
Internal Revenue Code could exist 
if the imposition of expenses in a 
non-uniform manner were deemed 
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to create a separate "benefit, right, 
or feature" requiring separate non
discrimination testing pursuant to 
Internal Revenue Code Section 
401(a)(4). 

As ofthe date ofthis writing, the 
IRS has not taken an official position 
with respect to the contents of the 
FAB, but likely will be compelled to 
do so within the next calendar year. 
Accordingly, at this time due to the 
uncertainty of the IRS's position, it 
would be imprudent for a plan spon
sor to take steps to charge separated 
vested participants' accounts for any
thing more than nominal administra
tive expenses while not charging 
active employees for similar 
expenses. 

Required Disclosure 
Under DOL Regulations, plans are 
required to disclose in their summary 
plan descriptions (1) a summary of 
any plan provisions that may result 
in the imposition of a fee or charge 
on a participant or beneficiary, or the 
individual account thereof, the pay
ment of which is a condition of receiv
ing benefits under the plan; and (2) 
a statement identifying the circum
stances that may result in the offset, 
or reduction of any benefits that a 
participant or beneficiary might oth
erwise reasonably expect the plan to 
provide on the basis of the descrip
tion ofbenefits.8 According to the 
FAB, these requirements are intend
ed to ensure that participants and 
beneficiaries are kept informed of 
fees and charges that may affect their 
benefit entitlements. 

Action Steps 
Based on the DOL's new guidance 
that setting forth expense allocation 
methods in the plan document works 
to make the allocation method part of 
the participant's benefit entitlement 
under the plan, plan sponsors would 
be prudent to review the provisions 
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in their plan documents that address 
the charging of expenses and consider 
whether amendments to these provi
sions are necessary. Specifically, plan 
sponsors should consider whether 
they should detail how certain 
expenses will be allocated under the 
plan. Under the DOL's new guidance, 
if the plan document is silent with 
respect to allocation of expenses, the 
plan fiduciary is obligated to under
take a decision-making process con
sistent with their duties of prudence 
and acting solely in the interest of 
plan participants in making expense 
allocation decisions. Accordingly, hav
ing the expense allocation method set 
forth in the plan document could 
work to provide plan fiduciaries with 
a measure of protection against any 
misfeasance, or nonfeasance, with 
respect to the process used by the 
plan fiduciaries to determine the 
allocation of expenses. However, plan 
sponsors must be aware that if their 
plan document is a master/prototype 
or volume submitter plan document 
rather than an individually designed 
plan document an amendment to 
allocate expenses as permitted by the 
FAB may cause the plan to no longer 
conform to the terms that the IRS 
has pre-approved. In these circum
stances, the plan would no longer be 
able to rely on the opinion letter 
issued by the IRS for the master/pro
totype or volume submitter plan. If 
the plan document is amended, plan 
sponsors should review and amend 
their summary plan descriptions to 
ensure that they have adequately 
disclosed to plan participants and 
beneficiaries the fees that may be 
charged to plan assets and the man
ner in which such fees will be allocat
ed. Despite the increased discretion 
that the FAB provides in allocating 
defined contribution plan expenses, 
plan sponsors still must consider that 
any allocation of defined contribution 
expenses works to reduce participant 
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account balances. Accordingly, plan 
sponsors may choose to continue to 
pay certain defined contribution plan 

expenses out of their general assets, 
rather than passing these costs along 
to the plan participants. 

------------------------------ENDNOTES-------------------------------

1 . DOL Advisory Opinion 2001-01 A was released in January 2001. 

2. Employee Retirement Income Security Act of 1974, as amended. 

3. See DOL Reg§ 2520. 104b-30 and§ 2520. 104-4(b)(2)(ii) 

4. See DOL Req§ 2550. 404c-1(b)(2)(ii)(A) and the preamble to DOL Reg§2550. 408b-1 

5. See DOL Reg §§ 2520.1 04-46(b)(1 )(i)(C), 2520.1 04b-1 (c)(1 )(iii) and (iv), and 2520.1 04b-30 

6. See Varity Corp. v. Howe, 516 U.S. 489, 514 (1996) 

7. See DOL Advisory Opinion No. 2000-10A 

8. See DOL Reg. § 2520.1 02-3(1) 
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Developments in Internal Revenue Service 
Collections: The Treatment of Tenancy by 
the Entireties Property under Craft & Hatchett 
By: Wayne D. Roberts, Esq. 

Introduction. 
Un~er property law, tenancy by the 
entir?ties IS a type of joint tenancy 
that IS reserved solely for married 
persons. 1 Moreover, under Michigan 
law, the "entirety estate" is considered 
to be the fictional owner of the prop
erty, and the spouses possess a sur
vivorship interest. 

For many years, the Internal 
Revenue Service (the "Service") had 
difficulty collecting unpaid tax liabili
ties in cases in which a tax debtor 
~as married and owned property 
titled as a tenancy by the entireties 
with a spouse. In such cases the 
Service had been unable to r~ach any 
present property interest in the 
entireties property due to the unique 
characteristics of tenancy by the 
entireties ownership. However, 
recent developments have afforded 
t~e Service with greater opportuni
ties to pursue entireties property. 

United States v. Craft:2 Partial 
Victory for the Service. 
The Service's fight to collect from a 
~arried tax debtor was dramatically 
Impacted by Craft, in which the 
United States Supreme Court held 
that a tax lien against one spouse 
c?uld attach to Michigan property 
titled as a tenancy by the entireties. 

In its opinion, the United States 
Supreme Court concluded that the 
lien against one spouse could attach 
because each spouse's interest in the 
entireties property constitutes "prop
e~ty" under a bundle of rights analy
SIS. The Court dismissed the argu
ment that the debtor spouse lacked 
an attachable property interest 
because he had no ability to alienate 
the property without the consent of 

the other spouse. 
It is important to note that the 

decision in Craft held only that 
the Service's lien could attach to 
entireties property. The decision was 
silent regarding whether the Service 
could levy against such property (i.e., 
sieze and sell the property). 

Hatchett v. United States:3 

Expansion of the Craft Doctrine. 
In Hatchett, a decision published on 
June 4, 2003, the Sixth Circuit Court 
of Appeals held that the Service has 
the statutory authority4 to levy 
against property titled as a tenancy 
by the entireties. The Sixth Circuit's 
decision relied heavily on the authori
ty provided by the Supreme Court 
decision in Craft. 

In Hatchett, the taxpayer was a 
well-known defense attorney from 
the Detroit, Michigan, area who had 
failed to pay more than $6.6 Million 
in federal income tax liabilities for 
the years 1975-1991. As a result of 
these underpayments, the taxpayer 
was convicted of four misdemeanor 
~ounts of willful failure to pay federal 
mcome taxes, and was ordered 
to pay all back taxes as a part of 
his sentence. 

When the taxpayer failed to pay 
the outstanding tax liability, the total 
liability grew to more than $8.6 mil
lion, including penalties and interest. 
In response to the Taxpayer's failure 
to pay the liabilities, the Service 
attempted to collect by filing a feder
~1 tax lien, and subsequently institut
mg a levy against four parcels of real 
property owned at one time by the 
taxpayer and his wife as tenants by 
the entireties. In response to the 
levy, the taxpayer commenced a 
wrongful levy lawsuit in the United 
States District Court for the Eastern 

& .. 
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District of Michigan. The District 
Court ultimately held that the IRS 
was not entitled to levy property held 
as a tenancy by the entirety. 5 

On appeal, however, the Sixth 
Circuit Court of Appeals held that 
the Service can levy and thereafter 
sell property titled as a tenancy by 
the entireties. In summary, the Sixth 
Circuit held that: 

• The Service can levy on property 
titled as a tenancy by the 
entireties. The Sixth Circuit 
specifically found that the scope 
of the federal tax lien and the 
federal tax levy are identical, and 
that any interest in property sub
ject to a federal tax lien is also 
subject to an administrative levy. 

• The decision in the Craft case, in 
which the Supreme Court held 
that the Service may file a feder
al tax lien against property titled 
as a tenancy by the entireties, 
also allows the Service to levy 
such property retroactively. As 
a result, the Service may levy 
property subject to tax liabilities 
that predate the Supreme Court's 
decision in Craft. 

• The Service can sell the levied 
property. In Hatchett, the Sixth 
Circuit specifically found that 
"under Craft, the [Service] is able 
to sell the Hatchett's entireties 
property." 

• The Service's use of fraudulent 
conveyance theory, nominee 
theory, and lien-tracing theory 
was appropriate to determine 
how much, if any, of the proceeds 
from the sale of levied property 

should be returned to the non
liable spouse. This portion of the 
holding will likely spur signifi
cant valuation contests in tax 
levy cases involving entireties 
property. 

Conclusion. 
The Hatchett decision expands upon 
Craft and provides the Service with 
clear authority not only to lien, but 
also to levy against entireties proper
ty in Michigan. The significance of 
this decision cannot be understated. 
The impact of these developments 
will no doubt become apparent in the 
very near future as the Service insti
tutes collection proceedings against 
taxpayers in cases in which the tax
payer's main assets are entireties 
properties. 

1. See John G. Cameron Jr., Michigan Real Property Law, § 9.16 (ICLE 2d ed 1993 and Cum Supp). 

2. 122 S.Ct. 1414 (2002). 

3. Hatchett v. United States, 330 F.3d 875 (6th Cir. 2003). 

4. See IRC Section 6331(b). 

5. Hatchett v. IRS, 126 F.Supp.2d 1038 (E.D. Mich. 2000). 
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Michigan Court of Appeals 
Examines Proposal A and 
Property Tax Calculation for 
Partially Completed 
Construction 
Reversing the Tax Tribunal, the 
Michigan Court of Appeals held that 
the township had improperly calcu
lated the taxable value of the taxpay
er's real property for the 2000 tax 
year under Proposal A in Evonne A. 
Kok v. Cascade Charter Township, 
255 Mich. App. 535; 660 N.W.2d 389; 
2003 Mich. App. LEXIS 521, (Feb. 28, 
2003). 

The taxpayer's house was under 
construction when it was appraised 
for the 1999 tax year with a fair mar
ket value of $409,400 and a taxable 
value of $204,700. The valuation 
took into account the fact that the 
house was a partially completed 
structure. Mter the house was com
pleted, the township assessed the 
property as complete new construc
tion for the 2000 tax year with a fair 
market value of $769,400 and a tax
able value of $384,700. 

The court considered the issue of 
whether the township was precluded 
from reappraising the entire property 
for the 2000 tax year as new con
struction without regard to the tax
able value of the partially completed 
construction assessed in the 1999 tax 
year. Proposal A, which amended 
Constitution 1963, art. IX, § 3, limits 
the increases in property taxes on a 
parcel of property as long as owner
ship does not change, but allows for 
property tax adjustments due to 
additions. Michigan law defines 
additions to include new construc
tion. The court noted that the por
tion of the house that was not com
pleted when the property was 
assessed for the 1999 tax year fell 
within the meaning of "addition." 
The court reasoned that the statutory 
language did not allow the township 
to determine the taxable value of 
an addition by treating as new con
struction the difference between the 
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value of the house as completed at 
December 31, 1999, and the value of 
the partially completed house at 
December 31, 1998. Thus, the court 
concluded the taxable value for the 
2000 tax year is the lesser of the 
1999 taxable value multiplied by the 
lesser of 1.05 or the inflation rate, 
plus the true cash value of the new 
construction multiplied by 50%. 

Property is Still Subject to 
Redemption under Statute, 
Finds Michigan Court of Appeals 
In Guy A. Ross v. State of Michigan, 
et. al., 255 Mich. App. 51; 662 N.W.2d 
36; 2003 Mich. App. LEXIS 47, (Jan. 
14, 2003), the Michigan Court of 
Appeals reversed the lower court and 
found that the parcel of property at 
issue was still subject to redemption 
under the applicable statutory rules. 

The appellate court examined both 
M.C.L. §211.131e and M.C.L. 
§211.431. M.C.L. §211.431 provides 
that six months after any deed is 
made to the state and has been 
recorded, title is absolute and no 
lawsuit may be brought in an 
attempt to set aside the state's title. 
M.C.L. §211.131e provides that the 
redemption period on property deed
ed to the state shall be extended 
until the owners of a recorded prop
erty interest have been notified of a 
hearing and the hearing has been 
held. In this case, no notice of such a 
hearing was given. Noting that the 
use of the term "shall" means the 
action is mandatory, the court found 
that notice is required before a tax
payer's right to redemption expires. 
The court stated that ifM.C.L. 
§211.431 were interpreted to bar the 
right of redemption, the state could 
circumvent M.C.L. §211.131e by 
never holding the hearing. Such a 
statutory interpretation should be 
avoided. Thus, because the redemp
tion period is extended until after the 
hearing is held, the Court of Appeals 
concluded that the property was still 
subject to redemption. 

& ., 
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Michigan Tax Tribunal Clarifies 
When a Lessor is Required to 
Register to Remit Use Tax 
In Mack, LLC v. Department of 
Treasury, Docket No. 272776 (Feb. 
11, 2003), the Michigan Tax Tribunal 
determined that for a taxpayer to 
properly remit use tax as a 
lessor/retailer, the taxpayer must 
register with the Department when 
the tangible personal property is pur
chased. Examining Revenue Admin. 
Bulletin 1988-39, the Tribunal rea
soned that the established chronolo
gy of paying use tax as a lessor/ 
retailer implies that the type of use 
tax remittance (i.e., lessor/consumer 
or lessor/retailer) must be deter
mined before the tax is due. The 
Tribunal noted that the choice to 
remit use tax on the rental receipts 
is an exception to the general rule. 
Because the taxpayer Mack had 
leased the airplane for one and a 
half months before applying for reg
istration with the Department, the 
Tribunal upheld the Department's 
use tax assessment. 

Tax Tribunal Rejects Ohio 
Corporation's Claim that Single 
Business Tax is Unconstitutional 
In Quality Synthetic Rubber, Inc. v. 
Department of Treasury, Docket No. 
287877 (May 6, 2003), the Michigan 
Tax Tribunal ruled that the Single 
Business Tax is not unconstitutional. 
An Ohio corporation, the taxpayer 
had one employee working in 
Michigan. Quality Synthetic Rubber 
contested the assessed SBT liability 
by arguing that its Michigan activi
ties did not constitute substantial 
nexus and that the tax violated the 
Due Process and Commerce clauses. 
While noting that it does not have 
the jurisdiction to decide constitu
tional issues, the Tribunal nonethe
less reasoned that it could apply 
appropriate tests from existing 
appellate court precedent. Thus, the 
Tribunal ultimately found that the 
SBT did not violate either the Due 

Process Clause or the Commerce 
Clause, and that the corporation 
was liable for the SBT. 

Michigan Tax Tribunal Finds 
that Carrying Charges are Not 
Interest for SBT Purposes 
The Michigan Tax Tribunal upheld 
the Michigan Department of 
Treasury's assessments and found 
that the carrying charges on settle
ment payments made by natural gas 
pipeline customers are not interest 
that is deductible from the taxpayer's 
Single Business Tax base, in ANR 
Pipeline Co. v. Department of 
Treasury, Docket No. 273117 (May 
20, 2003). 

ANR is an interstate natural gas 
pipeline company. Economic condi
tions changed so that contracts with 
producers were unduly restrictive. 
As a result, federal regulatory agen
cies permitted pipeline companies 
to enter settlements with their cus
tomers. These payments, either 
direct billing or volumetric sur
charges, allowed carrying charges 
to be added. 

The Tribunal examined the 
relevant law and noted that neither 
the SBT statute nor the Internal 
Revenue Code define the term "inter
est." Focusing on the substantive 
character of the payments in the 
taxpayer's hands, the Tribunal 
reasoned that the carrying charges 
were not documented by a fixed con
tract between pre-existing customer 
(debtor) and ANR (creditor). In addi
tion, principal and interest are not 
separated on the taxpayer's books or 
on the customers' invoices, and there 
is no opportunity to avoid the inter
est charges by paying the principal 
more quickly. Thus, the Tribunal 
concluded that the carrying charges 
were properly characterized as 
income as opposed to interest, 
and thus should be included in 
the SBT base. 

This l.Jpdate was prepared by JENNIFER 
TROYER of KPMG LLP. 
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