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Taxation Section Members: 

It has been my honor and pleasure to serve as chairperson of the 
Taxation Section.  This year marked my 20th year in tax practice, and 
working with and for all of you proved a great way to celebrate this 
milestone.  The Section is in great health, and I’m delighted to provide a 
report of this year’s activities. 

Outreach to Students and Practitioners Outside Law Firms.  As
we stand today, the Section has 1296 paid attorney members and another 
90 paid law student members.  Lou Holtz once said, "In this world you're 
either growing or you're dying so get in motion and grow."   Given the 
challenging economic climate, our priority has been to maintain and grow 
Section membership.  So Council began the year by examining the 
Section’s demographics, provided to us by the State bar staff.

We noted that our Section, like many others, is aging.  Younger 
attorneys seem less attracted to participating in Sections.  For many years, 
Council has provided outreach to law students interested in tax law.  In 
fact, we began the year with about 75 law student members.  However, we 
felt more could be done to expose both law students and new lawyers to 
the tax practice.  This year, we formally added a young tax attorney, Phil 
Admiraal, as a formal liaison between our Section and the Young Lawyers 
Section.  Phil provided the YLS leadership with information about the 
special pricing on Taxation Section programs that our Section provides to 
new lawyers.  Phil also coordinated a presentation on tax issues at the 
Young Lawyers Section Conference in June.  Dan Houlf was tireless and 
creative in further expanding our student outreach efforts.  In addition to 
encouraging participation from all area law schools in our Tax Court 
Luncheon and Annual Tax Conference, and arranging “meet and greet” 
events at several law schools, Dan encouraged large firms to provide 
scholarships for law students to attend the State Tax Conference the 
Section cosponsors each November with the MACPA and State of 
Michigan Treasury Department.  More than 40 students were able to attend 
that conference for free in each of the two days. 

We also noted that most of our members are practitioners in law 
firms, as opposed to those in government service, in house legal 
departments or accounting firms.  By increasing participation by attorneys 
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By increasing participation by attorneys from those other practice settings, we also hoped to 
increase the utility to all members of attending Section meetings in person, namely, by mixing practice 
development, networking, and continuing education in one trip.  With the appointment of Paul McCord 
as judge on the Michigan Tax Tribunal, the participation of our Internal Revenue Service liaisons, and the 
additions of Phil Admiraal, Council member Dan Houlf and committee chairs Carolee Kvoriak Cameron 
from in house practice and Andy Lane from a CPA firm, we generated great new energy and insight 
from across both the age and practice setting spectrums.  In addition to Phil Admiraal, I’d like to thank 
several others who provide the Council with perspective and coordination.  Fred Hoops, a former Taxation 
Council member, rejoined us as our liaison to the Probate Section.  Rob Heitmeyer and Eric Skinner of the 
Internal Revenue Service Office of Chief Counsel served as our liaisons to the Service.

Directory and Internet.  The internet is the Section’s primary means of getting information to our 
members and the broader community.  Our www.michbar.org/tax website contains a wealth of information 
about Section activities.  If you haven’t been on it lately, you should check it out!  Dan Houlf oversaw our 
website and created a pilot Facebook page for the Section. 

 For years, the Section has provided on its website a directory of its members, for use by members, 
as well as a directory of key contacts in the local office of the Internal Revenue Service and with the 
Michigan Department of Treasury.  In 2011, the State Bar began providing a searchable list of Section 
members to the public, so we have moved to providing only a directory to the taxing authorities.  George 
Cassar managed this transition this year, which as daunting in light of the Service’s recent move and the 
massive retirements at Treasury.  

Michigan Tax Lawyer.  The Section published three issues of the Michigan Tax Lawyer this year, under 
the able direction of Marla Carew.  This journal is carried by the Lexis research engine, enhancing the 
reputation of tax practitioners here in Michigan as well as providing the Section a minor source of non-
dues revenue.  Each issue updates our members on Council and Committee activities, and provides articles 
on current tax topics.  Students from area law schools contribute one or more notes for each issue, selected 
by the area tax faculty.

Annual Tax Conference.  The 24th Annual Tax Conference was a success, with Gary Remer at the helm 
as conference chair.  We continued our successful collaboration with the Institute for Continuing Legal 
Education (ICLE), which provided technical and organizational support for the conference.  As a result 
of Gary’s leadership and ICLE’s technical resources, we were able to pilot the live and recorded webcasts 
of the conference.  This feature gave easy access to the conference to members throughout the state, and 
more than 10% of registrants from 11 counties participated this year via webcast.  Mike Antovski will 
chair next year’s conference on May 1, 2012, at the St. Johns Conference Center in Plymouth.  He is 
already hard at work making our 25th conference a very special one.  Mark your calendars!

After Hours Tax Series.  Each year, the Section collaborates with ICLE to present the After Hours Tax 
Series, which provide short updates on key tax topics.  George Cassar worked with ICLE to develop the 
topics, and also to revamp and refresh the seminar concept.  Our 2010-2011 line up was well attended, 
with an average of 30 live and 44 webcast attendees.  George’s line up for next year should be a hit, with 
topics such as Law Practice Management for Tax Lawyers and the New Corporate Income Tax.  Thanks 
for Jeff Kirkey, Ryan Bailey and the whole ICLE team for their great work supporting our educational 
programs!
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Letter from the Chairperson

Tax Court Luncheon.  This year, the Section continued the tradition of  hosting a luncheon to honor 
a United States Tax Court judge with a Michigan docket.  This event provides practitioners with the 
opportunity to hear and question the judge on current trends and procedures on the Tax Court.  The Section 
also hosts students from the area law schools, encouraging their interest in tax law.  This year’s event in 
February 2011 with Senior Judge Carolyn Chiechi as the guest speaker drew more than 50 attendees.  
Many thanks to Gary Glenn, who organized this luncheon, and another planned for October 25, 2011.

Weighing In on Issues of Tax Administration and Access to Justice for Taxpayers.    Marjorie Gell had 
her hands full this year as the Council’s Federal and State Legislation/ Public Policy Liaison.  There was 
significant action on both Michigan and federal fronts with regard to taxation.  Marjie worked with the 
State Bar’s policy staff, the Section’s committee chairs and Council on several initiatives.  She continued 
Ron Charlebois’ great work to get the Section’s recommendations reflected in the State Bar’s Judicial 
Crossroads Report, lobbied legislators, and worked on issues relating to Michigan’s new corporate income 
tax.  The Judicial Crossroads report was republished in April, including the Section’s recommendations 
to reform the Michigan Tax Tribunal Act and to study removal of the “pay to play” requirement to invoke 
State Court of Claims jurisdiction.  Without the Section’s involvement, the report, while purporting to 
comprehensively discuss access to justice, would have been silent on the increasing difficulties taxpayers 
experience in accessing Michigan’s tax fora.  Using the momentum from the Crossroad’s recommendation, 
Council approved draft legislation changing Court of Claims jurisdiction in non-property cases to end 
“pay to play.”  Marjie and Wayne Roberts worked to apprise legislators of the Section’s positions on this 
issue, as well as our earlier position advocating for offer in compromise legislation in Michigan, as two 
ways to speed resolution of state tax controversies and increase state revenues.

 In addition to providing Section expertise to legislators, the Section also weighed in on important 
tax cases through amicus briefs.  In response to several requests for Section participation, the Council 
adopted a policy regarding the filing of amicus briefs.  The Section also filed two amicus briefs this year, 
with the brunt of the work born by Marjie Gell and Paul McCord, and considered but rejected filing a third 
brief.  The filed briefs were published in the Michigan Tax Lawyer, so members could tax advantage of 
the drafter’s research and arguments on similar cases.  In the Klooster case, the Section’s brief presented 
issues not argued by the parties, and the court seemed to rely on the Section’s arguments in its decision.

Committees.  The Taxation Section is somewhat unique in its strong and active committee structure.  
This year, Council formally approved International Tax as a sixth committee, and Mike Domanski, who 
almost single handedly created the committee, was joined by Andy Lane as co-chair.  Carolee Kvoriak 
Cameron, the State and Local Tax Committee chair, had a very busy year with the move to yet another 
business tax and numerous proposals impacting Michigan taxation.  Tom Shaeveky, chair of the Employee 
Benefits Committee, provided great leadership in collaborating with other groups and sections to provide 
great programming linked with great networking opportunities.  Thanks also to Alex Domenicucci, who 
chaired an active Business Entities committee, and to Peter Kulik, who chaired the Practice and Procedure 
Committee and Chris Ballard, who chaired the Estates and Trusts Committee. 

Pro Bono Outreach and Grants.  We understand our obligation to provide or fund pro bono services.  
Certainly, the Section has assisted its members on the financial support end by providing just over $7 
per Section member per year in direct grants to pro bono programs assisting taxpayers.  At tonight’s 
chairman’s dinner, we’ll distribute $10,000 in grants to provide pro bono tax advice to low income persons.  
Mike Domanski chaired this year’s grants committee, which included Warren Widmayer and Dan Houlf.  



Council policy favors IRS-sanctioned low income taxpayer clinics, especially those at Michigan law schools.  
Council also seeks the broadest possible geographic coverage in making grant distributions.  
 
 Paul McCord has been working all year on a proposal to assist Section members in providing pro bono 
tax services.  It is often difficult for Taxation Section members to find appropriate opportunities to provide pro 
bono services, given our high level of specialization.  Yet, in the past 18 months, the United States Tax Court, both 
Michigan law school low income tax clinics and the State Bar’s former chair reached out to ask the Section to held 
address a need with respect to pro se taxpayers.  Paul has prepared a report for Council’s consideration next year, 
regarding the benefits and potential challenges in creating a clearinghouse linking tax practitioners with pro se tax 
court litigants.  This could provide young tax lawyers with the opportunity to try tax cases under the supervision 
of clinic faculty, and provide the rest of us with a safe and insured way to satisfy our pro bono duty.  

Officers.  The Section is lead by officers of the highest quality, and much of the credit for our successful year 
belongs to them, not me.  Warren Widmayer was an excellent sounding board and project manager as this year’s 
Vice Chair.  The Section is lucky to have someone as level-headed and dedicated as Warren as its incoming chair, 
and I look forward to the great things Council will do next year under his leadership.  
 
 Wayne Roberts and Lynn Gandhi made a great treasurer and secretary, respectively, but also were quick to 
assist in any way they were asked.  The members’ election of Marjie Gell as the incoming secretary will prove to 
be a great move, as she has tons of enthusiasm and desire to serve this profession.  
 
 I want to thank all these officers, and all those on this year’s Council for their hard work.  But special 
thanks should go to Ron Charlebois, my predecessor, who modeled how to transition leadership as he and I rose 
through the various officer positions in tandem.  Ron has been a great mentor and asset to the Taxation Section.  
 
 Thank you for Gary Glenn, who chaired this year’s annual meeting.  Under Gary’s leadership, the annual 
meeting and Chairman’s Dinner will be moved to coincide with the Annual Tax Conference on May 1st, so I hope 
to see you all there.  
 
 Finally, I want to thank Deb Michaelian, who has served this Section well for more than seven years.  
Deb is the backbone behind the Council and Committees, and we will miss her.  I welcome her replacement, Erin 
Sexton, who starts as our Program Facilitator September 30th. 

Gina M. Torielli
September 22, 2011

.
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April 25, 2011 
 
Spring is finally arriving, although it seemed it never would!  The Taxation 

Section spent the winter productively.  In response to several requests that the Section 
weight in on important state and federal tax cases, the Council adopted a policy 
regarding the filing of amicus briefs.  The policy is reproduced here, along with the 
amicus brief we filed in March in the General Motors Corporation case pending before 
the Michigan Supreme Court.  Marjorie Gell’s piece describes the policy and the 
Section’s amicus activity this year, beginning with the Klooster case, which was decided 
by the Supreme Court in April 2011 in a manner largely consistent with the Section’s 
position.    

 
The State Bar’s Judicial Crossroads report was republished in April, including the 

Section’s recommendations to reform the Michigan Tax Tribunal Act and to study 
removal of the “pay to play” requirement to invoke State Court of Claims jurisdiction.  
Without the Section’s involvement, the report, while purporting to comprehensively 
discuss access to justice, would have been silent on the increasing difficulties taxpayers 
experience in accessing Michigan’s tax fora.  I’d like to acknowledge my predecessor, 
Ron Charlebois, for his hard work on the Judicial Crossroads recommendations.   

 
To move toward implementing these recommendations, the Section Council 

approved at its April meeting draft legislation changing Court of Claims jurisdiction in 
non-property cases.  Council had previously approved a proposal to reform the Michigan 
Tax Tribunal Act.  Section members are encouraged to view the Section’s policy positions 
on our website www.michbar.org/tax, at to contact your legislators in support of these 
proposals. 

 
Of late, Council has been busy preparing for the Annual Tax Conference.  This 

year, we are webcasting the conference for the first time.  As of today, registrations for 
the conference are up, largely due to webcast participants.   The program is timely and 
engaging, with something for tax attorneys from all areas of specialization.   

 
If you are interested in becoming more involved with the Section, you are 

welcome to join any of the Section’s six committees at no charge.  Both law student and 
practitioner members are welcome on committees.  Section Council members and 
Committee Chairs are generally drawn from active participants in the Section’s 
Committees.  To join and receive notice of upcoming events, contact the Committee 
Chair or Deborah Michaelian, the Section Coordinator.   

  
Best wishes, 
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Section Committee Reports

REPORT OF THE BUSINESS 
ENTITIES COMMITTEE
Alexander G. Domenicucci, Chairperson
Honigman Miller Schwartz and Cohn LLP
2290 First National Building
660 Woodward Avenue
Detroit, Michigan 48226
Office: (313) 465-7672
Fax: (313) 465-7673
adomenicucci@honigman.com

My term as Chairperson of the Committee has come to an 
end.  It has been a pleasure serving over the past two years.  
James Combs (also of the Honigman firm) will serve as the 
new Chairperson of the Committee.  Best of luck to James!

Also, as a programming note, at the next Committee meet-
ing, James will be discussing the loss limitation rules of IRC 
§382 applicable to loss corporations that undergo an own-
ership change.  Information regarding the time, date, and 
location of the meeting will be forthcoming in a subsequent 
announcement.

REPORT OF THE EMPLOYEE 
BENEFITS COMMITTEE
Thomas L. Shaevsky, Chairperson 
Butzel Long, a Professional Corporation 
Stoneridge West 
41000 Woodward Avenue 
Bloomfield Hills, Michigan 48304
Office: (248) 258-7858
Fax: (248) 58-1439 (Fax)
shaevsky@butzel.com

What a pleasure and honor I have experienced serving as em-
ployee benefits committee chair these past two years.  I would 
like to express my thanks to the presenters who contributed 
to the nine extremely well attended committee meetings 
during my term as chair.   For many of the meetings, the 
committee partnered with other organizations: fellow State 
Bar sections, accounting associations, and service provider 
societies, allowing participating members to expand their 
network of contacts.   Some of the events were telephonic 
or Internet web-based which removed geographic barriers 
members (particularly those residing outside of southeast 
Michigan) otherwise might have experienced.  I am pleased 
to welcome Deborah Baughman as the next employee ben-
efits committee chair, and I continue to welcome your par-
ticipation in future events.
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REPORT OF THE 
INTERNaTIONaL TaX 
COMMITTEE

The International Tax Committee is proud to present Profes-
sor Dan Scheaffer from Thomas M. Cooley Law School as its 
featured presenter during the 2011 SBM Annual Tax Con-
ference.  Professor Sheaffer will cover international tax topics 
such as foreign tax credit planning, transfer pricing, and a 
subpart F update.  Also, the committee will host a panel dis-
cussion on Foreign Bank Account Reporting and the 2011 
Offshore Voluntary Disclosure Initiative.  This session will 
take place in late May or early June.  Likely presenters will be 
Michael Domanski of Honigman Miller Schwartz and Cohn 
LLP; Peter Kulick of Dickinson Wright; and Andy Lane of 
PricewaterhouseCoopers LLP.

Tax practitioners that wish to join the International Tax 
Committee, make suggestions to improve the committee, 
or to request information on a particular international tax 
topic, please contact either of the chairs listed above. 

Michael Domanski,
Chairperson
Honigman Miller Schwartz 
and Cohn LLP
2290 First National Bldg
660 Woodward Avenue
Detroit, MI 48226
Office: 313-465-7352
Fax: 313-465-7353
Mdomanski@honigman.com

Andy Lane, Chairperson
PricewaterhouseCoopers LLP
PricewaterhouseCoopers Plaza
Detroit, MI 48226
Office: 313-394-6554
Fax: 813-636-3467
andrew.c.lane@us.pwc.com

REPORT OF THE STaTE & 
LOCaL TaX COMMITTEE
Carolee Kvoriak Cameron, Chairperson
CMS Energy 
One Energy Plaza EP 10-205
Jackson, Michigan
Office: (517) 788-2209
Fax: (517) 788-0043
ckcameron@cmsenergy.com

On August 23, 2011, the SALT Committee hosted a recep-
tion for its members and state government officials at the 
Lansing offices of Dykema Gossett.  In attendance were rep-
resentatives from the Michigan Department of Treasury and 
the Attorney General’s office, Michigan Tax Tribunal Judges 
Mark Abood, Cynthia Knoll, Victoria Enyart, Steven Lasher 
and Paul McCord, as well as Lieutenant Governor Brian Cal-
ley.  My thanks to Wayne Roberts for all his help – it was a 
great event!

On September 13, 2011, the Michigan Legislature intro-
duced a number of bills (HB 4937 – 4968) making techni-
cal corrections to the Michigan Corporate Income Tax and 
the Michigan Business Tax.  Of particular interest is HB 
4961, which will address prior notices from the Department 
of Treasury regarding federally disregarded entities and the 
Michigan Business Tax.  These notices treated federally disre-
garded entities as taxpayers required to file separate Michigan 
Business Tax returns.  If enacted, HB 4947 will treat domes-
tic disregarded entities as disregarded entities for purposes of 
the Michigan Business Tax (HB 4961 will do the same for 
purposes of the Michigan Corporate Income Tax).  Foreign 
disregarded entities, however, will continue to be treated as 
separate taxpayers if both bills are enacted in present form.   
Also of interest is HB 4959, which, if enacted, would appor-
tion income from a flow-through entity if the entity and the 
upper-tier member are part of the same unitary group but 
allocate it if they are not.   The Michigan Legislature also 
recently introduced “Amazon” legislation, requiring on-line 
retailers with affiliate relationships in the state to collect sales 
tax on purchases to Michigan customers.  

And, finally, welcome to our new State and Local Tax Com-
mittee Chairperson, Jackie Cook of Miller Canfield Paddock 
and Stone!  I have enjoyed serving as Chairperson this year 
and look forward to serving on the Tax Council next year.  
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This article revisits certain issues discussed in Kal-
man G. Goren’s excellent article, Inherited IRAS - 
Have we Gotten Too Smart For Our Clients? What 
Happens When Our “Stretch IRAS” Run Into Credi-
tor Issues? as published in the Michigan Tax Law-
yer, Volume XXXVI, Issue 3, Fall 2010. On March 
16, 2011, the United States District Court for the 
Eastern District of Texas reversed In re Chilton.1 In 
the case of In Re Chilton,2 the bankruptcy court de-
termined that the requirements for exemption of 
an inherited IRA could not be satisfied because an 
inherited IRA does not contain “retirement funds” 
and is not exempt from taxation under the relevant 
provisions of the Internal Revenue Code as required 
by the United States Bankruptcy Code. 

In the case of In Re Nessa,3 a Bankruptcy Appeals 
Panel in the Eighth Circuit affirmed a decision 
reached by the bankruptcy court for the District of 
Minnesota in which the court determined that an 
“inherited IRA” was exempt property and beyond 
the reach of a trustee in bankruptcy.

These two courts were the first to consider the is-
sue in light of the changes made by the Bankrupt-
cy Abuse and Consumer Protection Act of 2005 
(“BAPCPA”)4. These courts considered the same 
statutory provisions but reached opposite conclu-
sions. 

Of the cases decided since then, the majority of 
opinions have sided with In Re Nessa, finding in-
herited IRAs to be exempt pursuant to the require-
ments of Bankruptcy Code Section 522(d)(12) or 
Section 522(b)(3)(C)_(which contains identical 
exemption language).

The reversal of In re Chilton appeared to provide 
continuity in the reading to the post BABCPA 
bankruptcy code. The recent decision of In Re 
Clark5 is a break in that continuity and draws into 
question how a court in any given state will apply 

the federal 522(d)(12) bankruptcy exemption. This 
article will examine the current bankruptcy exemp-
tion landscape and compare the most recent deci-
sions in an effort to understand how a Michigan 
bankruptcy court might rule on the issue of the ex-
emption of the inherited IRA.  

what is an ‘inherited ira’?

The definition of inherited IRA is contained in 
Internal Revenue Code (hereafter “IRC”) Section 
408(d)(3)(C)(ii):
 

(ii) Inherited individual retirement ac-
count or annuity. An individual retirement 
account or individual retirement annuity 
shall be treated as inherited if—

(I) the individual for whose benefit the ac-
count or annuity is maintained acquired 
such account by reason of the death of an-
other individual, and 

(II) such individual was not the surviving 
spouse of such other individual. 

The subsection to IRC 408 containing this defini-
tion is entitled “Denial of rollover treatment for 
inherited accounts, etc”. Generally, an IRA is tax-
able to the owner upon payout or liquidation of the 
account6. There is an exception if the IRA is paid or 
distributed as a part of a “rollover contribution” as 
described in IRC 408(d)(3). IRC 408 does not ex-
tend the exception to inherited IRAs. The differing 
treatment of inherited IRA’s as between IRC 408(d)
(3) and IRC 402(c) will be more fully discussed be-
low in examining the In re Chilton court’s reasoning 
for denying tax exempt status to the inherited IRA. 
For now it should be understood that the term ‘in-
herited IRA’ refers to an account as defined in IRC 
408(d)(3)(C)(ii).
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the Basics of BankruPtcy - state V. federal 
BankruPtcy exemPtions

Depending on one’s state of residence, a petitioner in bank-
ruptcy may have a choice between state or federal bankruptcy 
exemptions. 

Section 522(b)(1) of the Bankruptcy Code states:

An individual debtor may exempt from property 
of the estate the property listed in either para-
graph (2) or, in the alternative, paragraph (3) of 
this subsection. 

Federal Exemptions

The “b(2)” exemption provision references subsection (d) 
of § 522 of the bankruptcy code. Subsection (d) states that 
“The following property may be exempted under subsection 
(b)(2) of this section” and includes limited interests in real 
property, motor vehicles, jewelry, tools in trade, veterans 
benefits, social security benefits and certain catch all catego-
ries, some of which are capped at varying dollar values. These 
are the “federal exemptions”. 

Preceding 2005, the subsection (d) exemption applicable to 
retirement accounts was limited to Section 522(d)(10)(E)7 
which stated: 

(E) a payment under a stock bonus, pension, 
profitsharing, annuity, or similar plan or contract 
on account of illness, disability, death, age, or 
length of service, to the extent reasonably necessary 
for the support of the debtor and any dependent of 
the debtor, unless..such plan or contract does not 
qualify under Section 401(a), 403(a), 403(b), or 
408 of the Internal Revenue Code of 1986.

Section 522(d)(10) was considered in Rousey v. Jacaway.8 
The Supreme Court determined that Section 522(d)(10)
(E) does apply to an IRA to the extent required for sup-
port of the debtor and a dependant given that the IRA is 
properly considered payable “on account of.. age, or length 
of service”9 Rousey does not address inherited IRA’s and the 
exemption provided by Section 522(d)(10)(E) is limited to 
that necessary for support of debtor and dependant. Pre-
ceding the changes made by BAPCPA, not only were the 
protections afforded by the federal exemption limited, they 
were unavailable in many states.10 

A State’s Right to “Opt Out”

Section 522(b)(2) of the Federal Bankruptcy Code states 
that: 

(2) Property listed in this paragraph is property that 
is specified under subsection (d), unless the State 
law that is applicable to the debtor under paragraph 
(3)(A) specifically does not so authorize. 

The language “unless the State law..specifically does not so 
authorize” is known as the ‘opt out provision’ and allows a 
state to withhold from its residents the ability to elect ex-
emptions under Section 522(d) of the bankruptcy code (the 
“federal exemptions”), thereby limiting a petitioner to ex-
emptions under the applicable state exemption statute. As 
of the date of this article, it appears that Alabama, Alaska, 
Arkansas, Arizona, California, Colorado, Delaware, Florida, 
Georgia, Idaho, Indiana, Iowa, Kansas, Kentucky, Louisiana, 
Maine, Maryland, Mississippi, Missouri, Montana, Nebras-
ka, Nevada, New Hampshire, New York, North Carolina, 
North Dakota, Ohio, Oklahoma, Oregon, South Dakota, 
Tennessee, Utah, Virginia, West Virginia and Wyoming all 
have passed laws limiting the bankruptcy exemptions avail-
able to that state’s residents. 

State Exemptions: Michigan

Michigan is a non-“opt-out” state pursuant to MCL 
600.5451: 

(1) A debtor in bankruptcy under the bankruptcy 
code, 11 U.S.C. §§101 to 1330, may exempt from 
property of the estate property that is exempt under 
federal law or, under 11 U.S.C. §522(b)(2), the fol-
lowing property.11

Preceding 2005, the Michigan exemption language relating 
to IRAs was limited to that contained in § 5451(l):

(l) All individual retirement accounts, including 
Roth IRAs, or individual retirement annuities as de-
fined in § 408 or § 408a of the internal revenue code, 
26 U.S.C. §408 and § 408a, and the payments or 
distributions from those accounts or annuities. This 
exemption applies to the operation of the federal 
bankruptcy code as permitted by § 522(b)(2) of the 
bankruptcy code, 11 U.S.C. § 522.12
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the BankruPtcy aBuse PreVention and consumer 
Protection act of 2005

BAPCPA made significant modifications to both the federal 
“(b)(2)” and state “(b)(3)” exemption provisions as relating 
to retirement accounts, resulting in a unified treatment be-
tween state and federal exemption regimes.

Section 522(d)(12) was added to the exemptions available 
under federal law pursuant to the 
Section 522(b)(2) election:

(d)(12) Retirement funds to the extent that those 
funds are in a fund or account that is exempt from 
taxation under §§ 401, 403, 408, 408A, 414, 457, 
or 501(a) of the Internal Revenue Code of 1986.

Section 522(b)(3)(C) was added to the state law exemptions 
available pursuant to 522(b)(3): the (b)(3)_exemption now 
states:

(3) Property listed in this paragraph is–

(A) subject to subsections (o) and (p), ....State or 
local law that is applicable on the date of the filing 
of the petition at the place in which the debtor’s 
domicile has been located for the 730 days immedi-
ately preceding the date of the filing of the petition..

(C) retirement funds to the extent that those funds 
are in a fund or account that is exempt from taxa-
tion under §§ 401, 403, 408, 408A, 414, 457, or 
501(a) of the Internal Revenue Code of 1986.

The addition of subsection (C)_to the (b)(3) exemption pro-
vision serves to deny a state the ability to avoid exemption 
status for qualified accounts by ‘opting out’ under the lan-
guage of (b)(2) because the (b)(3)(C)_language embedded 
in the state law exemption mirrors that of the federal (d)(12) 
provision; Section 522(b)(1) is very clear that a petitioner 
in bankruptcy may and must choose between exemptions 
under Section 522(b)(2) or 522(b)(3). 

(b) (1) Notwithstanding § 541 of this title, an in-
dividual debtor may exempt from property of the 
estate the property listed in either paragraph (2) or, 
in the alternative, paragraph (3) of this subsection.13 

The legislative history associated with these changes evidenc-
es an intent on the part of congress to liberalize the availabil-
ity of exemptions for qualified retirement funds, regardless of 
a state’s right to opt out of federal exemptions and regardless 

of a plan’s technical deficiencies so long as substantial com-
pliance is achieved. The last sentence of the history explicitly 
references the application of the exemption to certain roll-
over accounts. 

...Subsection (a) of § 224 of the Act amends § 522 
of the Bankruptcy Code to permit a debtor to ex-
empt certain retirement funds to the extent those 
monies are in a fund or account that is exempt from 
taxation under §§ 401, 403, 408, 408A, 414, 457, 
or 501(a) of the Internal Revenue Code and that 
have received a favorable determination pursuant 
to Internal Revenue Code § 7805 that is in effect 
as of the date of the commencement of the case. If 
the retirement monies are in a retirement fund that 
has not received a favorable determination, those 
monies are exempt if the debtor demonstrates that 
no prior unfavorable determination has been made 
by a court or the Internal Revenue Service, and the 
retirement fund is in substantial compliance with 
the applicable requirements of the Internal Revenue 
Code. If the retirement fund fails to be in substan-
tial compliance with applicable requirements of 
the Internal Revenue Code, the debtor may claim 
the retirement funds as exempt if he or she is not 
materially responsible for such failure. This section 
also applies to certain direct transfers and rollover 
distributions.14

Following the addition of the (d)(12) and (b)(3)(C)_exemp-
tion language, exemption of an inherited  IRA no longer re-
lies on the argument that petitioners right to payment is on 
account of age, length of service, etc.  Further, exemption is 
not limited to the extent required “to the extent reasonably 
necessary for the support of the debtor and any dependent of 
the debtor”. Rather, exemption turns  on whether the asset 
is (1) a “retirement fund”, (2) exempt from taxation under 
Sections 401, 403, 408, 408A, 414, 457, or 501(a) of the 
Internal Revenue Code.

caselaw addressing the inherited ira in 
BankruPtcy

In Re Chilton

On January 21, 2008, Janice Chilton established an IRA 
for the purpose of receiving proceeds as beneficiary of her 
mother’s IRA. The account was titled “Janice Chilton, Ben-
eficiary, Shirley Heil, Decedent”.15 On December 18, 2008, 
Janice Chilton and her husband filed a Petition for a Chapter 
7 bankruptcy proceeding in the Eastern District of Texas. 
Petitioner’s interest in her mother’s IRA was listed in the ac-
companying schedules to the Petition with a reported value 
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of $170,000. Petitioners claimed the IRA to be an exempt 
asset pursuant to 11 U.S.C. § 522(d)(12). The trustee in 
bankruptcy objected to the claimed exemption.16 

In the courts written opinion, after pointing out what the 
court considers to be substantive differences between a tra-
ditional IRA and an inherited IRA, the court considers the 
meaning of the term “retirement funds” as contained in Sec-
tion 522(d)(12). The court rejects petitioners’ argument that 
“retirement funds” logically means those funds in a tax ex-
empt account, i.e. one of the enumerated accounts cited in 
the statute as giving rise to exemption (Sections 401, 403, 
408, 408A, 414, 457, or 501(a) of the Internal Revenue 
Code of 1986).

Congress repeatedly uses the word "retirement" in 
§ 522 to qualify the types of funds and accounts 
that may be exempted from the estate. Although 
the Bankruptcy Code does not define "retirement," 
the term is generally understood as "withdrawal 
from one’s position or occupation or from active 
working life.”17 The Court concludes that, viewing 
the words “retirement funds” in their entire context, 
they cannot reasonably be understood to authorize 
an exemption of an inherited IRA.18 

The court does not articulate how proceeds rolled over from 
an IRA to an inherited IRA fail to be “retirement funds” in 
the hands of a beneficiary. What is implicit in the courts con-
clusion is the requirement that the funds in question must 
have been contributed for retirement purposes by the person 
claiming the exemption. The court recognizes that tradition-
al IRAs are generally protected as evidenced by its reference to 
Patterson and Rousey.  However, the court insists that, “viewing 
the words “retirement funds” in their entire context” retire-
ment funds cannot mean simply the proceeds of a deceased 
persons IRA as held by a beneficiary. The court inexplicably 
cites the legislative history for support of it position:

The above interpretation comports with the legis-
lative history of § 522(d)(12)...In enacting these 
changes to § 522, Congress clearly expressed an 
interest in protecting a debtor’s retirement assets 
even in the event of bankruptcy. However, Con-
gress repeatedly qualified  the exemption of funds 
under § 522(d)(12) by limiting that exemption to 
"retirement funds" in a "retirement fund" exempt 
from taxation under various sections of the Internal 
Revenue Code that relate to different types of retire-
ment and pension plans.19

The court fails to identify any language in the legislative his-
tory supporting its position; the history does not contain 
any statement limiting that protection to funds held by an 

individual owner being the original contributor to the IRA. 
While the court claims to avoid an interpretation of the stat-
ute “reading the word retirement out of “retirement funds”, 
as will be seen, the In Re Chilton court is accused of adding 
to Section 522(d)(12) a requirement not articulated in either 
the statute or the legislative history. 

The court moves on to review cases addressing the inherited 
IRA under state exemption statutes beginning with In Re 
Sims20 which is one of the first pre-BAPCPA cases consider-
ing the exemption of inherited IRAs. The Sims viewpoint is 
typical of pre-BAPCPA cases denying exemption status for 
inherited IRA’s and establishes the pattern which In Re Chil-
ton follows. These cases generally hold that  inherited IRAs 
are governed by different distribution requirements under the 
Internal Revenue Code and therefor not consistent with use 
for retirement purposes given a beneficiaries unhindered ac-
cess to the account. The In Re Chilton court clearly relies on 
these opinions in interpreting the language of bankruptcy 
code section 522(d)(12) despite the fact that these cases pre-
cede the changes made by BAPCPA.  

While Congress did not expressly adopt the analy-
sis of these courts in its amendments to § 522, the 
language of the new § 522(d)(12) accords with 
their distinction between IRAs and inherited IRAs. 
Congress did not exempt all funds in qualifying ac-
counts, but only "retirement" funds. Moreover, as 
discussed above, the statutory framework governing 
IRAs distinguishes between an original IRA and an 
inherited IRA.21

In the second part of the courts analysis, the Court deter-
mines that even if an inherited IRA did contain retirement 
funds, it fails the additional requirement imposed by the lan-
guage of Section 522(d)(12) because an inherited IRA is not 
exempt from taxation pursuant to IRC Section 408.

Assuming, arguendo, that the funds at issue in this 
case are "retirement funds," the funds must also 
meet the second prong of the § 522(d)(12) test  the 
"retirement funds" must be "exempt from taxation 
under section 401, 403, 408, 408A, 414, 457, or 
501(a) of the Internal Revenue Code... the debtors 
argue that the inherited IRA is an eligible rollover 
under Internal Revenue Code § 402(c)(11) and, 
therefore, is exempt from taxation under § 408(e)
(1)...the debtors are correct in their assertion that 
an inherited IRA is exempt from taxation under 
Internal Revenue Code § 402(c)(11)... However, 
in order to be exempt from creditors under 
Bankruptcy Code § 522(d)(12), the inherited IRA 
must be exempt from taxation under §§ 401, 403, 
408, 408A, 414, 457, or 501(a) of the Internal 
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Revenue Code. Section 402(c)(11), which provides 
for the creation and treatment of the inherited IRA 
at issue in this case, is not one of these enumerated 
provisions.22

The In Re Chilton court focuses on a distinction within the 
provisions of IRC Section 408 to achieve non-exemption for 
the Petitioner’s inherited IRA under Section 522(d)(12) of 
the Bankruptcy Code. IRC Section 408(d) governs the taxa-
tion of distributions from IRAs and subsection (d)(1) states 
the general rule that a distribution from an IRA is taxable as 
income pursuant to IRC Section 72. This describes the nor-
mal treatment when a retiree begins to take distributions at 
retirement or liquidates an IRA. IRC Section 408(d)(3) pro-
vides an exception to general tax recognition if the distribu-
tion qualifies as a rollover contribution (IRC Section 408(d)
(3)(A) states that (d)(1) will not apply in this instance). The 
subsections to (3)(A) describe the 60 day rule, etc. The above 
are all subsections to IRC Section 408(d), “Tax Treatment 
of Distributions”. IRC § 408(d)(3)(C)_is entitled “Denial 
of rollover treatment for inherited accounts, etc.” This is the 
section referred to early in this article as defining an “inher-
ited IRA”. This subsection disallows exemption from income 
taxation at distribution (it places inherited IRAs under the 
general rule of IRC Section  408(d)(1), taxation on distribu-
tion pursuant to IRC Section 72).

IRC Section 408(e) is entitled “Tax treatment of accounts 
and annuities” and governs tax recognition generally (other 
than at distribution). IRC Section 408(e)(1) provides for ex-
emption from tax and states:

Any individual retirement account is exempt from 
taxation under this subtitle unless such account has 
ceased to be an individual retirement account by 
reason of paragraph (2) or (3).

Paragraphs (2) and (3) deal with prohibited transactions and 
other transactions that would typically lead to loss of exemp-
tion status for tax purposes. These do not relate to distribu-
tion and do not reference an inherited IRA. 

The rationale employed by the In re Chilton court is to say 
that because a distribution to an inherited IRA is not afforded 
rollover treatment under IRC Section 408 (but rather 402(c)
(11)), an inherited IRA is not "exempt from taxation under 
sections 401, 403, 408, 408A, 414, 457, or 501(a) of the 
Internal Revenue Code”. What the In re Chilton court ei-
ther fails to acknowledge or fails to realize is that 11 U.S.C 
§ 522(d)(12) does not differentiate between IRC Section 
408(d) and IRC Section 408(e) and given the language of 
IRC Section 408(e) (“any individual retirement account is 
exempt from taxation under this subtitle”), the plain lan-
guage of the exemption is satisfied.

The In Re Chilton court acknowledges but does not answer 
Petitioner’s argument regarding the applicability of Bank-
ruptcy Code Section 522(b)(4)(B) which provides:  

(C) A direct transfer of retirement funds from 1 
fund or account that is exempt from taxation un-
der §§ 401, 403, 408, 408A, 414, 457, or 501(a) 
of the Internal Revenue Code of 1986.., under § 
401(a)(31) of the Internal Revenue Code of 1986.., 
or otherwise, shall not cease to qualify for exemp-
tion under paragraph (3)(C) or subsection (d)(12) 
by reason of such direct transfer.

In Re Nessa

A second court looked at this issue in the same time period as 
In re Chilton and came to the opposite conclusion. A Bank-
ruptcy Appeals Panel in the matter of In re Nessa affirmed a 
decision reached by the bankruptcy court for the District of 
Minnesota in which the court determined that an “inherited 
IRA” was exempt property and beyond the reach of a trustee 
in bankruptcy pursuant to 11 USC 522(d)(12).

Section 522(d)(12) requires that the account be 
comprised of retirement funds, but it does not 
specify that they must be the debtor’s retirement 
funds...In accordance with the terms of Bankruptcy 
Code section 522(d)(12), even though the contents 
of the Debtor’s inherited account were the Debtor’s 
father’s retirement funds, not the Debtor’s own re-
tirement funds, they remain in form and substance, 
"retirement funds."23

In response to arguments relating to a distinction in tax 
treatment under the Internal Revenue Code, the In Re Nessa 
court states: 

It is irrelevant whether a traditional IRA and an 
inherited IRA have different rules regarding mini-
mum required distributions. Section 408(e) of the 
Internal Revenue Code provides, in pertinent part 
"any individual retirement account is exempt from 
taxation." 26 U.S.C. § 408(e)(1)(emphasis added). 
It does not distinguish between an inherited IRA 
and traditional types of IRAs.24

Finally, the In Re Nessa court addresses the provision within 
the Bankruptcy Code that the In Re Chilton court so bla-
tantly ignores: 

Bankruptcy Code § 522(b)(4)(C) reinforces our 
conclusion that the funds in the Debtor’s inher-
ited account are exempt under Bankruptcy Code § 
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522(d)(12). Section 522(b)(4)(C) provides that di-
rect transfers from an account under Internal Rev-
enue Code § 408(a) are exempt under Bankruptcy 
Code § 522(d)(12). It states, in pertinent part, that: 
[a] direct transfer of retirement funds from 1 fund 
or account that is exempt from taxation under sec-
tion . . . 408. . . of the Internal Revenue Code of 
1986, . . ., shall not cease to qualify for exemption 
under . . . subsection (d)(12) by reason of such di-
rect transfer.25

The In Re Nessa Analysis Should Apply in Every State

With the exception of In Re Clark, decisions following In 
Re Nessa evidence a consistent application of the Post BAP-
CPA Section 522(d)(12) and its counterpart, Section 522(b)
(3)(C), regardless of opt out or applicable state law.  In re 
Thiem26 was decided by a bankruptcy court in the District 
of Arizona, an opt out state. The court recognizes that, while 
the federal exemption provision is not available to Arizona 
residents, its counterpart as contained in Section 522(b)(3)
(C) is, with the result that the petitioner in bankruptcy is 
afforded the same protection as under Section 522(d)(12): 

There is one relevant exception to the optout rule. 
In enacting BAPCPA, Congress created a new class 
of exemptions for certain retirement funds regard-
less of whether the state of domicile has opted out 
of the federal scheme for other property. Of this 
class,§ 522(b)(3)(C)_ is applicable in optout states 
and § 522(d)(12) applies in the federal exemption 
scheme...  The two provisions are identical...Now, 
even if some states may not allow retirement plans 
to be exempted from the reach of creditors, Con-
gress has made this exemption available to all debt-
ors by placing the language in § 522(b)(3)(C)_ to 
eliminate the optout.27  

The court applies the In Re Nessa analysis and determines 
that the application of  Section 522(B)(3)(C)_produces the 
same result:

There are only two requirements for an IRA to be 
exempt under [sec] 522(b)(3) or the corresponding 
federal statute, [sec] 522(d)(12).. (1) the amount 
the debtor seeks to exempt must be retirement 
funds; and (2) the retirement funds must be in an 
account that is exempt from taxation under one of 
the provisions of the Internal Revenue Code set 
forth therein...Both requirements were met, even 
though the retirement funds belonged originally to 
the debtor’s deceased mother.28

In Re Kuchta29 was  decided by an Ohio bankruptcy court. 
The court considers and determines that an inherited IRA is 
not exempt under the Ohio Revised Code30 which requires a 
debtor to have made contributions to an IRA and payments 
from an IRA be payable on account of  illness, disability 
death or age.  The court then considers the issue under the 
provision applicable in an opt out state: 11 U.S.C 522(b)
(3)(C).

As noted above, debtors who file in Ohio are required 
to take most of their exemptions under Ohio 
law. Bankruptcy Code § 522(b)(3)(C), however, 
provides one federal exemption to Ohio debtors..
Unlike Ohio Revised Code § 2329.66(A)(10)(c), 
this exemption is not limited to the situation where 
the benefits are paid out based on illness, disability, 
death or age. The only question is whether the 
funds are retirement funds in an account that is tax 
exempt under the relevant Internal Revenue Code 
provisions. The Bankruptcy Code does not define 
"retirement funds."31

The Kuchta court then cites In Re Nessa:

The Bankruptcy Appellate Panel of the Eighth Cir-
cuit recently found under similar facts that an in-
herited IRA fell within the § 522(d)(12) exemption 
for funds that are retirement funds in a tax exempt 
account. ..The § 522(d)(12) exemption is identical 
to the § 522(b)(3)(C) exemption at issue here.32 

The court references Section 522(b)(4)(C)_(providing that 
the transfer of an otherwise exempt account does not result 
in loss of exemption) and determines that an inherited IRA 
is an exempt assets pursuant to Section 522(b)(3)(C):

The BAP further found that § 522 (b)(4)(C) sup-
ported this conclusion...this court agrees with the 
reasoning and result in Nessa. Therefore, the debt-
or’s inherited IRA is determined to be exempt un-
der the federal exemption.33

In Re Tabor34 is an opinion rendered by a bankruptcy court 
in Pennsylvania. The Tabor court presents analysis as to the 
changes made by the 2005 act:

In 2005, Congress clarified and expanded the ex-
emption status of certain retirement plans ..To 
protect individuals in states that had opted out of 
the federal exemption scheme, the exemption pro-
visions of § 522(b)(3) were added ..This subpara-
graph protects retirement funds to the same extent 
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that they are protected under the federal exemp-
tions, specifically § 522(d)(12)..This increased pro-
tection is afforded not only to an IRA account cre-
ated by the debtor, but also extends to accounts that 
are transferred directly between trustees (e.g., inher-
ited accounts) .. the language of § 522(b)(4)(C) is 
unambiguous and applies to inherited accounts 
whether state or federal exemptions are claimed.35

The In Re Tabor court then looks to the opinion and the In 
Re Chilton court’s failure to recognize the provisions of Sec-
tion 522(b)(4)(C):  
  

A Texas bankruptcy court determined that inher-
ited IRAs were not "retirement funds" because in-
herited IRAs were subject to restrictions under the 
IRS Code that did not apply to ordinary IRAs... 
The B.A.P. found the Chilton court’s conclusion to 
be erroneous for several reasons, most significant of 
which was the bankruptcy court’s failure to consider 
that its holding rendered meaningless the inclusive 
provisions of § 522(b)(4)(C).36

The In Re Tabor court adopts the remainder of the In Re 
Nessa court’s analysis: 

The Trustee in the case before me makes a similar 
argument to that of the Chapter 7 trustee in Nessa. 
..I find these arguments to be unpersuasive for the 
same reasons. .Section 522(d)(12) requires that the 
account be comprised of retirement funds, but it 
does not specify that they must be the debtor’s re-
tirement funds." Distinctions made by the Trustee 
between the tax treatment of inherited IRAs and 
ordinary IRAs, while accurate, are not significant to 
the Court’s determination. Both types of accounts 
are exempt from taxation, which is all that is re-
quired by § 522.37

Based upon the above, it is clear that courts in “opt out” states 
apply Section 522(b)(3)(C)_in a manner consistent with the 
In Re Nessa application of the identical Section 522(d)(12), 
despite non-exemption under state law, and further, that 
courts in varying jurisdictions are reaching the same conclu-
sion as to the proper interpretation of Section 522(b)(3)(C) 
relative to treatment of the inherited IRA under the Internal 
Revenue Code.

The Reversal of In Re Chilton

On March 16, 2011, the United States District Court for the 
Eastern District of Texas issued an opinion reversing In Re 
Chilton.38 The court begins by acknowledging that the lower 

court was deciding a matter of first impression in determining 
whether an inherited IRA was exempt pursuant to Bankruptcy 
Code Section 522(d)(12). The court then briefly reviews In Re 
Nessa, In Re Kuchta, In Re Tabor and In Re Thiem.  

As previously noted, the Bankruptcy Court did not 
have the benefit of considering these..cases in mak-
ing its decision. While its opinion was thoughtful, 
the court must respectfully disagree with the Bank-
ruptcy Court’s conclusion.39

In a summary fashion, the court determines that the lan-
guage of Section 522(b)(4)(C) provides that transfers of the 
type creating inherited IRAs do not remove the transfer from 
eligibility for exemption under Section 522(d)(12), citing 
the statute. 

A “direct transfer of retirement funds from one 
fund or account that is exempt from taxation under 
section 401, 403, 408, 408A, 414, 457, or 501(a) 
of the Internal Revenue Code ... shall not cease to 
qualify for exemption under ... subsection (d)(12) 
by reason of such direct transfer.”40 

The court determines that § 522(d)(12) does not limit ex-
emption to the original owner of an IRA. 

Section 522(d)(12) does not require that the retire-
ment funds be the Debtor’s. The retirement funds 
can be those of a nonDebtor, as they were in this 
case..41

The court determines that an inherited IRA is tax exempt 
pursuant to IRC Section 408:

The court finds persuasive the language of Section 
408(e): “Any individual retirement account is ex-
empt from taxation.” The plain meaning of this lan-
guage does not limit the section to traditional IRAs, 
but could include inherited IRAs.42 

The court then wholly adopts In Re Nessa’s reasoning as to the 
treatment of an inherited IRA under IRC 408: 

As the Nessa court noted, it is “irrelevant” that 
traditional and inherited IRAs have different rules 
regarding minimum required distribution; Section 
408(e) says “any” IRA is exempt from taxation...
Direct transfer from an account exempt from taxa-
tion under Section 408 does not cease to qualify for 
the exemption, simply due to the transfer. Section 
522(b)(4)(C).43
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For the above reasons, the court concludes that the Debt-
orAppellants’ inherited IRA is properly considered exempt 
pursuant to Section 522(d)(12) and reverses the lower court’s 
decision. Without further development, the court’s follow-
ing In Re Nessa and the reversal of In Re Chilton  would ap-
pear to represent the reversal of any trend established by pre-
BAPCPA cases to disallow exemption of the inherited IRA.  

In Re Clark - Chilton Revisited

On May 10th, 2011, the United States Bankruptcy Court 
for the Western District of Wisconsin went the way of the 
original (bankruptcy court) decision in In Re Chilton. The 
Clark court employed an identical analysis: an inherited IRA 
does not contain retirement funds based on the plain mean-
ing of the term nor is it exempt under the relevant portions 
of the Internal Revenue Code. In interpreting “retirement 
funds”, the court insists that funds held in an inherited IRA 
are in substance distinguishable from those held for retire-
ment purposes and is therefor not persuaded by the line of 
cases following In Re Nessa: 

Other courts that have directly dealt with this is-
sue have all found that the contents of the inher-
ited IRA remain in form and substance "retirement 
funds" when they are passed to the beneficiary.. The 
fact that the funds were once held for a decedent’s 
retirement is irrelevant. As noted above, while the 
funds may have been set aside originally for retire-
ment purposes, once the decedent dies the funds 
are no longer held by the beneficiary for that pur-
pose...44

The Clark court is not troubled by the fact that there is no 
stated requirement that the debtor be the contributor of 
monies to the IRA as pointed out by the In Re Nessa court. 

Were we to peek behind the curtain of "plain mean-
ing" it would seem beyond any quibble that Con-
gress intended to permit debtors to retain amounts 
saved for their retirement and not sums inherited 
from their parents.45

The court makes similarly quick work of the second prong of 
the 522(d)(12) exemption requirement:

No one has cited (and I can find none) any primary 
legal source for the proposition that the debtors’ 
Inherited IRA is tax exempt. As authority that 
their Inherited IRA is tax exempt the debtors 
point to IRC § 408(e), which provides that "any 
individual retirement account is exempt from 
taxation...". 26 U.S.C. § 408(e). While the statute 

does indeed exempt from tax "any individual 
retirement account," I find no sources that suggest 
an "inherited IRA" is considered "any individual 
retirement account" under IRC § 408.46

The court then references IRS Publication 590 to support its 
argument that income tax exemption for inherited IRA’s is 
not clear:

...the IRS publications and regulations seemingly 
infer that some "inherited IRAs" are tax exempt 
without referencing a primary legal source. See 
I.R.S. Publication 590, p.18 (2010) ("Like the orig-
inal owner, [the beneficiary of an inherited IRA] 
generally will not owe tax on the assets in the IRA 
until you receive distributions  from it.47

This reasoning is no different than that employed by the In 
Re Chilton Bankruptcy court and ignores the difference be-
tween taxation of income or gain to the IRA and taxation to 
a beneficiary at distribution. Further, as stated above, 408(e) 
does except certain prohibited transactions from exemption, 
providing some explanation for the language in Publication 
590. Regardless, the Court is undeterred by the reasoning in 
In Re Nessa and those cases following.

A statement early in the opinion sheds some light on the 
court’s general attitude towards the issue before it:

Most subsequent cases rely on the reasoning of the 
Eighth Circuit BAP in Nessa. However, none of the 
cases cited control this court and most of the cases 
deal with much smaller dollar amounts than we 
must. Thus an independent analysis as to whether 
the debtors’ Inherited IRA falls within § 522(b)(3)
(C) is appropriate.48

As for Section 522(b)(4)(C)_(A direct transfer of retirement 
funds from 1 fund or account that is exempt shall not cease 
to qualify) the court states:

That poorly drafted statute seems to apply only if by 
reason of a "direct transfer of retirement funds from 
1 fund or account that is exempt from taxation" a 
retirement account loses its exemption status under 
§ 522(b)(3)(C). 11 U.S.C. § 522(b)(4)(C). Here, 
the debtors’ Inherited IRA does not qualify for ex-
emption status because the account does not con-
tain "retirement funds." Each of the required dis-
tributions from the fund is taxable and the holding 
of the funds by itself is not a taxable event. Section 
522(b)(4)(C) simply does not apply.49
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In Re ChIlton and the Continuing Question of the inherited ira BankruptCy exemption 

should michigan adoPt legislation to address the 
issue through state exemPtion?

As of the date of this article, Arizona, Florida and Texas have 
adopted legislation explicitly exempting Inherited IRAs from 
attachment by creditors.  

Florida Statute Section 222.21 states: 

(c) Any money or other assets or any interest in any 
fund or account that is exempt from claims of credi-
tors of the owner, beneficiary, or participant under 
paragraph (a) does not cease to be exempt after the 
owner’s death by reason of a direct transfer or eligi-
ble rollover that is excluded from gross income un-
der the Internal Revenue Code of 1986, including, 
but not limited to, a direct transfer or eligible roll-
over to an inherited individual retirement account 
as defined in s. 408(d)(3) of the Internal Revenue 
Code of 1986, as amended. This paragraph is in-
tended to clarify existing law, is remedial in nature, 
and shall have retroactive application to all inher-
ited individual retirement accounts without regard 
to the date an account was created.50

The passage of legislation in Michigan explicitly exempting 
assets held in an inherited IRA from the claims of creditors 
would remove the uncertainty of whether a Michigan bank-
ruptcy court will go the way of In Re Clark and would pro-
vide debtors who are contemplating bankruptcy as a way to 
achieve a fresh start some certainty that monies saved by a 
parent or loved one and passed down to them could be pre-
served for future need. There is no indication that Michigan 
legislators are contemplating such a provision and such may 
be unnecessary assuming a judicial decision consistent with 
the In Re Nessa analysis will be forthcoming.

conclusion

While there arguably remains a split in authority as to the 
proper application of the post BAPCPA exemption provi-
sions of the Bankruptcy Code, In Re Nessa, In Re Kuchta, In 
Re Tabor, In Re Thiem and the reversal of In Re Chilton estab-
lish a clear and consistent application of the language con-
tained in both state and federal exemption provisions. Given 
the current economic climate and the aging population in 
Michigan, the question isn’t if but when this issue will pres-
ent itself.51 The above authorities provide a solid foundation 
for a Michigan bankruptcy court to apply Section 522(d)
(12) in a manner that protects a debtor’s inherited IRA. In re 
Clark is simply a reminder that, absent binding authority, a 
court may do what it likes. 
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An Overview Of MOdificAtiOns tO An OperAting AgreeMent

As almost all practitioners are aware, as well as many clients 
interested in creating an entity, a limited liability company 
(“LLC”) may elect to be taxed as an S-corporation for pur-
poses of Federal income taxes.   While this basic fact appears 
to be widely-known, there is scant literature regarding what 
changes this election will require in the organizational docu-
ments of the LLC.  This article attempts to give practitioners 
an overview of the major issues involved in drafting orga-
nizational documents for an LLC that will be taxed as an 
S-corporation.

why entities make the election

As most readers of this article know, a frequent motivation 
for entrepreneurs electing S-corporation status is to reduce 
the impact of employment taxes.  Individuals who use LLCs 
they are members of to engage in a trade or business will 
generally be subject to self-employment taxes on all of the 
earnings of the LLC allocated to them1 (currently 15.3% 
of the net earnings from the trade or business2).  However, 
owners of S-corporations who work for their entities are 
treated as employees of the corporation.3  This allows the 
owners to take reasonable salaries, which will be subject to 
the employment taxes of 15.3%, although half of that will be 
paid by the entity and allowed as a deduction for the entity 
(while the remaining half will be paid by the employee and 
reported on the employee’s W-2).  The tax advantage is that 
the S-corporation owners do not have to report all of the 
net earnings of the corporation as wages, and can have those 
amounts distributed out of the entity without being subject 
to self-employment taxes4 (although the owner’s percentage 
of income and losses will be subject to income taxes5).  This 
allows the owners of S-corporations to save some employ-
ment taxes in certain situations.

The question left unanswered is why entrepreneurs desiring 
to be taxed as an S-corporation would want to operate in the 
form of an LLC instead of a corporation.  The author be-
lieves the reason for this is in large part due to entrepreneurs’ 
perception that there are fewer entity formalities required by 
the owners of an LLC as compared to corporations.  This 
belief has support in Michigan law, as the Members of an 
LLC are not required to meet annually6, while the sharehold-
ers of a corporation must meet annually to comply with the 
Michigan Business Corporation Act.7  While the practical 

differences for many closely held entities between formalities 
required of a corporation and an LLC are likely minimal (i.e., 
if three people own 100% of the entity and work for the entity 
on a daily basis, how much extra work does a set of minutes 
for the shareholders and the board once a year entail), anec-
dotal evidence suggests this is a significant factor when entre-
preneurs describe their preferred operating structure.

how the s-election is made

To the surprise of no one familiar with S-corporations, the 
election to be taxed as an S-corporation for an LLC is made 
by filing Form 2553 with the Internal Revenue Service 
(“IRS”).  The IRS does not require the Form 8832 (Entity 
Classification Election) to be filed, as any entity that timely 
files Form 2553 will be deemed to have made the necessary 
election under Treasury Regulation 301.7701-3(c)(v) to be 
taxed as a corporation.8  All of the standard requirements for 
an entity to be eligible to make an S-election, such as number 
of shareholders/members9, types of shareholders/members10, 
and having one class of stock11 (more-properly membership 
interest in this context) all continue to apply to LLCs.

An S-election can only be made by filing Form 2553 within 
(a) the first 2 months and 15 days of the taxable year the 
election is to be effective12, or (b) the taxable year prior to 
the taxable year the election is to be effective.13  For LLCs 
seeking S-corporation treatment in their first taxable year, 
the shareholders/members must be made aware that they 
have 2 months and 15 days to timely make such election.14  
Advisors should keep in mind that all shareholders/members 
must sign the Form 2553.15

imPact on s-election of organizational documents

Once the decision has been made for the LLC to make the 
S-election, the issue becomes how best to modify the or-
ganizational documents to account for the various limita-
tions placed on the electing entity by the Internal Revenue 
Code (“IRC”).  Given the minimal amount of information 
required to be in the articles of organization for a Michi-
gan LLC16, there is no need to add the IRC’s limitations on 
S-corporations to the articles.  However, some practitioners 
may find it useful to insert some or all of the requirements of 

aN OvERvIEw OF MOdIFICaTIONS TO aN OPERaTINg 
agREEMENT FOR a LIMITEd LIaBILITY COMPaNY 
ELECTINg TO BE TaXEd aS aN S-CORPORaTION
By James F. Anderton, V
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Subchapter S of the IRC, especially those relating to share-
holder/member eligibility, to protect against accidental ter-
minations of the S-election.  By having the provisions avail-
able to the public, any potential future shareholder/member 
investigating the entity can review the restrictions to see if 
they may be applicable, and discuss the issue with the cur-
rent shareholders/members and appropriate counsel.

In the operating agreement for the LLC, the S-election will 
generally require numerous changes to the following areas, 
which will be examined in more detail below: a) shareholder/
member eligibility and transfer of interests, b) allocations of 
income and loss, c) distributions of cash and other property, 
and d) incurring debt.  However, before going into those 
details, a brief review of the flow-through taxation of an S-
corporation may be helpful.  Generally, an S-corporation 
pays no taxes; instead, the income and deductions of the 
entity are reflected on the tax returns of its owners.17 Since 
special allocations of income and deductions are not allowed 
in S-corporations, the income and deductions must be al-
located based on pro-rata ownership.18 An important differ-
ence between S-corporations and other flow-through entities 
such as LLCs and partnerships is that any third-party debt of 
an S-corporation does not increase the owners’ basis in their 
ownership interest.19  This is why most entities that incur 
debt to purchase significant depreciable assets are not taxed 
as S-corporations. 

Another issue the practitioner should consider is having the 
“stock” of an LLC taxed as an S-corporation qualify as IRC 
§1244 stock. This may allow for the owners to convert a 
capital loss into an ordinary loss.  Under Reg. §301.7701-3(g), 
when an LLC elects to be taxed as a corporation, the LLC is 
deemed to contribute all of its assets and liabilities to a corpo-
ration for all of the stock of the corporation, and then the LLC 
liquidates and distributes the stock to its members for tax pur-
poses. This should allow for the entity to issue “stock” eligible 
for IRC §1244 treatment, provided the other requirements of 
the section are also met. A full examination of the features of 
§1244 is beyond the scope of this article, but it is a concept 
that may prove valuable in certain circumstances. 

Impact of S-corporation on Shareholder/Member 
Eligibility and Transfer of Interests

There are stringent limitations as to who is eligible to be a 
shareholder of an S-corporation. Generally, eligible share-
holders of an S-corporation are individuals who are United 
States citizens, certain special trusts and estates, and certain 
tax-exempt entities.20 Further, the entity may have no more 
than 100 shareholders, although there are rules allowing for 
the possibility of substantially more shareholders in certain 
circumstances.21 

The net effect of the above-described rules on the operating 
agreement for an LLC electing to be taxed as an S-corpo-
ration is that the operating agreement should include lan-
guage that if a shareholder/member of the entity is either an 
ineligible shareholder/member, or causes the total number 
of shareholders/members to exceed the 100 shareholder/
member limit, the Company or other shareholders/mem-
bers should have the right to purchase such shareholder’s/
member’s ownership interest. Further, the provisions regard-
ing transfer of an interest should allow the entity to vet the 
proposed transferee of an interest to insure the above rules 
will not be violated.

Impact of S-election on Shareholders’/Members’ 
Allocations of Income and Loss

Another  significant rule to qualify as an S-corporation is 
that the entity may have only one class of stock. As alluded 
to above, this means each share of stock (or membership unit 
if the entity is an LLC for state law purposes) must have 
“identical rights to distribution and liquidation proceeds.”22 
Importantly for governance considerations, voting differ-
ences in stock are excluded from the determination of classes 
of stock.23 Id.

A significant ramification of the one-class-of-stock require-
ment is that agreements to purchase the interest of a share-
holder, designed either as a buy-sell agreement or a redemp-
tion agreement, must not unduly benefit one shareholder 
or the agreement will risk violating this rule. The regula-
tions make clear that buy-sell and redemption agreements 
will be disregarded in evaluating the one-class-of-stock re-
quirement unless the purpose of the agreement is to (1) 
circumvent the rule and (2) the agreement sets a price, at 
the time the agreement is entered into, that is significantly 
above or below fair market value.24 The careful reader will 
note that an agreement must violate both provisions of 
the regulations to be considered in evaluating the classes 
of stock. The regulations specifically bless a purchase price 
based on book value25, even though book value often bears 
little relation to fair market value.

In drafting an operating agreement, the rules contained 
in Reg. §1.1361-1(l)(2)(iii) must be kept in mind. While 
these rules allow for many valuation techniques to be used 
to arrive at a purchase price for a buy-out or redemption, 
including use of appraisals, book value, and formulas based 
on earnings in many instances, the universe is closed. When 
the agreement is entered into, the determination of purchase 
price must arrive an amount defensibly close to fair market 
value and not unduly benefitting one (or more) shareholder/
member to the detriment of the remaining shareholders/
members.
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Once S-status is elected for the LLC, all of the requirements 
of Subchapter S of the IRC must be complied with at all 
times by the entity or the status will be automatically ter-
minated.26  One of the fundamental requirements of Sub-
chapter S is that all entities subject to it have only one class 
of stock.27 Again, the Treasury Regulations make clear this 
rule does not apply to voting rights, but only to distribu-
tion and liquidation proceeds.28 Further, IRC §1366(a)(1) 
requires each owner of the S-corporation take into account 
such owner’s pro-rata share of the entity’s items of income, 
loss, deduction or credit.29 Thus, Subchapter S effectively 
eliminates the enormous flexibility of special allocations af-
forded to the owners of entities subject to the partnership 
rules of Subchapter K.  While special allocations are not per-
mitted, the drafter of the operating agreement would do well 
to specifically state that all of the entity’s items of income, 
gain, loss, deduction or credit shall be allocated among the 
shareholders/members on a pro-rata basis.  Further, this al-
lows for the cumbersome paragraphs regarding the regula-
tory allocations of the §704 allocations to be removed from 
the operating agreement. 

Impact of S-election on Distributions to                   
Shareholders/Members

Pursuant to the one-class-of-stock rule described above, and 
as should naturally follow from the allocation rules explained 
above, all distributions from the entity, both liquidating and 
non-liquidating, must be pro-rata based on number of units 
owned.30 The operating agreement should state this, so that 
there is no discretion for a manager or managing-sharehold-
er/member to have a distribution to only one shareholder/
member (as may well happen if a majority-interest holder 
wants to take a little extra cash out in any given year). Failure 
to comply with this requirement will result in a termination 
of the S-election.

Impact of S-election on Incurring Debt

The final issue this article will explore relating to the one 
class of stock rule involves debt. Frequently in operating 
agreements, when a capital call is made and one (or more) 
shareholder/member does not participate, that shareholder’s/
member’s interest can be diluted or even deemed sold to the 
other shareholders/members after a period of time that the 
non-participating shareholder/member does not repay the 
amount contributed by the other shareholders/members on 
his/her account. Additionally, for both tax and business pur-
poses, the shareholders/members classify the money contrib-
uted to the entity as loans instead of a true capital contribu-
tion. The risk for an LLC taxed as an S-corporation is that 
these loans, especially loans which may result in an increased 
membership interest due to one (or more) shareholder’s/
member’s failure to make a loan, may be a second class of 

stock.31 This is even more of a concern as the regulations 
discuss obligations treated as equity under general principles 
and the loans will generally be made under the capital call 
provision of the operating agreement.

The easiest way to avoid this issue is to have every share-
holder/member who makes a loan to the entity have the 
loan qualify under the “straight-debt” safe-harbor of Reg. 
§1.1361-1(l)(5). To meet the safe-harbor, the debt must 
meet the following requirements: 1) it must be written, 2) it 
must pay a sum certain on either demand or a specified date, 
3) the interest rate is not dependent on profits, dividend pay-
ments, or the entity’s discretion, 4) is not convertible into 
stock, 5) is held by an eligible shareholder/member.32  If this 
approach is elected, a provision requiring compliance with 
this Regulation should be considered. 

Allowing for capital calls to be made with loans leaves a ques-
tion of what to do with the owner who did not participate.  
Diluting his/her interest could cause the debt to be deemed 
as a second class of stock and thus destroy the S-election, or 
if treated as an actual capital call, the price will need to com-
ply with the rules described above relating to buy-sell and 
redemption agreements (which would seem to be hard to do 
as the diluted/selling shareholder/member is actually receiv-
ing nothing for the interest being transferred to the contrib-
uting shareholders/members). One approach to still punish 
the non-contributing owner is to require that the loan be 
paid in full before any other distributions to owners can be 
made, thus reducing the cash flow to the non-contributing 
owner. Further, the loans can have an above market-rate in-
terest rate, which has the effect of further punishing the non-
contributing owner as more of the cash of the entity will 
be used to repay the interest on the loans. As practitioners 
spend more time analyzing this issue, other and better solu-
tions will doubtlessly be created.

final thoughts

There are certainly other changes to an operating agreement 
that an S-election may trigger. The author suggests explicitly 
including language allowing for an S-election in a clause re-
lated to either the entity’s purpose or description of the en-
tity’s activities that may be contained in the operating agree-
ment. However, the author hopes the foregoing will serve 
as a useful resource for those first grappling with this issue, 
and that it may spark more literature to help fill the void in 
this area.

aBout the author
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Summary Judgment motion in irC 7403 CaSeS

Tax Court practitioners are accustomed to judges determin-
ing the dollar value of something like a partial interest in real 
estate even when there is no evidence of actual sales upon 
which to base a valuation.  Such valuations in the absence of 
market data are a fact of life.  But could a court rule that the 
cash value of property rights in the absence of market data is 
a fact that cannot even be litigated?  That issue was appealed 
in the Barr case.1

Specifically, the issue in the Barr case was whether, in a mo-
tion for summary judgment where no evidence was proffered 
as to the value of a wife’s interest in Michigan marital home, 
a district court could conclude that the following three rights 
were equal to 50% of the net selling price as a matter of law:

•	 the right to the use of the entire home with her husband 
during their joint lifetime; 

•	 the right to inherit the home; and 

•	 the right to prevent its encumbrance or forced sale.

The Barr case arose when the government sought to sell the 
entire marital home in an IRC §7403 foreclosure to satisfy 
the husband’s sole tax liability.  The district court, upon or-
dering the sale of the marital home, was required to compen-
sate the wife with “just compensation” for a taking for public 
use.  The lower court determined, without any evidence of 
value, that there was no genuine issue of fact for trial on the 
question of valuation of spousal rights in a homestead.  The 
Barr case was the first §7403 case of a foreclosure on an en-
tireties interest where the home had not been previously sold 
or transferred to a third party.  

In a majority opinion, the Sixth Circuit affirmed the district 
court’s 50% ruling and held that both the right to prevent 
sale and the survivorship right have a zero value.  The court 
ruled:

Mrs. Barr presents no compelling reason why this 
court should not apply the presumption of equal 
spousal life expectancy implicit in Michigan law. 
(Id at 374)

Whether the above language settles the issue of whether 
spousal entireties rights are worth 50% of the net selling 
price as a matter of law is not clear.  According to the So-

licitor General in its Brief in Opposition to a Petition for 
Certiorari in the Barr case, the government said:

Contrary to petitioner’s suggestion, however, the 
court of appeals’ decision in this case does not 
require that a 50-50 division be made in “every 
situation where a court is asked to order a sale of 
entireties property under 7403.” Rather, the court 
simply concluded that petitioner had “present[ed] 
no compelling reason why this court should not ap-
ply the presumption of equal spousal life expectancy 
implicit in Michigan law.”2

history

In January of 2002, when the Craft case3 was being argued, 
the Supreme Court wanted to know from the assistant solici-
tor general how a ruling that tax liens applied to entireties 
property would impact tax foreclosures under §7403:

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

MR. JONES: No. I think in the Rodgers -- well, if 
the property’s been sold, yes. If the property hasn’t 
been sold, and we’re talking about in a foreclosure 
context, I believe the Rodgers court goes through 
the example of the varying life expectancies of the 
two tenants, and which one -- and I believe what 
the Court in Rodgers said was that each of them 
should be treated as if they have a life estate plus a 
right of survivorship, and the Court explains how 
that could well --I think in the facts of Rodgers 
resulted in only 10 percent of the proceeds being 
applied to the husband’s interest and 90 percent be-
ing retained on behalf of the spouse, but --[ Mr. 
Jones was then interrupted with the following un-
answered question: “But there must be a foreclosure 
to that extent?”]4

The Rodgers case5 was a reference to language in a 1983 Su-
preme Court case regarding valuing a spousal interest in 
Texas homestead property.  There, a husband had died with 
a tax lien on his one-half community share.  The Supreme 
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Court held that a sale of the entire home under IRC §7403 
was permitted as long as the surviving wife was compensated 
for her interest.  The court considered the interests as “akin 
to an undivided life estate” and a “remainder interest”6 and 
proposed this valuation: 

The exact method for the distribution required by 
§7403 is not before us at this time. But we can get 
a rough idea of the practical consequences of the 
principles we have just set out. For example, if we 
assume, only for the sake of illustration, that a home-
stead estate is the exact economic equivalent of a 
life estate, and that the use of a standard statutory 
or commercial table and an 8% discount rate is 
appropriate in calculating the value of that estate, 
then three non-delinquent surviving or remaining 
spouses, aged 30, 50, and 70 years, each holding 
a homestead estate, would be entitled to approxi-
mately 97%, 89%, and 64%, respectively, of the 
proceeds of the sale of their homes as compensation 
for that estate. In addition, if we assume that each of 
these hypothetical non-delinquent spouses also has 
a protected half-interest in the underlying owner-
ship rights to the property being sold,  then their 
total compensation would be approximately 99%, 
95%, and 82%, respectively, of the proceeds from 
such sale. (Rodgers at 698)

In 1976, the Internal Revenue Service valued a spousal inter-
est in joint property with rights of survivorship.  If a man 
murders his wife and, therefore, cannot inherit her interest, 
her interest  in joint property for estate tax purposes is 50% 
plus the net present value of inheriting the other half of the 
interest.7

co-ownershiP Valuation PrinciPles

Three concepts guide the valuation of a concurrent interest 
in a home.  The first concept is sharing.  When two or more 
people share property “Each cotenant has the right to use and 
enjoy the entire property as if he or she were the sole owner, 
limited only by the same right in the other cotenants.”8  The 
second concept is “use in the reasonably near future.”  When 
you value property under the Fifth Amendment takings 
clause, “the rule is well settled that, in condemnation cases, 
the most profitable use to which the land can probably be 
put in the reasonably near future may be shown and consid-
ered as bearing upon the market value.”9  The third  concept 
is actuarial statistics.  In the Rodgers case, the court said,” any 
calculation of the cash value of a homestead interest must of 
necessity be based on actuarial statistics.”10  

A Michigan Entireties interest can be visualized as a contin-
uum of a joint life estate followed by a survivorship interest 
when one party becomes deceased:

Valuing the Joint life estate

If a married couple lives together in a home, how does the 
presence of one affect valuation of the other’s interest in the 
home during the joint life estate?  In the Rodgers case, Mrs. 
Rodger’s kids were grown and out of the house.  She had 
remarried after her former husband’s death and was living 
with her second husband.11  The owner of the other half of 
the house was the husband’s estate and the husband’s heirs 
were joined in the case.  Using the 99% Rodgers calculation 
for a 30 year old widow in Rodgers, would that 99% inter-
est be reduced if, instead, a wife is sharing her home with a 
husband who is also an owner?

A home is an asset typically not diminished by its use.  The 
rule is that property rights of co-owners are not diminished 
by use of another co-owner if “enjoyment of [the] property 
[by a cotenant] does not consume or diminish it; and (2) 
“the collective desires of all cotenants to use such asset [does 
not] exceed that asset’s capacity for use.”12  Contrast the use 
of a home with the use of cash.  Cash is consumed by the 
singular use of a co-tenant and, therefore, can be divided 
but not shared like a home can be shared.   Equal rights in 
cash means one-half each.  In Popky13 a district court held 
that a tax lien on cash proceeds of the sale of entireties prop-
erty applied to one half of the cash.  In Craft, the Supreme 
Court held that while rent and sale proceeds from entireties 
property are split 50-50, for purposes of a tax lien on non 
cash entireties property, the Court “express[ed] no view as to 
the proper valuation of respondent’s husband’s interest in the 
entireties property.”14

Another factor to be considered is that marriage is the most 
intimate of all personal relationships.  A “husband’s use of 
the property by occupancy… is a natural use which does not 
diminish [the] wife’s enjoyment and possession and which 
grows out of a congenial and happy family relationship.”15  
In the Rodgers case, the wife’s use of the property included 
her right to co-occupation with a husband.  The presence 
of a husband is actually an enlargement of spousal use of 
the property.  Nevertheless, the impact of cohabitation on 
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valuation of one spouse’s interest in the joint life estate could 
be different for different people, making its valuation inap-
propriate in a motion for summary judgment without actual 
evidence that a spouse does not benefit from 100% of the 
joint life estate.

the imPact of sale or diVorce

A sale or a divorce would control the rights of the parties.  
On divorce, assets are not divided equally but equitably.16 
On sale, proceeds are divided in half.17  If a court were to 
value a spousal interest by reference to sale or a divorce, the 
court would first have to determine if those were the most 
profitable uses of the property contemplated in the reason-
ably near future.18  That requires evidence.  A 50-50 split 
by analogy to a consensual sale would only be appropriate 
in a government §7403 motion for summary judgment if it 
has been established that a sale is contemplated by a married 
couple in the reasonably near future.

actuarial determinations

An actuarial calculation of the value of the joint life estate 
and the survivorship interest can be quite simply based on 
government tables.  IRS Publication 1457 example C. 6. 
tells you how to calculate the present worth of a survivorship 
interest in a first to die joint life estate and, conversely, the 
percentage value of the joint life estate.  Four facts need to 
be addressed in that calculation.  First, the use of the tables 
assume that the value of the home will not increase over the 
period of the joint life estate and, in today’s down market, 
that might not be appropriate.  

Second, the tables in Publication 1457 do not factor longev-
ity differences for sex.  After 1986, the government started 
using unisex tables.19  An adjustment can be made by con-
sidering that in 2003 the government considered the lifespan 
of a female to be five years longer than a male of the same 
age.20  Third, calculations of the relative probability of in-
heriting the entire home by a husband or a wife has to be 
made based on life expectancies.  Fourth, the calculation of 
a spousal share of the joint life has to be made as discussed 
above.  These are all factual questions that require evidence, 
but, according to Sixth Circuit, in Michigan, actuarial calcu-
lations are not permitted in a motion for summary judgment 
under §7403:

This kind of actuarial calculation is not appropri-
ate in the present case. Rodgers used actuarial valu-
ation only out of necessity: one cannot determine 
the value of a life estate-which is effectively what 
Rodgers possessed-without estimating the length of 
the measuring life. The Supreme Court thus based 
its choice of valuation method on the fact that “any 

calculation of the cash value of a homestead interest 
must of necessity be based on actuarial statistics.” 
Id. at 704, 103 S.Ct. 2132. No such necessity exists 
here, and Mrs. Barr presents no compelling reason 
why this court should not apply the presumption of 
equal spousal life expectancy implicit in Michigan 
law.21

Providing a compelling reason not to apply a presumption 
is difficult when said presumption was unknown until the 
paragraph above had been read, but it would be worthwhile 
for litigants in spousal interest cases to explore the area of 
compelling reasons under §7403.

the starting Point

Spousal rights extend to the entire property.  For that rea-
son, when the government files a tax lien on the husband’s 
interest, its lien is junior to the rights of the wife22 because 
when it comes to competing interests in the same property, 
it is “the first in time is first in right.”23  The interest of the 
government and the interest of a non delinquent spouse can-
not be equal in the same way that a junior mortgage and a 
senior mortgage of equal amounts do not have equal rights 
to proceeds of a sale.  In the O’Hagan case,24 the survivorship 
interest of the husband was the only property interest upon 
which the government could levy and sell.  Under that analy-
sis, a non delinquent spouse is entitled compensation for ev-
erything over and above the delinquent spouse’s survivorship 
interest.  It would therefore seem that in government §7403 
motions for summary judgment that the court would first 
determine the dollar value of the government lien which is 
not preempted by the property rights of the non-delinquent 
spouse.  Lien priority law requires that a wife has not equal 
but superior property rights over the government.

conclusion

With a national debt at the $14 trillion mark, more and more 
§7403 foreclosures seem likely.  In 2009, for the first time, 
§7403 litigation made the top ten list of IRS litigated is-
sues in the federal courts.25  In summary judgment motions, 
courts do not try facts but determine if there are facts to be 
tried.  A summary judgment order that allows for a rough 
and ready calculation of the dollar value of property rights 
may permit the government rapid access to taxpayer prop-
erty but it may or may not compensate an injured owner.  
Moreover, a balance in favor of quick collection over prop-
erty rights will shift in the power of the United States gov-
ernment as courts in summary judgment motions become 
an adjunct of the collection division of the Internal Revenue 
Service.  At a minimum, the value of a spousal interest in 
foreclosure cases is something to argue about.  
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In a case similar to the Barr case, on August 17, 2011, the 
6th Circuit issued a per curiam unpublished opinion in U.S. 
v. Barczyk 2011 WL 3624947 (C.A.6 (Mich.))).  Honorable 
Judge Helene White wrote a separate concurring opinion in 
Barczyk stating:  

As observed by Chief Judge Batchelder in her partial 
dissent in Barr, “[t]he weight of federal law argues 
strongly against the majority opinion’s conclusion 
that [a non-defaulting spouse] is entitled to a simple 
fifty percent interest because she is a tenant by the 
entireties.” Id. at 379 (Batchelder, C.J., concurring 
in part and dissenting in part). Like Chief Judge 
Batchelder, I believe that an automatic fifty-percent 
valuation of the non-defaulting spouse’s interest in 
the property is incorrect, and that courts should 
consider actuarial evidence in calculating the spous-
es’ respective shares in the property.

There are at least two judges in the Sixth Circuit who have 
openly indicated that the Barr case was wrongly decided.  
Perhaps it is an issue worth revisiting.

aBout the  author
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Tax PracTice in BumPer cars

introduction

Kids like bumper cars.  They happily careen into oncom-
ing cars,  bounce off  those cars only to be side-smashed or 
rear-ended by yet another car.  What fun!  But replace the 
kid with a tax practitioner.  Replace the bumper-car pit with 
the dizzying environment of the economic-substance doc-
trine.  Most frighteningly, replace the oncoming cars with 
penalty-toting IRS agents ready to disallow deductions (you 
should also replace pure delight with anxiety and a bottle of 
antacids).  Now what do you have?  I.R.C. § 7701(o): the 
codification of the economic-substance doctrine.  

Courts apply the economic-substance doctrine to disallow 
the tax benefits gained from transactions crafted purely to 
produce tax benefits that Congress did not intend to pro-
vide.1  This article explores the confusion surrounding 
whether § 7701(o) should be applied to a transaction in the 
first place – in other words, the relevancy requirement.

the Beginning of the economic-suBstance doctrine

Most commentators trace the beginning of the economic-
substance doctrine to Gregory v. Helvering.2  Gregory involved 
a series of transactions purported by the taxpayer to effectu-
ate a corporate reorganization.3  However, the purpose of the 
transactions was not really to reorganize the corporation, but 
to enable the taxpayer to receive proceeds from a sale of stock 
owned by the corporation at a substantially lower tax rate 
than had those proceeds been properly distributed.4  The tax-
payer argued that the transactions were statutorily compli-
ant, and that the motivation behind the transactions did not 
transform them into illegal activities.5  The Supreme Court 
disagreed, stating that the proper determination was whether 
the transactions were of the type intended by the statute and 
not whether they facially complied with the letter of the law.6  
The Court held that the character of the transactions was not 
that of a reorganization, but a disguised means of transfer-
ring assets to the taxpayer.7  

In evaluating the transactions, the Court was careful to 
note that taxpayers have a legal right to decrease and even 
avoid taxes by a means permitted by law.8  But the Court 
ultimately concluded the law does not permit a taxpayer to 

use “a disguise for concealing [a transaction’s] real character” 
because “[t]o hold otherwise would be to exalt artifice above 
reality and to deprive the statutory provision in question of 
all serious purpose.9

i.r.c. § 7701(o).

I.R.C. § 7701(o) was enacted in March of 2010 as part of 
the Health Care and Education Reconciliation Act of 2010 
(the “Act”).10  § 7701(o) provides that the economic-sub-
stance doctrine applies to any transaction to which it is rel-
evant.11  The statute defines the economic-substance doctrine 
as “the common law doctrine under which tax benefits under 
subtitle A with respect to a transaction are not allowable if 
the transaction does not have economic substance or lacks a 
business purpose.”12  “The determination of whether the eco-
nomic-substance doctrine is relevant to a transaction shall 
be made in the same manner as if this subsection had never 
been enacted.”13

Once it is determined that the economic-substance doctrine 
is relevant to the transaction, the codified test to determine 
whether a transaction has economic substance is “(1) wheth-
er the transaction changes in a meaningful way (apart from 
Federal income tax effects) the taxpayer’s economic position; 
and (2) whether the taxpayer has a substantial purpose (apart 
from Federal income tax effects for entering into such trans-
action.” [Emphasis added.]14  

Federal income tax effects cannot be considered in determin-
ing a taxpayer’s economic position or business purpose.  Nei-
ther can state and local tax benefits or financial accounting 
benefits “if the origin of such financial accounting benefits is 
a reduction of Federal income tax.”15  Potential profit cannot 
be considered either unless “the present value of a reasonably 
expected pre-tax profit from the transaction is substantial in 
relation to the present value of the expected net tax benefits 
that would be allowed if the transaction were respected.”16  § 
7701(o) does not define a substantial pre-tax profit.

If a transaction lacks economic substance under § 7701(o), 
the Code imposes a 20% strict-liability penalty and a whop-
ping 40% strict-liability penalty if the facts related to the 
transaction are not adequately disclosed. 17

TaX PRaCTICE IN BUMPER CaRS:  BUMPINg INTO THE 
“RELEvaNT” HazaRdS OF THE COdIFIEd ECONOMIC-
SUBSTaNCE dOCTRINE
By Stephanie Teitsma
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What?  Okay, here is the breakdown:  § 7701(o) codified 
a two-pronged test to determine whether a transaction has 
economic substance.18  First, the transaction must change 
the taxpayer’s economic position in a meaningful way apart 
from any tax benefits.  Second, the taxpayer must have a 
substantial business purpose for entering into the transaction 
apart from any tax benefits.  Like tax benefits, potential prof-
it cannot be used support either prong of the test unless that 
profit is substantial (whatever that is) in relation to the tax 
benefit provided by the transaction.  The reason any of this 
matters is because if the transaction does not have economic 
substance, the IRS will impose a 20% or 40% penalty (de-
pending on whether there was disclosure), and the taxpayer 
has absolutely no defenses to it – end of story.

releVancy:  how the BumPer car gets into 
the BumPer-car Pit

The codified test only applies if the economic-substance 
doctrine is relevant to the transaction.  The Code does not 
say when the economic-substance doctrine is relevant to a 
transaction except to say it is relevant just like it was relevant 
before § 7701(o) was enacted.19

So the very first obstacle a practitioner bumps into under § 
7701(o) occurs even before his car gets into the  pit –  wheth-
er the economic-substance doctrine is relevant to the client’s 
transaction.  The answer to that question is hugely impor-
tant.  If the doctrine is not relevant, the client can complete 
the transaction without bumping into any § 7701(o) ob-
stacles.  But if the doctrine is relevant, the client has to drive 
into the economic-substance pit and risk smashing head-on 
into a penalty.   So how can a practitioner know whether the 
structure of a transaction will force the client to drive into 
the economic-substance pit?  

There is no clear-cut answer, but here is what we know.  The 
statute is not helpful because it does not tell us how the rel-
evancy of the economic-substance doctrine was determined 
prior to its enactment.20  The  Service is  not much help 
either.  In I.R.B. 2010-40, the Service maintains that it will 
not issue guidance concerning when the economic-substance 
doctrine is relevant.21  In fact, the  Service confesses that it 
is relying on case law to “develop” when the economic-sub-
stance doctrine is relevant.22  

Apparently, IRS field personnel are also bumping into the 
“relevancy” hazard of § 7701(o) because in July of 2011, the 
Commissoner of the Large Business & International Division 
issued guidance to help examiners and managers determine 
when application of § 7701(o) is appropriate.23  The Com-
missioner laid out a four-step process for applying § 7701(o).  
First, the examiners are to consider a list of factors which in-
dicate that § 7701(o) is not relevant.  Then, they are to con-
sider a list of factors which indicate that § 7701(o) is relevant.  

Still then, the examiners must develop the case for approval 
through a series of specified inquiries and only then may the 
examiner and his or her manager apply for approval from the 
Director of Field Operations to apply § 7701(o) to the trans-
action.24  Mind you, this laborious process is simply to deter-
mine whether § 7701(o) is even relevant to the transaction.  

So if the statute does not expressly say when the economic-
substance doctrine is relevant, and the  Service is not will-
ing to provide regulatory guidance, how can a practitioner 
know for certain whether the doctrine will be relevant to a 
client’s transaction?  There are three potential alternatives, 
but smashing into any of them could be painful.

oPtion 1:  rely on the rePort written By the staff 
of the Joint committee on taxation

The Staff of the Joint Committee on Taxation  (the “Com-
mittee”) published a report which states that § 7701(o) “does 
not change the present law standards in determining when to 
utilize an economic substance analysis.”25  In a footnote, the 
Committee  Report says that if the transaction takes advan-
tage of tax benefits intended by Congress, those tax benefits 
will not be disallowed.26  Thus, the footnote essentially carves 
out an exception to § 7701(o) for a transaction that results in 
a tax benefit if Congress intended that transaction to result in 
a tax benefit.  That means the economic-substance doctrine 
is not relevant to transactions designed to take advantage of 
tax credits or any other tax benefit “intended” by Congress.27  
The Directive appears to follow the Committee’s interpreta-
tion because it states that the application of the economic-
substance doctrine should not be pursued if the credits were 
“designed by Congress to encourage certain transactions that 
would not be undertaken but for the credits.”28

However, even if the Directive appears to follow the Commit-
tee’s carve out, relying on it could nonetheless put your  bum-
per car on a collision course with a hefty penalty.  First, the 
Committee Report is not legislative history.29  Therefore, even 
if courts chose to use legislative history to interpret the relevan-
cy of the economic-substance doctrine under § 7701(o) – and 
there certainly is no guarantee that courts will – they would 
not necessarily have to consider what the Committee  Report 
had to say about relevancy.  But an exception to § 7701(o) for 
transactions crafted to take advantage of tax credits is appeal-
ing, so the question becomes whether there is binding author-
ity apart from the Committee Report to support it.

The  Committee’s carve out is only effective if the tax benefits  
resulting from the transaction are those particular tax ben-
efits that Congress intended to result.30  Using congressional 
intent to determine the application of the economic-sub-
stance doctrine  does have common-law support.  In Gregory 
v. Helvering, the Supreme Court noted that if the substance 
of the transaction was that which Congress intended, then 
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the “ulterior purpose . . . will be disregarded.”31  Therefore, 
it is not illogical to say that Gregory supports the validity of 
the carve out because the economic-substance doctrine is not 
relevant to a transaction if Congress did not intend the trans-
action to have economic substance.32  However, relying on  
the carve out is risky because the opposite side of the  coin is 
that the economic-substance doctrine is always relevant if the 
tax benefits were unintended.  

oPtion 2: rely on the common law in your circuit

If the common law is the proper method of determining the 
relevancy of the economic-substance doctrine then get ready 
to drive your bumper car in circles.  § 7701(o) provides that 
the codified two-part test only applies if the economic-sub-
stance doctrine is relevant to the transaction.33  The statute 
defines “economic substance doctrine” to mean “the com-
mon law doctrine under which tax benefits . . . with respect 
to a transaction are not allowable if the transaction does 
not have economic substance or lacks a business purpose.”34  
Therefore, according to the plain language of the statute, the 
common law doctrine is the proper method of determining 
relevancy.35  Sounds simply enough, right?  Well, put your 
brakes on and let’s drive slowly through an example using 
the common law economic-substance doctrine developed by 
the Sixth Circuit.

The 6th Circuit’s refers to the common law economic-sub-
stance doctrine as the “economic sham” doctrine.  It is not 
entirely clear what “test” courts in the circuit applies when 
determining whether a transaction is a sham.36  Sometimes, 
the courts apply a two-part test.37  Under the two-part test, 
the first question is whether the transaction has economic 
substance, which is determined based on whether the trans-
action had “any practicable economic effects other than the 
creation of income tax losses.”38  There is no exhaustive list 
of factors that courts use to analyze the economic substance 
of a transaction, but they have considered the following: the 
existence of an inflated value or basis; deductions “ar[ising] 
from thin air;” assumption of business consequences; and 
potential future profitability unless earning that future profit 
would require the taxpayer to “seriously depart from past 
conduct.”39  If the transaction has no economic substance, 
the transaction is a sham and the analysis is complete.40  But 
if the transaction does have economic substance, courts  ask 
a second question: whether the taxpayer was motivated by 
profit to participate in the transaction.41 

Other times, courts  opt for a more flexible standard than the 
two-part test.42  Under the flexible inquiry, the transaction’s 
objective economic substance and the taxpayer’s subjective 
business purpose may be relevant to determining whether a 
transaction is a sham, but it does not appear that courts  are 

required to consider either factor.43  So although both the 
two-step test and the flexible inquiry focus on whether the 
transaction had any practical economic effects other than the 
creation of income tax losses, the two-step test mandates that 
the court consider both the economic substance of a transac-
tion and the taxpayer’s subjective profit motivation behind it  
where the flexible inquiry does not.  

Now, suppose that a court in the Sixth Circuit is charged 
with deciding whether the economic-substance doctrine is 
relevant to your client’s transaction.  Since § 7701(o) requires 
that courts use the common law to make this determination, 
the court decides to evaluate whether the transaction has eco-
nomic substance using the flexible inquiry.  In its analysis, 
the court focuses only on the business purpose behind the 
transaction because under the flexible inquiry, the court is 
not necessarily required to consider the economic substance 
of the transaction.  The court ultimately determines that be-
cause there is a valid business purpose behind the transaction 
(even though the transaction may lack economic substance), 
the transaction has economic substance under the common 
law economic-substance doctrine.  The result:  because the 
transaction has economic substance under the common law, 
the economic-substance doctrine contemplated by § 7701(o) 
is not relevant to the transaction.

Consider this.   If Congress codified the economic-substance 
doctrine so that all circuits would have to apply a uniform 
two-prong test, why would Congress provide circuits with 
the ability to circumvent the two-pronged test using a less 
stringent common-law test developed by that circuit?  How-
ever irrational, this appears to be the result of the relevancy 
determination specifically mandated by the statute.  

This particular approach to the relevancy test seems to be the  
proper solution because it is derived from the language in the 
statute.  The outcome of this approach is that the common 
law of the circuit ultimately dictates whether a transaction will 
have economic substance, because if a transaction does not 
have economic substance under the common law in that cir-
cuit, the codified economic substance analysis is never applied.  
However, Congress enacted 7701(o) to provide a uniform test 
for the circuits to apply.44  Thus, the hazard of this approach 
is that the outcome is directly adverse with the congressional 
purpose behind enacting §7701(o).  Whether courts choose to 
adopt this determination of relevancy ultimately depends on 
how courts apply the plain language of the statute in light of 
apparent congressional intent to the contrary.

oPtion 3: rely on your sense of smell

The last, and most likely, alternative for determining whether 
the economic-substance doctrine is relevant to the transaction 
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is the “smell test,” meaning that it is not exactly clear why, 
but something about the transaction just stinks.45  Indeed, 
this seems to be the approach followed in the Sixth Circuit 
because no court expressly articulated why it decided that the 
economic substance doctrine was relevant to the transactions 
at issue.  The Directive also appears to rely on the smell test 
because many of the factors used to determine whether the 
economic-substance doctrine is relevant are the same factors 
used to determine the economic substance of a transaction 
once the economic-substance doctrine is applied.46 In short, 
when something about the transaction stinks, the Directive 
instructs field personnel to take a closer look.   Applying the 
smell test is like driving blind-folded.  Without a specific 
test for when the economic-substance doctrine of § 7701(o) 
is relevant, a practitioner has no way of assuring clients that 
structuring transactions in a particular way will veer clear of 
§ 7701(o) and the penalties that travel along with it.  Unfor-
tunately, as hazardous as this option may be, it appears to be 
a “relevant” contender.

conclusion

Whether courts determine that the economic-substance doc-
trine codified in §7701(o) is relevant to a client’s transaction 
is the threshold of a series of inquiries that could ultimately 
subject your client to crippling penalty.  When giving advice 
on how to structure a transaction that could veer into the 
economic-substance pit: use caution.
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During times of economic downfall when the threat 
of financial crisis looms, every possible dollar that is 
spent by consumers will help to revitalize the econ-
omy. In encouraging individuals to spend money to 
buy goods and services, which in turn creates jobs 
and helps the economy recover from a recession, the 
Internal Revenue Code (“IRC”) plays an important 
role. Through lowered tax rates and special tem-
porary and long-term exceptions, individuals have 
more money to spend. For example, the recent first-
time homebuyer tax credit of $8,0001 led to the 
purchase of homes by individuals who otherwise 
would not have done so. Similarly, with Congress 
passing the Small Business Jobs Act of 2010, valu-
able tax incentives, totaling approximately $12 bil-
lion, are to be recognized by individuals and busi-
nesses.2 Many of these tax incentives are temporary, 
acting as a stimulus to help jump-start the economy.

Exceptions and tax breaks reflected in the IRC 
help stimulate the economy by getting individu-
als to spend money. An individual with a 401(k) 
plan has money sitting in an account that may not 
be withdrawn without a tax penalty until the in-
dividual is 59 ½ years of age, except in extreme 
hardship situations.3 Such regulations are right-
fully imposed to ensure retirement funds are used 
for their intended purpose: retirement. The gov-
ernment allows 401(k) pre-tax contributions and 
deferment of tax to help individuals and families 
save for their retirement nests.  

However, under extreme and difficult financial 
conditions, similar to our most recent recession, 
individuals and families may resort to extreme ac-
tions just to survive. Therefore, what good is money 
sitting in a 401(k) account, when someone at age 
45 loses his job or home to foreclosure? What good 
is having money saved up for the later years in life 
when a bump in the road becomes such a significant 

setback that he may never be able to fully enjoy the 
fruits of his retirement savings? 

Allowing individuals to withdraw money from their 
401(k) plans tax-free, without a penalty, and at any 
age is warranted in certain situations. Currently, a 
number of hardship exceptions under the IRC pro-
vide for penalty-free withdrawals before age 59 ½.4 
For example, when an individual needs money for 
things such as health insurance premiums, medical 
bills, first home purchase and tuition for higher ed-
ucation, he is allowed to reach into his 401(k).5 The 
IRC, however, should recognize a broader exception 
during trying economic periods. The money with-
drawn under certain circumstances should not be 
taxed. The potential revenue lost by the government 
as a result of non-taxing withdrawals can be consid-
ered a form of a stimulus. This stimulus, like invest-
ment, will help contribute to a better job market 
and economic recovery. 

This Comment will examine the 401(k) in detail, 
addressing the need to allow a penalty-free and tax-
free early withdrawal in a certain hardship situa-
tion: starting a business venture during troubling 
economic times. The first section will look at the 
background of the 401(k), what it is, and why it was 
initially created. Additionally, section one will dis-
cuss the current hardship exceptions to the 401(k). 
Section two will discuss the broad elements of the 
proposed change, identifying the critical require-
ments for qualifying individuals and business ven-
tures. In section three, this Comment will discuss 
and analyze the benefits of allowing penalty and 
tax-free early withdrawals to start a business. Addi-
tionally, section three will weigh the pros and cons 
of advancing the proposed change. Next, Section 
four will provide arguments favoring the adoption 
of the proposed change. Section five will address 
other issues impacting the proposed change. Lastly, 
Section six will provide a conclusion for the Com-
ment analysis.         

REvITaLIzINg THE ECONOMY THROUgH THE 
TaX COdE: aLLOwINg EaRLY wITHdRawaLS 
FROM THE 401(k) TO STaRT a BUSINESS

By Jonathan F. Karmo 
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Revitalizing the economy thRough the tax code

Background

What is a 401(k)?

A 401(k) is an account that allows an employee working in 
the private sector to defer a portion of compensation earned 
before it is taxed. 401(k) plans are defined contribution re-
tirement savings plans.6 This means that the employee, at 
either a flat rate or percentage, defines the amount of funds 
he or she contributes to the account.7 The deferred income 
can be invested in stocks, bonds, diversity portfolios, and the 
like. Moreover, the invested money remains in the account 
and is used for retirement purposes. Upon retirement, cur-
rently after age 59 ½, the employee begins to withdraw the 
money from the account, which is taxed as ordinary income. 
If an individual chooses to withdraw money from the ac-
count before reaching the 59 ½ retirement age, he or she 
must pay an additional ten percent penalty on each with-
drawal.8         

An employer must sponsor a 401(k) plan.9 Furthermore, 
employers may choose to match or add a percentage of the 
amount an employee adds to the account. After the employer 
withholds the contribution amount made by the employee, 
it is given to a third party who administers the contribu-
tion at the guidance of the employee.10 Every 401(k) plan 
must offer a variety of investment opportunities, with most 
plans offering between five and fifteen investment choices.11 
As long as the money stays in the account, the tax will be 
deferred until the time of withdrawal.   

Life Before The 401(k)

Prior to 1978, the 401(k) did not exist. Thus, it was the job 
of some employers to provide for their employees in their 
retirement. This was accomplished through a pension, typi-
cally known as a defined benefit plan. A pension allowed an 
employee to receive a paycheck from an employer after re-
tirement. The amount received was not equal to the salary 
before retirement, but it was enough for a person to survive 
without working. This placed a heavy burden on the em-
ployer, who had to parcel out paychecks for the remainder 
of the employee’s life. However, not all employers provided 
pension plans for their employees. Slowly, a transition away 
from employer-provided pensions and into employee de-
ferred compensation arrangements came about.     

In 1963, the IRS, in Rev. Rul. 63-180, ruled that a deferred 
compensation arrangement was not taxable to the employee 
at the time the contribution was made.12  Rather, pursuant to 
IRC § 402(a) of the 1954 code, the employee had to include 
only the amount distributed or made available to him in 
gross income. In 1978, the IRS issued Prop. Reg. 1.61-16.13 
Prop. Reg. 1.61-16 stated that compensation was includable 
in an employee’s gross income in the year it was earned, ir-

respective of whether or not it was actually received by the 
employee, if the employee could have elected to receive it in 
that year.14 However, the Revenue Act of 1978 overturned 
Prop. Reg. 1.61-16. 

The Revenue Act of 1978 and the Birth of the 401(k)

The Revenue Act of 1978 amended the 1954 tax code and 
one change was section 401(k).15 The amended IRC 401(k), 
which went into effect on January 1, 1980, explicitly stated 
that the contributions made on behalf of an employee to a 
qualified cash or deferred arrangement were not treated as 
distributed to the employee simply because he had an elec-
tion to receive them in cash.16 Rather, the money went into 
the account tax-free, and would only be taxed upon with-
drawal from the account. As the designated section in the tax 
code was 401(k), the name of the deferred arrangement plan 
likewise became 401(k).         

Current Hardship Exceptions in the Tax Code 

Under the present code, an individual may not withdraw any 
money from his or her 401(k) before age 59 ½, without pay-
ing a ten percent penalty tax.17 However, the code provides 
for numerous hardship exceptions that allow early withdraw-
al without a penalty.18 These exceptions include: (1) general 
exceptions, such as distributions made to a beneficiary on 
or after the death of the employee;19 (2) medical expenses;20 
(3) payments to alternate payees pursuant to a qualified do-
mestic relations order;21 (4) distributions to unemployed 
individuals for health insurance premiums;22 (5) distribu-
tions from individual retirement plans for higher education 
expenses;23 (6) distributions from certain plans for first time 
home buyers24 and (7) distributions from retirement plans to 
individuals called to active duty.25 However, in all instances, 
the code treats withdrawals as ordinary income for which 
individuals are required to pay income tax. 

ProPosed changes

There are changes that need to be made to the current tax 
code regarding the treatment of early withdrawal from a 
401(k) plan. Specifically, changes need to be addressed for 
the purpose of starting a new business during extremely diffi-
cult economic conditions. Indeed, the treasury should add a 
provision allowing the forgiveness of penalty and income tax 
altogether for such a proposed hardship exception. This ex-
ception should apply to those individuals pursuing a new or 
existing business venture during a severe recession, where 
national unemployment rates are high, and long-term eco-
nomic growth is slow. Allowing tax forgiveness to those 
who use 401(k) money to start a business is necessary. This 
proposed use of 401(k) funds to start a business should 
be differentiated from the current Roll-Over’s as Business 
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Start-Ups (ROBS), in which transaction pieces are techni-
cally allowed by the IRS, but such transactions have a num-
ber of red flags raised.26 
   
The basic argument for advancing the proposed changes is 
that large amounts of available, unused funds can help the 
economy, in turn helping the nation. The government’s 
loss of potential income tax revenue would be a major in-
vestment. These proposed changes would add jobs to the 
economy at times when jobs can make a difference to the 
economic health of our nation. Additionally, struggling in-
dividuals, who might otherwise require the government to 
pay for their obligatory expenditures, would instead utilize 
individual funds. In dire economic circumstances, these pro-
posed changes outweigh the government’s interest in rely-
ing on 401(k) tax dollars as a source of income, as well as 
the individual’s potential risk in maintaining a “safety nest” 
for retirement. Currently, individuals under the current tax 
code are not prohibited from using their 401(k) funds to 
start a business at any age. However, this Comment makes 
the assumption that the need for the exception is to avail as 
much funds as possible (by not imposing a penalty and not 
requiring income tax) to the interested individuals, in order 
to increase their chances of success and make it more attrac-
tive for investment.   

When starting a business in certain economic periods, an 
individual should be allowed to withdraw money from his or 
her 401(k) before age 59 ½ without a penalty, and without 
having to pay income taxes on the deferred funds. However, 
in order to allow this beneficial exception, there must be 
stringent guidelines. The IRC must exclusively define those 
individuals and businesses that qualify under this exception. 
Specifically, these guidelines must provide (1) rules and regu-
lations defining what constitute the nation’s qualifying eco-
nomic condition under which such a waiver applies; (2) rules 
defining the qualifying individual and business venture; (3) 
an implementation plan for a successful job growing venture 
and (4) procedures for application, review, approval and con-
tinued monitoring of the proposed exception.

Nation’s Qualifying Economic Conditions 

This proposed section of the code would include a forecast of 
conditions of extended high national unemployment rates. 
For example, the code can define a severe economic condi-
tion as: (1) a period in which unemployment rates stay at 
a ten percent level over a period of two years; (2) low eco-
nomic growth (i.e. less than two percent of GDP for two 
consecutive years); and (3) other indicators showing an ail-
ing economy, such as unchanging, decreased consumer con-
fidence. Only when specific, defined conditions arise would 
an applicant qualify for the exception. A formula could be 
developed weighting the different economic factors utilized 

in the qualification for the implementation of the proposed 
exception. 

Qualifying Individuals and Business Ventures

This proposed section would define the “qualifying individu-
al” and “eligible business  ventures.” In defining the qualify-
ing individual, the code should take into consideration an 
individual’s level of education, work expertise, employment 
history, family consideration, and other relevant factors to 
ensure potential success in running the business venture.

Education

Applicants would be required to have relevant educational 
background matching the needs of specific proposed busi-
ness ventures. There would be instances where professional 
undergraduate and post-graduate degrees and licensing 
would be required. At other times, high school, associate de-
grees, and diplomas may suffice. Moreover, on-the-job train-
ing workshops and seminars may be sufficient for relevant 
business ventures. 

Work Expertise 

Applicants would be required to have adequate work expe-
rience to successfully operate the proposed business. Addi-
tionally, the applicants would be required to show evidence 
of the additional experience of their proposed staff/labor 
for the proposed venture. This would be essential to ensure 
self-reliance, efficiency, and reduced labor costs under dif-
ficult economic conditions. Consequently, this would show 
whether or not the business venture would have the required 
chances of success. 

Employment History

Successful applicants would possess high-quality resumes 
reflecting positive reviews for a reasonable length of their 
employment history. Successful individual employment his-
tories would reflect confidence and responsible assignments 
to ensure resiliency in operating a new business, especially 
during bleak economic conditions. The assumption that this 
Comment makes is that a large number of individuals lose 
their jobs during recessions and depressions, not because of 
bad performance, but because of lack of work at the firms 
where they are employed.

Family Considerations

This section may include factors such as availability of sup-
port from capable family members – especially in emergency 
cases, a working spouse to meet some of the family obliga-
tions – especially during the building of the business period, 
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and absence of major responsibilities, such as long-term re-
sponsibilities for children (i.e. college education and/or ex-
ceptional medical expenses).  

Other Relevant Factors

These may include collaboration of a few unemployed indi-
viduals as partners in a business venture, thus allowing for 
expansion of resources and sharing of risks. This is especially 
beneficial in a situation where the partners have individually 
been denied traditional financing.  

Additionally, the eligible business venture would be described. 
A report would be prepared by the individual to address how 
the business would be managed and operated. Moreover, a 
projection of the business’ job generation (i.e. numbers and 
types of jobs) would be required. Similarly, funding resources 
and additional, relevant factors that would contribute to the 
success of the business should be considered.

A qualifying business venture should have the following 
elements: 

•	 Viability: This would reflect the need for the proposed 
services and/or goods with a special emphasis on the dif-
ficult economic and market conditions. This Comment 
makes the assumption that during difficult economic 
periods, certain larger firms may be more susceptible to 
failure than smaller businesses. Therefore, individuals 
who lose their jobs at larger firms may be successful on 
their own, running a small business; 

•	 Workable Operation Plan: This would address how the 
proposed business structure and operational needs would 
be met. Short and long-term strategies would be out-
lined and any marketing and/or public relations activities 
would be defined. Specific attention would be given to 
how the plan addresses cost cutting and savings to ensure 
competitiveness during economically depressed times; 
and 

•	 Sound Financial Plan: This would identify the sup-
plemental needs for loans to support the 401(k) assets 
available. Sources of supplemental funds may be person-
al loans and/or bank credits. A reasonable financial plan 
should also be prepared. This Comment’s assumption is 
that a small business venture, at trying times, should not 
have pressing financial commitments (i.e. loans, etc.) 
that may result in failure.    

Implementation Schedule

This section would require the applicant to submit a time 
line schedule showing projected business growth over a five-

year period. The schedule would show revenue projections, 
profits/losses, and staff growth on a quarterly basis. Addi-
tionally, submittal of annual updates of actual and projected 
growth would be required.

Review and Approval Procedures 

This section of the code would (a) outline the requirements 
for the submittal of an application for the use of 401(k) 
funds to establish a business, (b) identify procedures for re-
view, approval, and granting of the exception and (c) identify 
the follow-up steps to ensure continued compliance and/or 
revocation of the code exception when the requirements are 
violated or no longer met.     

As an example of individuals and businesses that may qualify 
under these proposed changes, consider the following hypo-
thetical: Three individuals (an architect, a licensed civil en-
gineer, and a licensed structural engineer) have been laid off 
by a large architectural/engineering firm. They are all under 
59 ½ and cannot withdraw funds from their 401(k) with-
out a ten percent penalty and income tax payment. These 
individuals have been unable to find work for a period of 
18 months, with no real indication of new job prospects. 
All three individuals have reasonable architectural and en-
gineering experience. Thus, they decide to get together and 
start a small consulting business to provide architectural and 
engineering services at a relatively low cost, due to potential 
low overhead. The market that the business will target in-
cludes a local community of 50,000 people. Business will be 
promoted with the local government (Department of Public 
Works), local industry, and private sector developers. 

These individuals will need financial resources to start the 
business and ensure their survival during the initial start-up 
of the business venture. Jointly, the three individuals have 
$500,000 in their 401(k)’s. Two of them have working 
spouses and all three of them have high-school-age children. 
The working spouses pledge to support the families for a 
projected period (the expected one-year time the individu-
als project they would need to get the business going). One 
of the partners has a retired father-in-law (age 70) who is a 
registered engineer and lives with him. The father-in-law ex-
presses interest in supporting the venture as a quality assur-
ance reviewer. The venture forecasts an addition of two staff 
members in the first year and four in the second year. Addi-
tionally, the individuals have combined non-monetary assets 
of $1,000,000 (i.e. homes) that could be used as collateral to 
obtain an additional loan and/or a line of credit from a bank.             

The foregoing hypothetical is an example of individuals who 
would qualify to start a small business. The individuals have 
a viable business venture providing reasonably priced servic-
es, and adequate financial support to ensure success. 
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discussion

 
The issue posed for analysis is the proposed change in the 
IRC to allow individuals to freely access their 401(k) funds 
to start a business. This exception will be referred to as a 
Start-a-Business Program exception (“SBP”). The IRS would 
administer the SBP for individuals with reasonable 401(k) 
assets without the “threat” of penalties and/or payment of 
income tax. Additionally, the SBP would only be adminis-
tered under well-defined and qualifying criteria. The qualify-
ing criteria would include an ailing national economy, indi-
vidual qualifications, and business venture potential. 

In deciding whether to adopt the SBP exception, the pros 
and cons must be considered. The pros/cons analysis in-
cludes “factors for,” such as positive contribution to the job 
market and “factors against,” such as added government cost 
and loss of IRS revenue from unpaid penalties and potential 
income taxes. 

Factors For SBP

Large Pool of Diversified Potential Participants 

Since the birth of the 401(k) plans as a retirement vehicle, 
a large number of individuals  have enrolled in these plans. 
Recent data on deferred contribution plans (401(k), IRA, 
etc.) show participation rates vary considerably by employee 
demographics.27 Income is reflected as one of the primary 
factors in plan participation rates.28 Fifty-two percent of eli-
gible employees with incomes less than $30,000 contributed 
to their plans in 2009, as compared to eighty-nine percent 
with incomes greater than $100,000.29 Participation rates 
were lowest among eligible, younger employees.30 In 2009, 
only forty-five percent of those younger than age twenty-five 
contributed to their plans, compared to seventy percent of 
those between the ages of thirty-five and sixty-four.31     

Additionally, tenure is reflected to have a major impact on 
contribution to 401(k) plans.32 In 2009, forty-nine percent 
of eligible employees with less than two years on the job en-
rolled in their employer’s plans versus seventy-nine percent 
of those with ten or more years on the job.33 On the other 
hand, gender is not shown to be a major differentiator when 
it comes to participation.34 Men and women participate at 
close levels.35 However, at most income levels, women are 
more likely to join their employer’s plan than men.36

Participation rates in a 401(k) are also shown to vary by indus-
try.37 The data suggests that employees in the education and 
health industry participate at the lowest rate – fifty eight percent 
in 2009 – while employees in agriculture, mining, and con-
struction participate at higher rates – ninety percent in 2009.38

The data also reflect that in a typical deferred contribution 
plan, employees are the main source of funding and employ-
ers play a secondary role.39 Therefore, the employee deferrals 
(i.e. contributions) will be critical to the adequacy of savings 
for retirement.40 Similarly to the rate of joining an employer 
plan, the factors of income, age, gender, and industry play a 
role in the rate of individual employee contribution to the 
plans.41  

Similar research was conducted and funded by a grant from 
the U.S. Social Security Administration in 2007.42 The study 
showed that over the past twenty-five years, there has been 
a rapid shift in savings through employer-managed pensions 
to defined contribution retirement plans controlled by the 
employee (i.e. the likes of 401(k) plans).43 Additionally, the 
study suggests that 401(k) plans will be much more preva-
lent amongst individuals who reach the age of sixty-five in 
year 2040 compared to those who reached the age of sixty-
five in 2000.44 

The study suggests that the rate of savings for future 401(k) 
holders will be greater than in the past.45 Specifically, the av-
erage person in 2040 will have $269,000 in 401(k) savings 
as compared to $29,700 in 2000.46 Three principal reasons 
are contributing to this growth. First, the 401(k) system was 
not completely mature for retirees in year 2000. The most 
an individual could have contributed in year 2000 would 
have been eighteen years.47 Conversely, an individual retir-
ing in year 2040 will have been able to contribute and ben-
efit from the 401(k) plan for his or her entire working life.48  
Second, future retirees are to benefit from real wage growth, 
estimated at 1.1 percent per year.49 Third, there is continued 
projected growth of 401(k) coverage, as more smaller firms 
in the private sector offer 401(k) plans to their employees.50 

The study also indicated that the total value of 401(k) assets 
as a percentage of gross domestic product (GDP), grew from 
zero percent in 1982 to thirty-eight percent in year 2000.51 
The projections indicate that 401(k) assets will reach 155% 
of GDP in year 2040.52

Based on available statistics and research, it is safe to assume 
that there will be an ample pool of individuals with reason-
able 401(k) assets who would participate in the SBP now 
and in the future. This participation would be necessitated 
by the overall job market and economic conditions. As an 
illustration, consider the following hypothetical: Assume 
that unemployment is at around ten percent for a period of 
two years with zero to two percent economic growth. Thus, 
the economic conditions justifying the SBP are met. Fur-
ther assume that the estimated number of individuals out 
of work is 15.1 million (9.8% civilian unemployment rate 
in November 2010 based on a total labor force estimated 
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at 154,000,000 people53). If we assume ten percent of those 
who are unemployed are willing and qualify to participate in 
the SBP (low, conservative estimate), there will be an average 
of 1,510,000 individuals who will be able to participate in 
the SBP program.  

401(k) Funds; a Supplement at Retirement,                              
and Not a Major Source

The United States of America is credited with undertaking 
structural reform of its retirement system by partially mov-
ing from the “pay-as-you-go” pension structure to deferred 
contribution retirement plans (i.e. 401(k)).54 Deferred 
contribution retirement plans are major elements of the 
private-sector retirement system in the United States. It is 
estimated that fifty-five million Americans, representing ap-
proximately eighteen percent of the population (estimated at 
306,500,000 in April of 2009) and thirty six percent of the 
working force55, are now enrolled in deferred contribution 
plans with assets exceeding four trillion dollars.56 Thus, the 
401(k) and other deferred contribution plans heavily supple-
ment the government-run pension system (Social Security), 
estimated at $400 billion and recognized as the largest gov-
ernment program in the world.57 

Even though the U.S. has partially departed from the Eu-
ropean pension system, approximately sixty-four percent of 
all American workers are still not covered by private sector 
retirement plans.58 Additionally, all workers are still required 
to put approximately one-eighth (12.4%) of their earnings 
in the Social Security System.59 Although opponents of the 
Social Security System in its current structure complain that 
the system does not give workers ownership, market returns, 
or security, it has and continues to benefit retirees.60 As a 
matter of fact, social security is currently considered a “ma-
jor” source for the retirement nest for the majority of retir-
ees.61 However, it is strongly advocated that the demographic 
trends (i.e. longer life expectancy and reduced fertility rates 
in the U.S.) will worsen the crisis of the Social Security Sys-
tem and will necessitate radical reforms.62 

Therefore, it is my argument that those individuals who have 
401(k) plans will be protected at retirement by the current 
and/or improved future Social Security System, as their ma-
jor source of retirement. The impact of a failing business 
venture associated with the proposed SBP will therefore be 
dampened because of the existence of the Social Security Sys-
tem. Additionally, if the venture works, then those workers 
will pay back into the system.    

Positive Impact on the Job Market 

Given a careful design of the SBP, including eligibility rules 
for individuals, qualifying business ventures, and a proper 

implementation and monitoring plan, the program will con-
tribute to improving the job market. One would argue that 
government should not take the gamble that an individual 
who has lost his or her job for a relatively long period of time 
will succeed in starting a business. However, some businesses 
will succeed. It is bleak economic conditions that create en-
trepreneurs and investors, as the need for survival results in 
creative and effective ideas. Historically, it has been the pri-
vate sector, and namely small businesses, that lead recoveries 
and contribute dramatically to the job market.63

Only a portion of the eligible and willing individuals will 
benefit from the proposed SBP. If we were to conservatively 
assume (a) that only ten percent of those who are not em-
ployed are willing and qualified to participate in the SBP (i.e. 
1,510,000 individuals)64 and (b) that one in four businesses 
to be started under the proposed SBP were to achieve “suc-
cess”, then there will be 377,500 successful businesses started 
under difficult economic conditions – yielding more than a 
million new jobs to be added the market place. This figure 
is based on the idea that there will be approximately three 
new jobs created by each business, including the individual 
starting the business. 

There are tremendous opportunities for the SBP in the ar-
eas of alternative energy sources, green technologies, and the 
like, which offer further government financial incentives and 
tax breaks. These businesses will offer employment opportu-
nities, generate economic activity and growth, and pay taxes. 
As a result, millions of jobs will be added to the job market 
at the most critical time.65 These added jobs outweigh all 
the temporary jobs that could be realized with government 
pouring trillions of dollars through stimulus plans. 

Factors Against SBP

As is the case with any governmental bureaucracy, change 
is difficult. This is especially true when the change relates to 
the IRC. At a minimum, an extensive analysis of the negative 
impacts of such a change should be conducted. 

Lost Revenue 

Under the current IRC, early withdrawal of 401(k) assets, 
other than hardship exceptions, are subject to the normal 
income taxes plus a ten percent penalty on top of that.66 The 
proposed SBP advocates early withdrawal of 401(k) assets 
without the payment of penalties and/or income tax. If ap-
proved, the IRS will lose these sources of revenue. On its 
own, the loss of such revenues will negatively impact gov-
ernment obligations and would lead to budget deficits and 
increased debt. Consequently, both budget deficits and in-
creased debt have a negative impact on the overall economy.
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Added Cost
There will be added cost to the IRS for the development, 
implementation, and monitoring of the proposed SBP. In 
fact, there would be a need for additional staff to review 
and approve applications and to monitor the progress and 
performance of the business. Additionally, there would be 
a need for legal staff to implement such a change and pro-
vide follow-up as needed. This would result in added cost 
to government at a time when the goal is to reduce costs. 
Therefore, increase in cost will contribute to budget deficits 
and increased debts. 

Added Liabilities 

Allowing the use of 401(k) assets for the purpose of estab-
lishing a business may result in the loss of such assets if the 
business were to fail. Consequently, failure of the business 
will result in the loss of funds intended for individual retire-
ment. Additionally, if the business fails, individuals may seek 
government intervention to survive. Government help may 
be in the form of food stamps and other social services. Thus, 
these added liabilities will result in added government cost 
which would also lead to budget deficits and increased debts.

argument

During economic recessions and depressions, similar to that 
of the U.S. in the last two to three years, governments imple-
ment rescue-spending programs such as the recent “stimu-
lus” program and “financial bailouts.” The U.S. government 
spent trillions of dollars in an attempt to stimulate and grow 
the economy in the hope of creating jobs. Under two ad-
ministrations (Bush and Obama), and with the support of 
Congress, trillions of dollars were spent on infrastructure 
construction, housing mortgage support to avert more fore-
closures, pumping money into failed financial institutions to 
continue loan activities, and bailing out General Motors and 
Chrysler Corporation to save jobs. 

In the government’s efforts to save the economy from the 
brink of collapse, no amount of money was too much for the 
government to spend. Indeed, the government spent money 
irrespective of the negative impact on budget deficits and 
debt accumulation. The alternative to the government’s ma-
jor rescue operation would have been the failure of the finan-
cial institutions and the collapse of the American economy; 
a disaster.

Similarly, at the level of individuals, deep recessions and de-
pressions result in loss of jobs for long periods of time. In-
dividuals become desperate because they cannot see a way 
out of the unfortunate circumstances. Loss of jobs under 
these economic conditions is not limited to younger, inex-

perienced individuals. Indeed, all sectors of the labor force 
are hit hard, with no discrimination against gender or age. 
Therefore, a change in the tax code to allow willing, qualified 
individuals to participate in the proposed SBP is justified. 

The potential benefits derived from the SBP outweigh the 
added cost and the risk of added liability to the government. 
Similarly to the national stage, the alternative, namely doing 
nothing, at the individual level can be disastrous. A 401(k) 
plan is of no use to an individual with a family, who loses his 
or her job at the age of 45, and has been out of work for two 
years. This is analogous to a very sick person who has been 
promised millions in inheritance at a later time in his life but 
dies before getting to that age.     

It is prudent for individuals and families to have a retirement 
nest and in extraordinary circumstances social security may 
be the only nest. Moreover, it is also important to have a sup-
plemental source for retirement and 401(k) is that supple-
mental source. This Comment does not advocate doing away 
with the 401(k) program as a retirement fund. Rather, the 
proposed SBP advocates the limited and controlled use of 
401(k) funds as an investment under very difficult economic 
conditions. This proposed use of 401(k) assets would help 
individuals in their journey to achieve a “healthy” retirement 
stage where they can benefit from retirement assets.

Furthermore, the potential success of the proposed SBP pro-
gram would result in taking the individuals who participate 
in the program out of the unemployment lines and returning 
them back into the working force. Thus, government depen-
dency would be reduced. Also, these businesses would gen-
erate jobs at the most appropriate times when the national 
economy needs jobs created. Additionally, new businesses 
would be paying income taxes and, in turn, increase govern-
ment revenues, which would contribute to a reduction in 
budget deficits and debt accumulation.   

other imPacting issues

The decision to adopt the proposed SBP may present issues 
that negatively impact society. These include (1) political 
ideologies, (2) tax code reform, and (3) Social Security re-
form. Mitigating these issues will be necessary for the adop-
tion and successful implementation of the SBP. 

Political Ideologies

Our nation is politically divided among those on the “right” 
who believe that there is limited role for government in the 
nation’s affairs and those on the “left” who believe that there 
is a major role for government. Therefore, the nation is di-
vided on how to reform major programs such as Social Secu-
rity. Those on the right believe in privatizing social security 
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and those on the left want government control to continue in 
order to minimize any risk to people’s retirement assets. The 
debate is between those who say, “[t]here is no human dream 
stronger than the dream of having something you can call 
your own” and those who say “[g]overnment knows better.”67 
Similar beliefs hold true of tax code reform. Therefore, it is 
critical that a campaign be mounted to bring the politicians 
to meet in the middle for the proposed SBP to be adopted.    

Tax Code Reform

Our current tax code is so cumbersome that any further at-
tempts to add to it will be faced with resistance. It is criti-
cal, therefore, that the proposed SBP change to the code be 
advanced in conjunction with the tax code reform. It is an-
ticipated that the 112th U.S. Congress will address the tax 
code reform. Additionally, a recent bi-partisan committee 
formed by President Obama recommended a tax code re-
form, among other recommendations, to lower the nations 
budget deficit and debt.

The current tax code requires simplification. The ideas debated 
range between flat rates of tax on income to switching from 
income tax and adopting sales tax on purchases of goods. A 
compromise will be required to bring the competing political 
ideologies to agree to middle-of-the-road solutions.

Social Security Reform

Advocates of the Social Security reform on the right believe 
that the current system has prevented the working force from 
owning their retirement savings. Rather, it is argued that 
decisions are not made by individuals, but by politicians.68 
These advocates make six key arguments in favor of privatiz-
ing social security.69 The six arguments are as follows: 

1. The moral argument: A pay-as-you-go system (the like 
of Social Security) deprives individuals of the freedom 
to organize and plan for their future.70 Conversely, a 
private retirement account system provides the needed 
freedom;71 

2. The rate of return argument: Pay-as-you-go systems by 
nature minimize risk of investment and, therefore, the 
rate of return is very small.72 In contrast, private sector 
retirement plans promise higher returns as funds will be 
invested in mutual funds and stocks, which historically 
have yielded higher rate of returns;73   

3. The fairness argument: Under a system where em-
ployer’s control saving accounts, the poor workers will 
accumulate savings and benefits from the same markets 
which give wealth to the well-to-do individuals;74 

4. The property rights argument: A private account sav-
ing system provides property rights to individuals while 

the Social Security System does not provide such rights75;

5. The macroeconomic argument: The current Social Se-
curity System’s payroll contribution makes it, in essence, 
a tax on hiring labor and it negatively impacts on labor 
markets and savings.76 This is because funds are spent 
and not invested.77 On the other hand, privatization of 
Social Security could add ten to twenty trillion dollars to 
the U.S. economy;78 and

6. The social harmony argument: The privatization of 
Social Security will result in the U.S. becoming a coun-
try of worker-capitalist, versus a current divide between 
capitalists and workers.79 

Advocates of maintaining the status quo, with regards to 
keeping Social Security funds in safe investments, sight the 
stock market failures as a reason against privatization. They 
represent that market conditions would negatively impact 
those individuals retiring at the times of downward markets. 

It is therefore critical that the two opposing ideologies be 
brought together to agree on a middle-ground solution to 
Social Security reform. As Social Security is a major source 
of retirement, a healthy and guaranteed system at retirement 
will enhance the decision to enact the proposed SBP and 
render the 401(k) assets as a true supplement, and not the 
main source of retirement. 

conclusion

Research and statistics show that among the major econo-
mies in the world, the U.S. is on track in shifting from pay-
as-you-go pension plans (i.e. Social Security) to deferred 
compensation plans (i.e. 401(k)). A large sector of the U.S. 
population, especially those in the private sector, have as-
sets in 401(k) plans, and will be eligible for Social Security 
at retirement. Thus, a large pool of individuals have assets 
in 401(k) plans that will be used as supplements to Social 
Security at retirement. 

Statistics further show that during recessions and depres-
sions, it is the private sector investments that lead to last-
ing recoveries. Government-initiated stimulus activities may 
play a critical role in jump-starting the recovery, but it is 
always the private sector that sustains recovery, grows the 
economy, and creates jobs.

Analysis of the available research and statistics supports the 
contention that allowing full access to 401(k) assets to start 
a business during bleak economic conditions will contribute 
in a meaningful way to job creation and national recovery. 
To enable effective use of the 401(k) assets and to create 
meaningful incentives to individuals at an age earlier than 
59½, the funds should not be subject to penalties or income 
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tax. Furthermore, other major impacting issues, such as re-
forming the tax code and the Social Security System will en-
hance the chances for the adoption and implementation of 
the proposed SBP.

The proposed SBP should be part of the current on-going 
efforts by Congress to reform the tax code, address means to 
reduce the deficit, reform Social Security, and employ efforts 
to turn the economy around through elimination of unnec-
essary spending, to bring down the national debt.  
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 The IRS has numerous concerns with ROBS transac-
tions. In an October 1, 2008 memorandum, the IRS 
outlined a number of concerns after it reviewed nine 
ROBS transactions. First, since a majority of the ROBS 
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transactions are set up to take away the right to pur-
chase stock before other employees are hired, they vio-
late the nondiscrimination requirements under IRC 
401(a)(4). “The regulations under IRC 401(a)(4) state 
that the benefits, rights, and features of a plan must 
be nondiscriminatory, and the timing of plan amend-
ments taking away rights and benefits of participants 
is subject to a facts and circumstances discrimination 
test.” 

 A second issue is that IRS rules require all assets to be 
valued at least once annually. As such, “…failure to 
properly document that the employer securities were 
exchanged for their fair market value is automatically 
a prohibited transaction subject to excise tax.” A third 
concern the IRS has is that ROBS transactions are be-
ing promoted by investment companies that receive 
fees from the stock purchase proceeds, violating IRC 
4975(c)(1)(E), which does not allow a fiduciary to deal 
with assets of a plan in the fiduciary’s own interest. The 
IRS memorandum “raises the concern that if an invest-
ment advisor takes a portion of the stock purchase pro-
ceeds as a fee for implementing the ROBS transaction, 
and the advisor continues to provide advice to the plan 
on a regular basis, that person becomes a plan fiduciary 
who is in violation of the prohibited transaction rules.” 

 A fourth concern raised by the IRS is that of exclusive 
benefit. Some of the ROBS transactions the IRS re-
viewed were used to set up businesses for someone oth-
er than the initial account owner. Additionally, some 
stock proceeds were used to buy personal assets. Under, 
IRC 401(a)(2), “[t]he [IRS] requires that in order for a 
retirement plan to be qualified as tax exempt, no part of 
the plan’s assets can be used for purposes other than the 
exclusive benefit of employees or their beneficiaries.”

 The fifth concern articulated by the IRS was that the 
plan was not communicated to employees. After initial 
setup, and after the ROBS transaction was complete 
and the stock assets received, the IRS saw many situa-
tions where the benefit was no longer available to em-
ployees while the company was operating. 

 Additional considerations must also be taken into ac-
count when setting up a ROBS transaction. Although 
tax avoidance up front may be beneficial, “[t]axes will 
be paid on the corporate and individual level because 
the ROBS transaction must be completed through a C 
corporation… Also the ROBS transaction is only seek-
ing to delay income taxation on the retirement account 
funds, not avoid it. At some point, the funds will still 
be subject to income taxation when distributed from 
the retirement plan. The only real potential tax avoid-
ance is the 10 percent excise tax on early distributions.”

 Moreover, various administrative costs, such as annual 
valuation of stock, annual tax returns, and ongoing ad-
ministration of the plan, must be taken into consid-
eration. Additionally, as the IRS has coordinated its 
consideration of ROBS plans with the Department of 
Labor (DOL), a ROBS transaction could potentially 
raise ERISA,Title I, prohibited transaction issues. Al-
though a transaction could potentially pass muster un-
der the IRS regulations, ERISA, enacted in 1974, con-
tains its own fiduciary duty rules, and a potential 115 
percent excise tax. Although an advisory opinion has 
not been issued by the DOL, “[w]hat evidence we can 
gather from prior advisory opinions shows it is likely 
the DOL will not look kindly on ROBS transactions… 
From a practical perspective, the IRS and DOL rules 
and regulations are set up with the intended purpose of 
making sure people save for their retirement years, and 
the inherent risks of mortgaging the future to pay for 
the present must be made with a full understanding of 
the potential costs if the business does not survive.”    
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28 Id.

29 Id.

30 Id.

31 Id.

32 Id.

33 Id.

34 Id.

35 Id.

36 Id.

37 Id.

38 Id.

39 Id. at 25.

40 Id.

41 Id.

42 James Poterba et al., New Estimates of the Future Path of 
401(k) Assets, Research Study, April 2007, at 26.

43 Id.

44 Id.

45 Id.

46 Id.

47 Id.

48 Id.



Michigan Tax Lawyer-Fall 2011

40

49 Id.

50 Id.

51 Id.

52 Id.

53 See Bureau of Labor Statistics, available at http://www.
bls.gov/news.release/empsit.nr0.htm.

54 José Piñera, Liberating Workers: The World Pension Revo-
lution, Cato Institute, 2001, at 13.

55 See Bureau of Labor Statistics, available at http://www.
bls.gov/news.release/empsit.nr0.htm.

56 How America Saves 2010: A Report on Vanguard 2009 
Defined Contribution Plan Data, Vanguard annual pub-
lication, July 2010, at preface.

57 Id.

58 Piñera, supra at note 52. 

59 Id. 

60 Id. 

61 Id. 

62 Id. 

63 The White House, Office of the Press Secretary, Presi-
dential Memoranda- Regulatory Flexibility, Small Busi-
ness, and Job Creation, January 18, 2011. “Small busi-
nesses play an essential role in the American economy; 
they help to fuel productivity, economic growth, and 
job creation. More than half of all Americans work-
ing in the private sector either are employed by a small 

business or own one. During a recent 15-year period, 
small businesses created more than 60 percent of all 
new jobs in the Nation.” 

64 Bureau of Labor Statistics, available at http://www.bls.
gov/news.release/empsit.nr0.htm.

65 See The White House, supra note 63. As small business-
es and new companies “have faced severe challenges as a 
result of the recession,” the proposed SBP will add jobs 
at a time when jobs are much needed. 

66 I.R.C. 72(t)(1).

67 Piñera, supra note 52, at 15.

68 Piñera, supra note 52.

69 Piñera, supra note 52, at 14.

70 Id.

71 Id.

72 Id.

73 Id.

74 Id. at 14-15.

75 Id. at 15.

76 Id.

77 Id.

78 Id.

79 Id. at 16.



41

How tHe Courts sHould Apply tHe ACquisition indebtedness deduCtion limit 

introduction

On March 13, 2009,  the Service issued private letter rul-
ing CCA 200911007, which limited an unmarried couple 
who filed separate tax returns to a $1 million dollar aggregate 
deduction for acquisition indebtedness for a co-owned resi-
dence pursuant to Internal Revenue Code section 163(h)(3)
(B)(ii).  This paper explores whether the position advocated 
in the private letter ruling should be upheld by the courts.  
This issue is relevant to any co-owners of a shared principal 
residence (for example, parent and adult child or unmarried 
partners).  It is also relevant for same-sex couples married in 
jurisdictions which permit marriage, because those marriages 
are not recognized under the Code.1

The paper will argue that the courts should not uphold the 
Chief Counsel’s position limiting unmarried co-owners of a 
single residence to a total aggregate deduction of acquisition 
indebtedness of $1 million dollars because it is not support-
ed by either the statute’s language or the legislative history  

history acquisition indeBtedness

A taxpayer could deduct almost all interest on indebtedness 
prior to the 1986 Tax Reform Act.  However, in the 1986 Tax 
Reform Act, Congress eliminated personal interest deductions 
with five exceptions, including acquisition indebtedness for a 
qualified residence.2 The exception did not have a monetary 
limit on it until Congress passed Public Law 100-203 in 1987, 
which limited the personal deduction to interest on acquisi-
tion indebtedness of up to $1 million dollars.3

The Code defines acquisition indebtedness as debt that is “in-
curred in acquiring, constructing, or substantially improving 
any qualified residence of the taxpayer, and is secured by 
such residence.”4  To qualify for the deduction, the taxpayer 
must have paid or accrued interest for the taxable year on 
acquisition indebtedness for a taxpayer’s qualified residence.5  
A qualified residence is defined by the Code as the taxpayer’s 
principal residence or one other residence owned and se-
lected by the taxpayer.6  The Code further specifies that the 
amount that can be claimed by a married individual who 
chooses to file separately is limited to $500,000.7

PriVate letter ruling i.r.s. c.c.a. 200911007

A taxpayer may request a private ruling from the Service 
whereby the Service applies the law to the taxpayer’s specific 
set of facts. If the taxpayer accurately and definitively pro-
vides all the facts, the ruling binds the Service for this par-
ticular individual. The ruling does not carry any precedential 
value and its applicability is limited to the specific taxpayer.8  
However, it does represent the position of the Service with 
respect to the issue, and, as such, has relevance to other tax-
payers.

 On March 13, 2009, the Service issued a private letter rul-
ing concerning the mortgage interest deduction that can be 
made by individuals who file separate returns on acquisition 
indebtedness. The Chief Counsel cited Section 163(h)(3)(B)
(ii), which differentiates between a taxpayer who is part of a 
married couple filing jointly and limited to a total aggregate 
acquisition indebtedness of $1 million dollars and married 
individuals who are limited to $500,000 of qualified indebt-
edness each if the married couple files separately  Counsel 
interpreted the statute to limit unmarried co-owners of a 
shared personal residence to a collective mortgage interest 
deduction for interest on $1 million dollars for acquisition 
indebtedness for the residence not $1 million for each tax-
payer.9

analysis of chief counsel’s interPretation of the 
statute

Plain Meaning

The Supreme Court declared in Caminetti v. U.S. that “the 
meaning of the statute must, in the first instance, be sought 
in the language in which the act is framed, and if that is 
plain, the sole function of the courts is to enforce it accord-
ing to its terms.”10  If the language of the statute is clear, there 
is no need for further interpretation of the statute.11  In this 
instance, the Service claims in its private letter ruling that 
the language of the statute is clear. But Section 163(h)(3)(B)
(ii) states that, “The aggregate amount treated as acquisition 
indebtedness for any period shall not exceed $1,000,000 
($500,000 in the case of a married individual filing a sepa-
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INdEBTEdNESS dEdUCTION LIMIT TO UNMaRRIEd 
CO-OwNERS
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rate return).”12  It is silent on the topic of two taxpayers, not 
married to each other, who may share a principal residence.

The IRS extrapolated from the language that the Code’s 
reference to the married individual filing a separate return 
on a residence was akin to an unmarried individual who 
co-owned a residence. However, the language of the statute 
does not meet the criteria of the plain language standard es-
tablished by the Court. The language specifically references 
a married individual who files a return separately; the lan-
guage of the statute never mentions unmarried co-owners 
of a residence.13 To infer that the statute’s language implies 
that married individuals who file separate tax returns should 
be treated as applying equally to unmarried individuals goes 
beyond the plain meaning of the statute.  

In this case the language of the statute fails to provide clear 
intent by the legislature.  One could possibly make a rea-
sonable argument that the legislature’s inclusion of the 
$500,000 limitation for deduction on acquisition indebted-
ness for a married individual who files his or her taxes sepa-
rately indicates that the maximum amount of deduction for 
an unmarried co-owned residence is $1 million in aggregate.  
However, one could also make a reasonable counter-argu-
ment that the use of specific language of married individual 
who files separately is indicative of the legislature placing a 
specific restriction on married individuals who are trying to 
get two $1 million dollar deductions. These two reasonable 
interpretations lead to the finding that the statute is ambigu-
ous on its face.

legislatiVe history

If the language of the statute is found to be ambiguous, the 
court can determine the intent of the legislation by exam-
ining the proceedings that took place during the passage 
of the law, including committee reports and debates.14  In 
1987, the House of Representatives issued a committee re-
port on the legislation that contains an explanation of I.R.C. 
§163(h).  The report states that the maximum amount of 
acquisition indebtedness that a taxpayer is allowed an inter-
est deduction on  a qualified residence is $1 million dollars.  
It also states that married individuals who file separately are 
limited to $500,000 deduction.  The report does not men-
tion anything about unmarried co-owners.15  The use of the 
word “taxpayer” indicates that, with exception of individu-
als married and filing separately, each co-owner of a princi-
pal residence should be entitled to deduct interest on up to 
$1 million of indebtedness.  The Service concedes that this 
may be the result if two individuals (married or not) jointly 
owned two residences (if they had a principal and one other), 
each of which had acquisition indebtedness of a $1 million 
or more.16

The court can utilize the statutory canon of expressio unius 
est exclusio alterius, which means whatever is omitted is un-
derstood to be excluded.17  Based on this canon, the court 
would find that unmarried co-owners are allowed to deduct 
a maximum amount of $1 million dollars each for acquisi-
tion indebtedness.  Unmarried co-owners are excluded from 
the additional limitation placed on married individuals who 
file separately by their omission in the statute.

If the courts were to uphold the private letter ruling, it would 
directly contradict the treatment of various classes of indi-
viduals both married and unmarried throughout the Code.  
There are numerous examples throughout the Code that give 
preferential treatment to married individuals.  For example, 
the Code allows a husband and wife to split the total value of 
a gift, as if each couple donated half.  This allows the married 
couple to combine their total gift tax exemption amount.18

This is just one illustration of how the Code gives preferential 
treatment to married individuals.19  Section 163(h) happens 
to be a situation where the Code treats married couples unfa-
vorably.  If the courts were to uphold the logic of the private 
letter ruling, they would essentially be giving the authority to 
the Service to create law contradictory to the Code.  The stat-
ute specifically provides a $1 million limit on indebtedness, 
the interest on which is deductible, with the only express 
exception for married individuals filing separately.  There is 
no such limitation on taxpayers who do not so file.

conclusion

The courts should not uphold the position in the Chief 
Counsel’s ruling limiting unmarried co-owners of a residence 
to a total aggregate deduction of interest on acquisition in-
debtedness to $1 million dollars because it is not supported 
by either the statute’s language or legislative history.  Any 
additional limitation on the deduction that unmarried co-
owners of a residence may take on acquisition indebtedness 
should be only enforced if passed into law.
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