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TAXATION SECTION 

STATE BAR OF MICHIGAN 

February 15, 2001 

Dear Taxation Section Members: 

It has been a busy year so far for the Taxation Section. The After Hours Tax Law 
Series has two more sessions in the current fall/winter series. All members should be 
receiving a mailed notice within the month preceding each course. If you do not receive 
the brochure for the February and March, 2001 courses, please call the State Bar and 
confirm that you have been added or retained on the Taxation Section roster based on the 
last dues notice. 

Mark your calendars for the Summer Tax Conference to be held June 29-30, 
2001. We are returning to Shanty Creek's Lodge at Cedar River in Bellaire, Michigan. 
The facilities were newly open last year and provided an ideal setting for the conference. 
Chuck Lax, Chairperson of this year's Summer Tax Conference, has planned an 
outstanding program including the following speakers and topics: 

• Stefan Tucker, past Chairperson of the ABA Section of Taxation, will speak on 
"Recent Developments-Particularly Focused on Real Estate and Pass-Thru 
Entities." 

• 

• 

• 

• 

• 

Alvin Storrs, a tax law professor at MSU/DCL, will speak on "The Interplay 
between Academics and the Practice of Tax Law . " 

Andrew M. Katzenstein, a nationally recognized speaker from Katten Muchin 
Zavis in Los Angeles, will speak on "Update of Cutting Edge Estate Planning 
Issues." 

Thomas F. Field, the Publisher of Tax Notes Magazine, will speak on "IRS 
Information Policy - Current Issues." 

Arthur R. Rosen from McDermott Will & Emory in New York will speak on "E
Commerce: State Tax Risks and Opportunities." 

RobertS. Ketchum from Miller Canfield Paddock and Stone, PLC will speak on 
"Keeping Pace With the Fast-Moving Changes in Retirement Plan Distribution 
Rules." 
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Special thanks to Northern Trust, the sponsor of this year's Summer Tax 
Conference. Members are encouraged to register early to be assured a room in the newer 
facility. Bring your families and enjoy the educational opportunities as well as the golf 
and other amenities at Shanty Creek's Lodge at Cedar River. 

In addition to the Summer Tax Conference and After Hours Tax Law Series, the 
Taxation Section offers several other educational opportunities and practice tools for its 
members. These include, for example, the quarterly Michigan Tax Lawyer, Tax Court 
luncheons scheduled during each full Tax Court docket held in Detroit, the Taxation 
Section Membership Directory, as well as the activities of the Section's five practice-area 
Committees listed on the left side of the letterhead. Each member should participate in 
one or more Committees. Please contact the Chairperson of each Committee from which 
you wish to receive meeting notices and other mailings. Each Committee has 
approximately four educational meetings per year. I look forward to seeing you at 
upcoming programs, especially the Summer Tax Conference. The bi-annual Taxation 
Section Membership Directory will be published and distributed to members later this 
year thanks to sponsorship from National City Bank. 

The Section has also been active in several current matters affecting our practices. 
We joined the Probate Section in filing an amicus curiae brief in the Michigan Court of 
Appeals (Estate of Richard J. Lacks v Department of Treasury, COA No. 225414) to 
support and clarify the pick-up tax character of the recently rewritten Michigan 
Inheritance Tax. All members of the Taxation Section Council reviewed the report of the 
State Bar's Multidisciplinary Practice ("MDP") Committee and a strong majority of the 
members voted to support the recommended limited amendments to the Rules Conduct 
allowing very modest MDP reform. The Section also continues its representation of the 
tax bar at the quarterly meetings of the Michigan Department of Treasury's 
Commissioner Advisory Groups. Please call me or any of the other Council members 
with your thoughts on these, or any other, current matters. 

Very truly yours, 

crt::.:~~~~ 
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Report of the Business Report of the Employee 
t_J 

Entities Committee Benefits Committee 
Anthony J. Caputo, Chairperson Lawrence F. Schiller, Chairperson 
Caputo Brosnan, P.C. Deloitte & Touche, L.L.P. 
29199 Ryan Road 600 Renaissance Center 
Warren, Michigan 48092-4243 Suite 900 
(81 0) 573-8900 Office Detroit, Michigan 48243 
(810) 573-7695 Fax (313) 394-5101 Office 
cabrpc@ aol.com (313} 566-0242 Fax 

!schiller@ ditus.com 
Recent Activities 
A meeting was held on Thursday, Recent Activities 
November 9, 2000. David B. Deutsch Our most recent meeting was held 
addressed the Committee on the on February 13, 2001, at the Skyline 
subject of the "Choice of Entity for Club in Southfield, where 35 Com-
Entrepreneurs in the Twenty-First mittee members heard a very timely 
Century." Mr. Deutsch provided presentation by Robert Jogan, District 
each attendee a copy of an article Supervisor of the United States 
he wrote for a future issue of the Department of Labor, Pension and 
Michigan Tax Lawyer. Welfare Benefits Administration. Mr. 

Jogan had spoken to our Committee 
Future Committee Meetings a little over two years ago about Y2K 
Our next meeting will be held on fiduciary responsibilities under 
Thursday, March 8, 2001, at 3:00PM ERISA. As before, his comments at 
at the offices of Caputo Brosnan P.C. the February meeting were timely 
The topic will be Equity Compensa- and of great interest to all benefits 
tion from a Tax Perspective. An- practitioners. His presentation 
thony J. Caputo will speak on this included, among other things, a 
issue and will address the differences discussion of (i) Department of Labor 
between the following equity compen- ("DOL") policies with regard to pay-
sation vehicles: ment of qualified plan administrative 

• Incentive Stock Options expenses from plan assets (in light 
• Non-Qualified Stock Options of the DOL's January 19, 2001 Advi-
• Restricted Stock sory Opinion 2001-01A), (ii) HIPAA 
We will hold a meeting in late May mandated health plan revisions, (iii) 

p 
or early June that will be hosted by the new DOL voluntary fiduciary 
Mark E. Blazevic, CPA at the offices corrections program (VFCP), (iv) the 
of Plante & Moran, L.L.P. Mr. selection of plans for DOL audit, and 

s Blazevic's topic will be the applica- (v) the role of the local DOL investiga-
tion of Revenue Ruling 59-60 in tive division which he heads. 

p business valuation. Several Plante 
& Moran business valuation experts Future Meetings 
are expected to be on hand to answer The next meeting of the Committee 
specific valuation questions that you will be our annual joint meeting with 
may wish to ask that transcend the the Estates and Trusts Committee on 
application of the Revenue Ruling the afternoon of May 15, 2001, at the 
cited. Fox and Hounds (on the east side of 

Woodward, just south of Long Lake 
Jl Michigan Tax Lawyer Road). This meeting will concentrate 

We continue to solicit articles of on the newly revised proposed regula-
~ 

I general interest for Michigan Tax tions concerning minimum required 
J. 4 Lawyer Publication. distributions from IRAs and qualified 

~ 

I 
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6 plans. Presentations will be made session on Tuesday, May 15, 2001 at 
by members of both Committees. Fox and Hounds, Bloomfield Hills, 

Michigan commencing at 2:00 p.m. 
Published Articles wherein the topic will be devoted 
Two members of the Committee, to the significant new proposed 
Warren Widmayer (Ann Arbor) and §401(a)(9) Regulations regarding 
Kal Goren (Troy), have written ar- Required Distributions and the im-
ticles for upcoming issues of the pact of these Regs on estate planning. 
Michigan Bar Journal and the Tax Historically, 80 to 90 lawyers have 
Section's Tax Lawyer, respectively (in attended this joint session. This topic 
fact. Kal's article appears elsewhere will have extensive impact on both 
in this issue of the Tax Lawyer). the benefits and estate planning 
Each article deals with different areas and merits your participation. 
aspects of the new minimum required A nominal fee will be charged to 
distribution proposed regulations cover expenses. 
issued a few months ago. 

Report of Estates Report of the Practice 
and Trusts Committee and Procedure 

Committee 
Henry P. Lee, Chairperson 
Lee, Gregory & Sternberg, P.C. Trevor Wetherington, Chairperson 

300 Wabeek Building Ernst & Young 
500 Woodward Avenue 

6 
280 West Maple Road Suite 1700 Birmingham, Ml 48009 Detroit, Michigan 48226 
(248) 646-4200 PhoneNoice Mail (313) 596-7100 
(800) 433-8776 PhoneNoice Mail 
(248) 642-0625 Fax Next Meeting lgs@voyager.net 

The next meeting of the Practice & 

Recent Activities Procedure Committee will be on April 

On November 29, 2000, Sebastian 24, 3:30 pm. at the offices of Raymond 

Grassi, Esq. presented Twenty- & Prokop, P.C., which are located at 

one Key Points to Consider When 26300 Northwestern Highway, 4th 

Drafting an Irrevocable Life Floor, Southfield, Michigan. (They've 

Insurance Trust. Over 50 attorneys moved from the Town Center.) This 

expressed interest in attending this will be a general meeting to discuss 

presentation. recent developments and issues 

Michael Mulcahy, Esq. formerly related to the reorganization of the 

Director of Appeals with the IRS and Michigan Department and IRS, and 

now a practitioner with Raymond and its effects on controversy resolution. 

Prokop, along with James Naddeo, Charles T. Wright and Trevor 

Esq. Appeals Officer of the IRS, will Wetherington will lead the discussion. 

be presenting "Valuation Shootout" 
Recent Developments based on the Strangi and Knight 

cases, on Thursday, February 15, A. Recent Tax Legislation 

2001 at 3:00p.m. at the National City On December 21, 2000, President 
Center, Birmingham, Michigan. A Clinton signed the Community 
key issue is whether these cases were Renewal Tax Relief Act of 2000. 

~ 
taxpayer or IRS victories. A large Tucked in with tax relief for low-
attendance is anticipated. income areas and a two-year 

Finally, the Employee Benefits extension of the medical savings 
Committee will participate in a joint account program are provisions 5 
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that (1) extend the deadlines for 
the IRS to comply with certain 
penalty and interest notice re
quirements, (2) affirm that clos
ing agreements and similar 
agreements are confidential 
return information, and (3) 
increase to $2,000,000 the thresh
old above which refunds must be 
submitted to the Joint Committee 
on Taxation for review. 

B. Voluntary Compliance on 
Alien Withholding Program 
The Service has instituted a 
Voluntary Compliance on Alien 
Withholding Program (VCAP) for 
public and not-for-profit colleges 
and universities and their affili
ated charitable organizations, 
Rev. Proc. 2001-20. The program 
is designed to enhance voluntary 
compliance regarding payments 
of wages, grants, scholarships, 
and other income to alien indi
viduals. Generally, income re
ceived by nonresident alien 
individuals from United States 
sources is subject to tax under 
Section 871(a). Pursuant to 
Section 1441, any person who 
pays income subject to tax under 
Section 871(a) to a nonresident 
alien must deduct and withhold 
tax from the amounts paid. 

Tax-exempt colleges and uni
versities, state colleges and 
universities, and exempt organi
zations that are affiliated with 
such colleges and universities 
are eligible for the VCAP. Organi
zations under examination as of 
January 29, 2001, or that come 
under examination before submit
ting the information required 
under the program, are not 
eligible. 

C. New Guidance on Third-Party 
Contacts by IRS 
The IRS has published proposed 

Michigan Tax Lawyer-1st Quarter 2001 

regulations (REG-104906-99) 
containing guidance on third
party contacts made by IRS 
employees with respect to the 
determination or collection of tax 
liabilities. 

The proposed regulations reflect 
changes to Section 7602 of the 
Internal Revenue Code made by 
the Internal Revenue Service 
Restructuring and Reform Act of 
1998. Under Section 7602(c), the 
IRS must give taxpayers advance 
notice if it intends to contact 
anyone besides them about their 
tax liability. The IRS also must 
keep records of the contacts it 
makes and provide the records 
to taxpayers on a periodic basis 
or at their request. The proposed 
regulations would: (1) clarify who 
is a "person other than the tax
payer" when contacting business 
entities; (2) define the phrase 
"with respect to a determination 
or collection" of tax; (3) clarify 
the "reprisal" exception; and (4) 
outline the time period for the 
requisite periodic report. The 
proposed regulations also would 
provide a "bright-line rule" that 
naming the person contacted will 
always satisfy the general stan
dard of reasonable identification. 
The proposed regulations would 
further provide that contacts with 
government entities generally 
don't need to be reported under 
the statute. 

D. Late-Filed Returns Deemed Filed 
on Postmark Date Rather than 
Received Date 
The Service has issued final 
regulations (T. D. 8932) and has 
withdrawn temporary regulations 
(REG-115433-98; T.D. 8807) on 
the treatment of a timely mailing 
as a timely filing under Section 
7502 of the Internal Revenue 
Code. 
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The final regulations treat a 
claim for credit or refund on a 
late-filed income tax return as 
timely filed on the postmark 
date. The treatment is consistent 
with Weisbart v. U.S. Department 
o{Treasury, 222 F.3d 93 (2nd Cir. 
2000). The timely filed rule under 
the final regulations also applies 
to quarterly federal excise and 
estate tax returns, as well as late 
filed original tax returns. The 
changes, which were effective 
January 11, 2001, will be applied 
retroactively to certain previously 
disallowed claims but do not 
apply to claims that were barred 
by Section 6532(a)'s statute of 
limitations. 

The IRS will attempt to identify 
as many claims as possible that 
were filed on untimely original 
individual income tax returns 
and that were previously disal
lowed based on the government's 
position in Weisbart. In these 
cases, the IRS intends to issue a 
refund or credit the overpayment 
against a liability as provided in 
Section 6402, without the need 
for the taxpayer to contact the 
IRS. Such automatic reconsidera
tion of the claim will generally 
occur if the claim was filed on an 
individual income tax return for 
1995 or a subsequent calendar 
year. 

Report of the State and 
Local Tax Committee 
Thomas J. Kenny, Chairperson 
Raymond & Prokop, P.C. 
26300 Northwestern Highway, 4th Floor 
Southfield, Ml 48086-5058 
(248) 357-3010 

Recent Activities 
The Commissioner's Advisory Group 
B Business Taxes (CAG) met on 
January 4, 2001. Attending the 
meeting were various members of 
industry groups, as well as Jim Navis 
and Thomas Kenny on behalf of the 
State Bar. Topics discussed included 
the following: 

(a) An update on the Streamlined 
Sales Tax Project. Thirty-four 
states have approved the pro
posed legislation as drafted. 
At this point, only four defini
tions have been agreed upon. 
If the National Governors 
Association and the National 
Association of State Legisla
tures approve the draft, it will 
be presented to the State Legis
latures for adoption. A copy of 
the proposal can be found at 
ww w. streamlinedsalestax. org; 

(b) Legislative update. Senate Bill 
1300 was enacted. This bill is a 
revision of the single business 
tax definitions of gross receipts 
and sales, 2000 PA 477. 

A further discussion of the CAG 
meeting will be held at the next State 
and Local Tax Committee meeting. 

Future Meetings 
The next meeting of the State and 
Local Tax Committee will be held on 
February 26, 2001 at the offices of 
Raymond & Prokop, P.C., 26300 
Northwestern Highway, Southfield, 
Michigan. The speaker will be State 
Representative, Nancy Cassis, Chair
man of the House Tax Committee. 

Reports 
from the 

Committees 
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Who Should You Designate as the Beneficiary of 
One of Your Most Important Assets-Who Should 
Your Clients Designate as the Beneficiary of their 
Most Important Asset? 
By: Kalman G. Goren, Esq. 

Simplification of 2001 Proposed 
Regulations. On January 11, 2001, 
the Internal Revenue Service ("IRS") 
issued proposed regulations substan
tially "simplifying" the calculation of 
minimum required distributions from 
qualified plans, IRAs, Roth IRAs, 
403(b) plans and 457 plans. 1 While 
the original proposed regulations 
were issued in 1987 ("1987 Proposed 
Regulations"), and modified in 1997, 
the new proposed regulations are 
intended to be a complete restate
ment of the 1987 Proposed Regs. 

Effective 2002 for Plans that are 
Amended, the IRS anticipates the 
final regulations will apply for deter
mining required minimum distribu
tions beginning in 2002 for employer
sponsored tax qualified plans, after 
the plans have been amended to take 
the new proposed regulations into 
account. The proposed regulations 
even contain a "model" plan amend
ment to be used by plan sponsors to 
apply the new rules before final 
regulations are issued. On January 
31, 2001, the IRS corrected its model 
amendment. 2 

Effective 2001 for IRAs. The pre
amble to the 2001 Proposed Regula
tions ("2001 Proposed Regs.") states 
that taxpayers may rely on the 1987 
Proposed Regs. or the 2001 Proposed 
Regs. "for determining required 
minimum distributions for calendar 
year 2001."3 However, as noted in the 
preamble to IRS Announcement 2001-
18, for this purpose, distributions for 
calendar year 2001 do not include a 
distribution that is required to be 
made by April 1, 2001 for calendar 
year 2000, such as for an IRA owner 
or retired qualified plan participant 

who attained age 701
/2 in 2000. In 

determining the amount of the re
quired minimum distribution due by 
April 1, 2001 for the calendar year 
2000, the taxpayer can only rely on 
the 1987 regulations. 4 But IRA 
participants who are already 701fz 
can rely on the 2001 Proposed Regs. 

Freeze on Regulations Issued in the 
Last 60 Days of the Clinton Adminis
tration. On Inauguration Day, Janu
ary 20, 2001, Andrew H. Card, Jr., 
Assistant to the President and Chief 
of Staff, issued a Memorandum for 
Heads and Acting Heads of Executive 
Departments and Agencies. 5 This 
advised all federal agencies of new 
procedures to be followed to enable 
the new Administration to "have the 
opportunity to review any new or 
pending regulations."6 This ends with 
the statement "finally, in the interest 
of sound regulatory practice and the 
avoidance of costly, burdensome, or 
unnecessary regulation, independent 
agencies are encouraged to partici
pate voluntarily in this review."7 The 
Memorandum directed all federal 
agencies to take the following steps: 
(1) send no proposed or final regula
tion to the Office of Federal Register 
until they are approved by a depart
ment or agency head appointed by 
President Bush; (2) withdraw regula
tions that have been sent to the Office 
of Federal Register but have not yet 
been published; (3) as to regulations 
that have been published in the 
Federal Register, but have not taken 
effect, temporarily postpone the 
effective date of the regulations for 
sixty (60) days.8 The proposed regula
tions state that they have a "proposed 
effective date to be applicable for 
determining required minimum 
distributions for calendar years 
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beginning on or after January 1, 
2002."9 However, as used in the 
Memorandum, the term "effective 
date" primarily serves to set the date 
that a regulation can be officially 
included in the Code of Federal 
Regulations. This apparent conflict 
has been resolved in favor of taxpay
ers, according to the Wall Street 
Journal. Unnamed IRS officials are 
quoted as saying that the proposed 
treasury regulations can be relied 
on for IRA distributions for 2001. 10 

Summary of2001 Proposed 
Revised Regulations Governing 
Minimum Required Distributions. 
One of the most important user
friendly changes made by the 2001 
Proposed Regs. is the use of a single 
uniform table for all participants to 
calculate minimum required distribu
tions during THEIR life regardless 
of whether they have designated a 
beneficiary. The second change is 
that the IRA provider or plan sponsor 
must identify the required minimum 
distribution for the upcoming year. 
This simplifies the process. Partici
pants will no longer need to deter
mine their beneficiaries by April 1st 
of the calendar year immediately 
following turning 701fz (their "Re
quired Beginning Date") or face dire 
consequences. They will no longer 
need to decide whether to recalculate 
their life expectancy each year. They 
will no longer need to determine 
whether to recalculate the designated 
beneficiary's life expectancy. Said 
another way, the taxpayer won't fall 
into a "gotcha" 50% penalty because 
their advisors didn't comprehend the 
effect the different elections would 
create. The only time a participant 
will not use the new single table is 
where the only beneficiary is a 
spouse who is more than 10 years 
younger than the participant. Re
quired minimum distributions can 
be calculated using the longer period 
provided by their joint life and last 
survivor expectancy. Otherwise, the 
designation of who is the beneficiary 

is irrelevant to determine the lifetime 
minimum required distributions. In 
most cases, the new method will 
result in longer payout periods and 
reduced payment amounts. The life 
expectancies provided under the new 
table assume the participant's benefi
ciary is 10 years younger. This means 
distribution will be smaller. There
fore, individuals will be able to leave 
more money in their accounts and 
postpone taxation. The differences 
are striking. Under the new table, 
the divisor for a 70 year old (once 16 
years) is now 26.2 years. The partici
pant will no longer have to decide 
whether or not to recalculate their 
own life expectancy. The new table 
uses the recalculated life expectancy 
method. 

The estate planning ramifications 
do not end there. The new regula
tions also permit a participant to 
change beneficiaries, and even name 
beneficiaries for the first time, after 
having started to receive required 
minimum distributions. Under the 
old provisions, once the participant 
reached his Required Beginning Date 
of April 1st of the year following the 
year in which he turned 70112, his 
beneficiary was locked in for deter
mining required minimum distribu
tions. If a participant died without a 
"designated beneficiary" under the 
1987 Proposed Regs., distribution had 
to be completed by December 3Pt of 
the year following the year of death. 
Now, the determination ofwhether 
there is a "designated beneficiary" is 
made on December 3Pt of the year 
following the year of the participant's 
death. 

For an employee with a designated 
beneficiary, the same rules will apply 
for distributions after the employee's 
death, regardless of whether the 
death occurred before or after the 
employee's Required Beginning Date. 
For an employee who elected or 
defaulted into recalculation of life 
expectancy without a designated 
beneficiary, the 2001 Proposed Regs. 
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eliminate the requirement that the 
employee's entire remaining account 
balance be distributed in the year 
after death. Instead, a distribution 
period equal to the employee's re
maining life expectancy recalculated 
immediately before death would allow 
benefits to be paid out over a number 
of years after death. The 2001 Pro
posed Regs. also change the rule that 
applies to non-spouse designated 
beneficiaries, and in the case of death 
before a participant's Required Begin
ning Date, from the 5-year rule of 
Code Section 401(a)(9)(B)(ii) to the 
life expectancy rule of Code Section 
401(a)(9)(B)(iii). Absent a plan provi
sion or election of the 5-year rule, 
the life expectancy rule would apply 
in all cases where the employee or 
participant has a designated benefi
ciary. On the death of the designated 
beneficiary, the amount in the ac
count is distributed over the then 
remaining life expectancy of the 
primary beneficiary. 

What the 2001 Proposed Regs. 
Do Not Address. It is clear that an 
IRA participant can use the 2001 
Proposed Regs. Can the beneficiary 
of an inherited IRA? Can separate 
accounts be created after the partici
pant's death if the participant dies 
after the Required Beginning Date? 
During the period between the 
participant's death and December 31st 
of the year following death, benefi
ciary designations that adversely 
affect the distribution period may be 
corrected by disclaimer in favor of 
another beneficiary or distribution 
of the entire benefit that a person 
is entitled to before that date. Can 
separate accounts be created after the 
participant's death after the Required 
Beginning Date? If a trust naming 
the spouse as sole beneficiary is the 
participant's sole designated benefi
ciary, when is the trust treated as a 
spousal beneficiary in order to defer 
distributions until the participant 
would have turned 701fz? 
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Practical Problems-Durable 
Power of Attorney Requests Required 
Minimum Distribution. This article 
will address certain other issues that 
come up in connection with IRAs 
and qualified plans. The first is the 
failure of IRA providers to recognize 
the Michigan Durable Power of 
Attorney statute. This specifically 
provides that the grant of the durable 
power of attorney is not affected by 
the lapse of time, disability or inca
pacity.11 As our clients age, the 
possibility that they will not be able 
to request their required minimum 
distribution becomes more of a prob
lem. With the new reporting require
ments of the 2001 Proposed Regs., 
are our clients going to be left to the 
whim of an IRA provider. Nothing 
can be more frustrating than a clerk 
at a 1-800 telephone bank requiring 
the client's signature on the request 
form when the client lacks physical 
or mental capacity. The Reporter's 
Commentary to EPIC provides "this 
section . . . goes beyond prior law, 
however, in stating that a durable 
power of attorney that fails to state 
a termination time is not stale but 
is exercisable, notwithstanding the 
lapse of time since the power was 
given."12 Notwithstanding the clear 
wording of the statute, some IRA 
providers refuse to recognize a 
durable power of attorney executed 
more than 30-45 days before pre
sentment. One solution has been 
to prepare the durable power of 
attorney in recordable form. We 
have been successful in presenting 
a recently recorded durable power of 
attorney to the IRA sponsor to satisfy 
the IRA provider's requirement that 
the durable power of attorney is 
authorized to act on behalf of the 
principal, IRA holder or beneficiary. 

Attached is suggested language 
to be included in durable powers of 
attorney to deal with issues that 
may arise with the disability of 
your client. 
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Use of a Trust as the IRA Benefi
ciary. Conventional wisdom of nam
ing the spouse as the beneficiary of 
an IRA or qualified retirement plan 
may not coincide with estate plan
ning. Naming each other as primary 
beneficiary was a prescription for 
failure under the 1987 Regulations. 
On the death of the first spouse after 
the Required Beginning Date, the 
second spouse had no designated 
beneficiary to use to "stretch" the IRA 
payment. The surviving spouse had 
to elect to treat the IRA as her own 
with a new designated beneficiary or 
the IRA had to be paid out by Decem
ber 31st of the year after the surviving 
spouse dies with no stretch-out avail
able. As a valuable asset in the 
client's overall estate plan, a signifi
cant number of clients use their IRA 
or qualified plan benefits as a vehicle 
to fund the credit shelter trust. The 
question becomes what should the 
trustee do. The Michigan legislation 
adopted the Revised Uniform Princi
pal and Income Act in 1965.13 The 
Revised Uniform Principal and 
Income Act never contemplated 
individual retirement accounts let 
alone the growth of corporate-spon
sored retirement plans. The Act 
allocates to income "deferred compen
sation payments" in an amount not 
in excess offive percent (5%) of the 
"inventory value" and the balance 
to principal.14 The 1965 Act defines 
"inventory value" as the fair market 
value of the property at the time it 
became subject to the trust, but in 
the case of a testamentary trust, the 
trustee may use any value finally 
determined for the purpose of an 
estate or inheritance tax. 15 This is 
the default rule that comes into play 
only in the absence of adequate 
planning or drafting. The allocation 
provided in the Act will hopefully not 
reflect the actual income or principal 
received by the IRA and distributed 
to the estate planning trust. A trust 
that is a potential beneficiary of an 
IRA distribution should: (1) carefully 

provide in the trust document how 
such a distribution is to be allocated 
between income and principal; or (2) 
require the IRA trustee or custodian 
to adopt trust accounting principles 
(allocating IRA receipts between 
income and principal) so that the 
accounting character of the distribu
tions from the IRA to the trust can 
be identified. It is important to make 
this allocation of IRA distributions 
between income and principal where 
different parties have different inter
ests in income and the remainder, 
e.g., a trust providing income for 
life to the surviving spouse and the 
remainder to the children of that 
marriage or a prior marriage. 

In qualified terminable interest 
property trusts ("QTIP") and qualified 
domestic trusts ("QDOT"), the alloca
tion of IRA distributions between 
income and principal take on their 
own importance. For a QTIP trust 
to qualify for the federal estate tax 
marital deduction, it must distribute 
all of its income at least annually to 
the surviving spouse. 16 The require
ment that all of the IRA income be 
distributed to the QTIP can be satis
fied if the spouse can compel the 
trustee to withdraw from the IRA 
all income earned on the IRA assets 
and distribute it to the spouse. 17 If 
an IRA is payable to a QTIP trust, it 
is important for the trustee to be able 
to determine the amount of income 
earned by the IRA in order to deter
mine the amount of income distribu
tion the surviving spouse is entitled to 
receive. Without adequate accounting 
for income and principal at the IRA 
level, the trustee will be unable to 
determine the amount of income 
earned by the IRA that the spouse is 
entitled to receive. An allocation of 
an IRA distribution between income 
and principal in accordance with 
the Revised Uniform Principal and 
Income Act will not reflect the actual 
income earned by the IRA. 

Qualified Domestic Trusts 
("QDOT''). A QDOT allows the estate 
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of a decedent with a spouse who is 
not a United States citizen to qualify 
for a modified version of the estate 
tax marital deduction. This is gener
ally done by structuring the trust to 
meet the QTIP requirements, i.e., the 
trustee of a QDOT established by the 
decedent will be faced with the same 
issue as the trustee of a regular 
QTIP, determining the amount of 
income earned by the IRA. It is 
unlike a traditional trust. A lifetime 
distribution of principal to the surviv
ing spouse triggers payment of the 
deferred QDOT estate tax. 18 Section 
20.2056A-5(c)(l) triggers the deferred 
QDOT estate tax when principal is 
distributed to the surviving spouse. 
Lifetime distributions of income from 
the QDOT to the surviving spouse are 
exempt from the deferred estate tax 
on QDOTs. The QDOT regulations 
provide guidance on how to determine 
the "income" part of a QDOT distri
bution.19 In general, it has the same 
meaning as that provided by Section 
643(b). This provides that the 
amount of income of the trust for the 
tax year is determined under the 
terms of the governing instrument 
and applicable state law, i.e., account
ing income. For this purpose, ac
counting income does not include 
capital gains, any other item that 
would be allocated to corpus under 
local law or income in respect of a 
decedent.20 Non-hardship lifetime 
distributions of principal to the 
surviving spouse will trigger the 
deferred QDOT estate tax while 
lifetime distributions of income will 
not. Therefore, a spouse who wants 
lifetime distributions from a QDOT 
free of the deferred QDOT estate 
tax will want to allocate as much 
of the IRA distribution to income 
as possible. 

Fiduciary Income Tax Consider
ations. The allocation of IRA distri
butions between income and principal 
has fiduciary income tax conse
quences. The allocation will affect 
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who gets taxed on the IRA distribu
tions, how much they will be taxed 
and who will get the Section 691(c) 
deduction. The status of the trust 
as either a grantor trust21 , a simple 
trust22 or a complex trust23 will deter
mine who is taxed on the distribution. 

Grantor Trusts. Not only is a 
grantor trust a trust where the 
grantor has one or more of the powers 
described in Code Sections 673 
through 677, but also where the 
beneficiary has a power described in 
Code Section 678. If a trust is classi
fied as a grantor trust, it functions 
as a conduit to the extent of the 
beneficiary's power over the trust; i.e., 
all of the income and expenses flow 
through to the beneficiary and are 
taxed on his personal income tax 
return, regardless of whether any 
distribution is made from the trust. 
The general rules regarding income 
taxation of trusts and estates do not 
apply to the extent the trust is 
treated as a grantor trust. If an IRA 
is distributable to a grantor trust, the 
IRA will be taxed to the person who 
is treated as the owner. If the benefi
ciary is treated as the "owner" of the 
entire trust (because the grantor-type 
powers apply to both the income and 
principal of the trust), the entire IRA 
distribution will be reported on the 
beneficiary's individual income tax 
return. In that case, there will be no 
need to allocate the IRA distribution 
between income and principal. 

Simple Trusts. The beneficiary 
of a simple trust is taxed on all of 
the trust accounting income but not 
greater than the trust's "distributable 
net income."24 The trust pays tax on 
any remaining taxable income accu
mulated by the trust. 25 Thus, the 
part of an IRA distribution allocated 
to the accounting income of a simple 
trust will be taxed to the income 
beneficiary of the trust. 26 

Complex Trusts and the Tier Sys
tem. The taxation of a complex trust 
is governed by whether distributions 
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are made or deemed to be made. 27 

Allocation of trust distributions 
amongst various beneficiaries of a 
complex trust is considerably more 
difficult than for beneficiaries of a 
simple trust. The allocation of a 
complex trust's distribution is gov
erned by the two-tier system set forth 
in Code Section 662. Distributions 
from complex trusts are categorized 
as: (1) distributions of income re
quired to be distributed pursuant 
to the terms of the governing instru
ment (first tier distributions); and 
(2) distributions of all other amounts 
properly paid, credited or required to 
be distributed (second tier distribu
tions). Beneficiaries of a trust must 
account for the amount of distribu
tions they receive from a trust limited 
by the trust's distributable net in
come ("DNI"). The trust is entitled 
to a distribution deduction for the 
amount distributed to the trust 
beneficiary limited by the trust's 
DNI. A complex trust is entitled to 
deduct the sum of all tier one and tier 
two distributions, but not greater 
than the trust's DNI. Tier one benefi
ciaries must account for all income 
required to be distributed, but not 
greater than the trust's DNI. Tier 
two beneficiaries must account for 
all amounts properly paid, credited 
or required to be distributed, but not 
greater than the amount by which 
the DNI exceeds all tier one distribu
tions. The DNI is allocated to first 
tier distributions first, and any 
remaining DNI is allocated to second 
tier distributions. In other words, the 
DNI of a complex trust is allocated 
first to distributions made to benefi
ciaries that income is required to be 
distributed (tier one beneficiaries) 
while the balance is allocated to 
distributions made to the beneficia
ries who are not entitled to trust 
income (tier two beneficiaries). The 
allocation of an IRA distribution 
between income and principal of a 
complex trust will determine which 

beneficiary will be taxed on the 
income part and how much they will 
be taxed. First tier beneficiaries will 
be taxed on the part of the IRA distri
bution allocated to income while the 
second tier beneficiaries will be taxed 
on the distributions they receive 
limited by the amount of the trust's 
remaining DNI. 

Section 691(c) Deduction. The part 
of an IRA payable to a beneficiary 
after the death of the IRA owner is 
income in respect of a decedent (IRD) 
to the beneficiary.28 The recipient of 
IRD is entitled to an income tax 
deduction for the estate tax attribut
able to the IRD-the Section 691(c) 
deduction. IRD paid to a trust that 
makes distributions must allocate the 
69l(c) deduction between the trust 
and the trust beneficiaries based on 
distributions. The allocation of an 
IRA distribution between income 
and principal will affect the timing, 
amount and recipient of the Section 
69l(c) deduction. 29 If the IRA is 
distributed in a single year, the 
Section 691(c) deduction is taken 
in full in that year. 30 If the IRA is 
distributed in equal installments over 
a period ofyears (e.g., a joint and 
survivor annuity), the 691(d) regula
tions provide that the deduction be 
taken ratably over the distribution 
period.31 What is unclear is how the 
691(c) deduction is allocated when the 
IRA is distributed in uneven amounts 
over multiple years. This creates a 
problem for IRAs and the operation of 
the minimum required distribution 
rules where the IRA is distributed in 
unequal amounts over a number of 
years. The problem arises because an 
IRA distribution may consist of both 
post-death accounting income/appre
ciation and principal. The part of the 
IRA distribution that represents IRD 
is entitled to a Section 691(c) deduc
tion but the part that represents 
post-death accounting income and 
appreciation is not entitled to a 
Section 691(c) deduction.32 So how 
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does a trustee determine how much 
of an IRA distribution actually repre
sents IRD that is entitled to a Section 
691(c) deduction and how much is 
post-death income and appreciation 
that is not entitled to the deduction? 
There is no clear authority on how 
the Section 691(c) deduction is calcu
lated in this situation. Some profes
sional fiduciaries take the position 
that each IRA distribution is deemed 
to consist of IRD first and post-death 
appreciation and income only after 
the IRD has been "recovered." This 
approach is justified if the income of 
the IRA is not clearly identifiable as 
is the case with most mutual funds 
and brokerage IRAs. However, if the 
fiduciary allocates part of the IRA 
distribution to income, the part of the 
IRA distribution allocable to principal 
is not income in respect of a decedent 
and is not entitled to a Section 691(c) 
deduction. A trustee anticipating 
receiving substantial periodic distri
butions from an IRA should insist 
that the trust contain language 
directing the trustee how to allocate 
the IRA distributions between income 
and principal. The trustee should 
also confirm with the IRA trustee or 
custodian the level of control that the 
IRA trustee or custodian will allow 
the trustee to exercise after the IRA 
owner's death. The trustee wants to 
be able to control the timing and the 
accounting character of distributions. 
If the trustee takes a minimum 
required distribution from an IRA 
after the IRA owner's death and is 
able to take distributions from either 
the income account or the principal 
account, he can be certain to protect 
his fiduciary obligations. Accounting 
separately for income and principal 
in an IRA allows the trustee to choose 
how much of an IRA distribution 
comes from income and how much 
comes from principal. Once an IRA 
owner dies with a trust as the IRA 
beneficiary, the IRA trustee or custo
dian should account separately for 
the IRA income and principal. The 
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value of the IRA as of the date of the 
IRA's owner's death should be allo
cated to principaP3 Therefore, the 
IRA trustee or custodian should 
allocate post-death receipts and 
disbursements to the IRA based upon 
traditional trust accounting prin
ciples. Interest, dividends and other 
normal earnings should be allocated 
to income and gains on the sale of 
IRA investments should generally be 
allocated to principal. An IRA using 
traditional trust accounting would 
have a separate income account and 
a separate principal account. When 
the IRA trustee or custodian makes 
a distribution to the beneficiary trust, 
distributions made out of the IRA's 
income account should be allocated to 
the beneficiary trust's income account 
and distributions made out of the 
IRA's principal account should be 
allocated to the beneficiary trust's 
principal account. The income 
beneficiary would be entitled to the 
distribution of the part of the IRA 
distribution allocable to trust income 
and the remaindermen would be 
entitled to the part of the IRA 
distribution allocable to principal. 

Effect of Naming a Revocable 
Living Trust as a Probate Avoidance 
Device as the Beneficiary of an IRA 
in Light of PLR 199912041. In Michi
gan, concerns have been raised since 
the IRS issued Private Letter Ruling 
199912041.34 The decedent executed 
a revocable living trust that was the 
beneficiary of the decedent's qualified 
IRAs. The trust was valid under state 
law and became irrevocable by its 
terms as of the date of the decedent's 
death. Copies of the trust document 
were timely provided to the IRA 
custodian. This ruling has been 
viewed as a warning that if the 
decedent's IRA could be used to pay 
claims, estate expenses or satisfy 
specific bequests, that there would 
be no "designated beneficiary" that 
would satisfy the exception to the 
5-year rule contained in Code Section 
401(a)(9)(B)(iii) so that the life expect-

\'' I 
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ancy of the beneficiary of the trust 
with the shortest life expectancy 
could be used to stretch out payments 
from the IRA. A key representation 
in this private letter ruling was that 
"in accordance with statutory require
ments of State E, all other expenses 
and charges against (the trust) were 
fully funded with trust assets other 
than the decedent's IRA."35 The 
Michigan statute on exemptions from 
enforcement of judgment provides at 
Sections (k) and (1): 

Section 6023. (1) The following 
property of the debtor and the 
debtor's dependents shall be exempt 
from levy and sale under any execu
tion: ... 

(k) an individual retirement account 
or individual retirement annuity 
as defined in section 408 or 408A 
of the internal revenue code of 
1986 and the payments or 
distributions from such account 
or annuity. This exemption 
applies to the operation of the 
federal bankruptcy code as 
permitted by section 522(b)(2) 
of title 11 ofthe United States 
Code, 11 U.S.C. 522 ... 

(1) the right or interest of a person 
in a pension, profit-sharing, 
stock bonus, or other plan that 
is qualified under section 401 
of the internal revenue code of 
1986, or an annuity contract 
under section 403(b) of the 
internal revenue code of 1986, 
which plan or annuity is subject 
to the employee retirement 
income security act of 197 4, 
Public Law 93-406, 88 Stat. 
829 .... 

As these subsections indicate, 
IRAs, Roth IRAs and tax-qualified 
pension, profit-sharing, stock bonus 
or 403(b) annuities, which plan or 
annuity is subject to ERISA are 
exempt from claims of creditors 
except pursuant to a divorce decree 
or child support order if the state 
exemption in bankruptcy is claimed. 
Therefore, the requirements of PLR 

199912041 that the IRA not be 
subject to the claims of creditors of 
the estate is satisfied and the life 
expectancy of the oldest beneficiary 
of the trust can be used to stretch 
out payments from the IRA. 

Disclaimers as a Means of Coordi
nating Estate Planning with Income 
Tax Planning. Disclaimers have been 
part of the Michigan statutes since 
the Michigan Disclaimer of Succes
sion to Property Act was adopted 
effective January 1, 1972.36 The 
reporter's comments to EPIC, Part 9, 
identified that "a disclaimer can be 
a very effective post mortem estate 
planning tool. "37 Michigan should be 
proud of its own Frederick R. Keydel 
for developing the concept of the 
disclaimer method for integrating 
qualified plans and IRA death ben
efits into the estate plan as part of his 
revocable living trust. The IRS has 
recognized the validity of the use of 
disclaimers by beneficiaries of quali
fied plans and individual retirement 
accounts or annuities in GCM 39858 
(September 9, 1991) that held: (1) a 
disclaimer of qualified plan benefits 
that satisfies the requirements of 
state law and Code Section 2518(b) 
is neither a prohibited assignment 
or alienation nor an assignment of 
income; (2) in addition, a disclaimer 
of benefits from an IRA that satisfies 
the requirements of state law and 
Code Section 2518(b) is not an assign
ment of income, and it is also not 
contrary to Code Sections 408(a)( 4) 
and 408(b)(1); (3) the actual recipient 
of the benefits is taxable under Code 
Section 691(a) and a deduction is 
allowed under Code Section 691(c). 
See also PLR 20010508 (1117/2000) 
for a private letter ruling on disclaim
ers. Notwithstanding what would 
appear to be clear authority for use 
of disclaimers, the 2001 Proposed 
Regs. clarify that disclaimers will 
become even more important in 
estate planning. As restated, Pro
posed Reg. 1.401(a)(9)-4 provides 
that the "employee's designated 
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beneficiary will be determined based 
on the beneficiaries designated as of 
the last day of the calendar year 
following the calendar year of the 
employee's death." Therefore, any 
person who was a beneficiary as of 
the date of the employee's death, but 
is not a beneficiary on that later date 
(e.g., because the person disclaims 
entitlement to the benefit in favor of 
another beneficiary or because the 
person receives the entire benefit to 
which the person is entitled before 
that date), is not taken into account 
in determining the employee's desig
nated beneficiary for purposes of 
determining the distribution period 
for required minimum distributions 
after the employee's death. This also 
means that the new proposed regula
tions should be reviewed for any 
estate where the decedent died in 
2000. For heirs of participants who 
died before 2000, it is now too late to 
use the "1-year post death cleanup 
period" to change or adjust the iden
tity of the "designated beneficiary" 
because the end of the year following 
the year of death has passed under 
the new rules. Two other post
mortem planning steps to be taken 
in connection with an IRA under the 
new proposed regulations are the 
establishment of separate accounts 
and the elimination of beneficiaries 
by distribution. Disclaimer is recog
nized by the summary of the proposed 
regulations. 38 The use of a cash out of 
a beneficiary prior to the December 
31st of the year following death is 
recognized as a method of coordinat
ing the estate planning with the goal 
to stretch the IRA or qualified plan 
distribution out as long as possible 
is recognized in the Explanation of 
Provisions Overview.39 Any benefi
ciary eliminated by distribution of 
benefits or through disclaimer (or 
otherwise) during the period between 
the employee's death and the end of 
the year following the year of death 
is disregarded in determining the 
employee's designated beneficiary for 
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purposes of calculating required 
mipimum distributions.40 

Section 401(a)(9) in its current 
form was added as part of the Tax 
Reform Act of 1986. Proposed 
regulations were issued in 1987, 
modified in 1997 and finally repro
posed January, 2001. Much has 
been written over the last fourteen 
(14) years as to who the correct 
beneficiary should be for income 
tax and estate tax planning. With 
the introduction of the new 2001 
proposed regulations, the paradigm 
shifts again. Much has been 
learned as to the mistakes made 
over the last fourteen (14) years. 
Much remains to be learned in 
dealing with the significant assets 
we and our clients have and who 
our designated beneficiaries should 
be. For clients still alive, the new 
proposed regulations provide an 
opportunity to review their desig
nations and do proper planning. 

Suggested language to 
include in Durable Power 
of Attorney 
My agent shall have the power to 
create and contribute to an em
ployee benefit plan (including a 
plan for a self-employed individual) 
"individual retirement accounts," 
Roth IRA, 403(b)annuity or ac
count, Section 457 plan or other 
retirement plans or arrangements 
in my name or for my benefit, 
whether as a participant or benefi
ciary (each of which is hereafter 
referred to as "such Plan"); to select 
any payment option under any IRA 
or employee benefit plan in which I 
am a participant (including plans 
for self-employed individuals) or to 
change options I have selected; to 
make voluntary contributions to 
such plan; to make "roll-overs" of 
plan benefits into other retirement 
plans, to apply for and receive 
payments and benefits; to waive 
rights given to non-employee 



.. 

~ 

Michigan Tax Lawyer-1st Quarter 2001 

spouses under state or federal law; to 
borrow money and purchase assets 
therefrom and sell assets thereto, if 
authorized by any such plans; to 
make and change beneficiary designa
tions or contingent beneficiaries for 
any benefits payable under such Plan 
on account of my death, including 
revocable and/or irrevocable designa
tions; to consent and/or waive consent 
in connection with the designation of 
beneficiaries and the selection of joint 
and survivor annuities under any 
employee benefit plan or individual 
retirement account(s) or Roth IRA; to 
receive and endorse checks or other 
distributions to me from such Plan, or 
to arrange for the direct deposit of 
same in any account in my name or in 
the name of (client's revocable trust). 
Notwithstanding anything contained 
herein to the contrary, my Agent shall 

have no power to designate my Agent 
directly or indirectly as a beneficiary, 
whether primary or contingent, to 
receive a greater share of any such 
benefits than my Agent would have 
otherwise received, unless such 
change is consented to by all other 
beneficiaries who would have received 
the benefits but for the proposed 
change. This limitation shall not 
apply to any designation of my Agent 
as beneficiary in a fiduciary capacity, 
with no beneficial interest. 

Kal Goren is a shareholder in the Business 
Planning Group of Cox, Hodgman & 
Giarmarco, P.C. he chairs one of the firm's 
two estate planning practices and is co-chair 
of the firm's Employee Benefits Group. Kal 
earned his J.D. from Wayne State University 
Law School in 1971. 
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2000-55-6518. 

13. MCLA 555.50; MSA 26.79. 

14. MCLA555.61, MSA26.79(11). 

15. MCLA 555.51(2). 

16. IRC 2056(b)(7)(B)(ii). 

17. Rev. Rul. 89-89, 1989-2 C.B. 231 as expanded by Rev. Rul. 2000-2,2000-3 I.R.S. 

18. 20.2056A-5(b)(1). 

19. IRC Section 2056A(b)(3)(A). 

20. Reg. 20.2056A-5(c)(2). 

21. For example, a conduit to the extent the beneficiary receives all the income and expenses and same are 
taxed on the beneficiary's personal income tax return regardless of whether any distribution is made from 
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--------------ENDNOTES (continued)--------------

the trust, i.e., the entire income is reported on the beneficiary's Form 1040. On this trust, there is generally 
no need to allocate the IRA distribution between income and principal. 

22. Code Section 651 defines a simple trust as: 1) required to distribute all of its accounting income annually; 
2) makes no principal distributions; and 3) makes no distributions to charity. 

23. A complex trust is defined in Reg. 1.651 (a)-1 and Reg. 1.661 (a)-1 as a trust that is not a simple trust. 

24. Code Section 643(a) defines distributable net income. 

25. A non-grantor trust is a separate taxable entity. The taxable income of the trust is either taxed to the trust 
or to its beneficiaries. This will depend on the trust, local law and, for complex trusts, whether distributions 
have been made to the beneficiary. If trust income is accumulated, it is taxed to the trust. If the income is 
distributed, or deemed distributed to the beneficiary, the trust gets a deduction for the distribution up to the 
trust's "distributable net income" and the beneficiary accounts for the income on his own tax return up to the 
amount of the trust's distributable net income. 

26. This assumes the income beneficiary is in a lower marginal income tax bracket than the trust. The trust's 
marginal tax rate will be 39.6% for 2000 taxable income exceeding $8,650 and $8,900 for 2001. In most 
cases, the income beneficiaries' marginal income tax rate will be lower. The individual's marginal income 
tax rate is 39.6% only for taxable income in 2000 in excess of $288,350 and $297,300 for 2001. 

27. See Endnote 25. 

28. Although not specifically defined in the Code, consists of income the decedent was entitled to receive at the 
time of his death but were not included in gross income before death. The fair market value of the IRD is 
included in the decedent's gross estate. The recipient recognizes it in the year of receipt. To prevent double 
taxation of the IRD, 691 (c) grants the IRD recipient an income tax deduction for the federal estate tax 
attributable to the I RD. It is taken as a miscellaneous itemized deduction on the recipient's income tax 
return. It is not subject to the 2% floor on itemized deductions under Section 67(a)(2). But, IRD paid to an 
individual (as opposed to a trust) may be reduced under Section 68 that reduces an individual's itemized 
deductions by 3% of the excess of the individual's adjusted gross income over $128,950 ($64,475 for 
marrieds filing separately) in 2000 and over $132,950 and $66,475, respectively. The taxpayer can lose 
no more than 80% of his itemized deductions under this section. 

29. Reg. 1.691 (c)-2. 

30. Reg. 1.691(c)-1, Rev. Rul. 92-47, 1992-1 G.B. 198. 

31. Sec. 691(d); Reg. 1.691(c)-1(c)(2); Reg. 1.691(d)-1; PLR 8702004. 

32. Rev. Rul. 92-47, 1992-1 G.B. 198, Holding 3. Here the IRS held that the part of the lump-sum distribution 
from an IRA that represented appreciation and income that accrued between the date of death and the date 
of distribution is not income in respect of a decedent. 

33. Rev. Rul. 92-47, 1992-1 C. B. 198, where the IRS held that the balance in the IRA as of the date of death 
(less non-deductible contributions) is income in respect of a decedent. IRD is normally allocated to principal. 
Any non-deductible contribution made during the decedent's life would also be allocated to principal. 

34. PLR 199912041 (12/30/98), 1998 PRL Lexis 2347. 

35. PLR 199912041 (12/30/98), Note 12. 

36. 1971 PA 9. 

37. P. 141 ICLE Estates and Protected Individuals Code with Reporter's Commentary. 

38. 2001 TNT 9-7, Summary, Page 1 

39. 2001 TNT 9-7, Overview, Paragraph 23, Page 6 

40. 2001 TNT 9-7, Determination of the Designated Beneficiary, Paragraph 31, P.8. 
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New Tax Opportunities Arising Under the FSC Repeal 
and Extraterritorial Income Exclusion Act of 2000 
By: JoAnn Chavez, Jeffrey S. Freeman 
and Marjorie Bilyeu Gell, KPMG LLP 

Introduction 
On November 15, 2000, President 
Bill Clinton, in an effort to comply 
~ith international trade obligations, 
Signed into law the FSC Repeal and 
Extraterritorial Income Exclusion 
("EIE") Act. 1 This historic legislation 
repeals the foreign sales corporation 
("FSC") provisions under the Internal 
Revenue Code, and attempts tore
solve the controversy related to the 
World Trade Organization's finding 
that the FSC regime constituted an 
illegal export subsidy. The newly 
enacted law may provide some oppor
tunities for companies that were not 
able to previously benefit from the 
older export regimes. This article will 
present an overview of the evolution 
of the new regime for taxation of 
foreign sales, and will explore some 
new opportunities that have become 
available. 

The Evolutionary Process 
of the EIE Act 
To understand the EIE regime it is . ' Important to consider the evolution-
ary process that led to its enactment. 
Specifically, the rise and fall of the 
precursors to the EIE-the so-called 
"DISC" and "FSC" regimes-shed 
light on how the EIE legislation came 
to pass. 

(1) Prior Export Regimes 
The roots of the new regime lie in 

the 1970s when Congress, under the 
Revenue Act of 1971, enacted DISC 
(or domestic international sales 
corporation) legislation, which created 
a separate tax regime for foreign 
sales.2 During the 1970s and 1980s, 
many of the United State's trading 
partners objected to the DISC legisla
tion, claiming it provided an export 
subsidy in violation of the General 

Agreement on Tariffs and Trade 
("GATT"). In 1983, the year after 
the European Community requested 
that the U.S. pay $2 billion in com
pensatory DISC-related damages, 
the Reagan administration proposed 
legislation designed to replace the 
DISC provisions.3 This legislation, 
enacted as part of the Deficit Reduc
tion Act of 1984,4 created a new tax 
regime known as the FSC. 

As with DISC, Congress enacted 
the FSC legislation as a way to level 
the playing field for American export
ers that had to comply with disadvan
tageous foreign tax laws, yet had to 
continue to compete in the world 
marketplace. 5 At the same time, 
the legislation was seen as a way to 
appease the U.S. trading partners 
that had objected to the previous 
DISC regime.6 

FSCs exempted a portion of an 
exporter's profits from U.S. tax. 
To qualify for FSC benefits, a U.S. 
exporter had to establish a foreign 
subsidiary corporation (i.e., the FSC) 
in a country with which the U.S. 
has entered into an exchange of 
information agreement, or in a U.S. 
possession other than Puerto Rico. 
The FSC, similar to the DISC, is 
essentially a shell corporation that 
is either set up to earn a commission 
?nits U.S. parent's exports, or makes 
mtercompany purchases of products 
for resale abroad. In addition to a 
number of requirements, the FSC 
must meet certain foreign manage
ment7 and foreign economic process8 

tests. Such foreign activity require
ments were put in place to ensure 
that the excluded income was earned 
outside the U.S. in compliance with 
GATT principles. 

As with the DISC regime, the 
international response to FSC was 
unfavorable. The European Union 
("EU"), voicing concerns over the 
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FSC legislation even before it was 
enacted,9 filed a complaint with the 
World Trade Organization ("WT0")10 

in 1997, asserting that FSCs provided 
illegal export subsidies. 

(2) The WTO Decision 

On October 8, 1999, the WTO Panel 
in considering the EU's complaint 
found that the U.S., through its FSC 
provisions, was in violation of two 
trade agreements- the Agreement 
on Subsidies and Countervailing 
Measures and the Agreement on 
Agriculture, two of the GATT agree
ments adopted in 1994-95. The ruling 
was based on a two-part analysis. 
First, the WTO found that by exempt
ing certain income from worldwide 
income (the basis of U.S. taxation), 
the FSC rules created a subsidy. 
Second, the WTO ruled that this 
subsidy, by applying only to goods and 
services exported from the U.S., was 
export-contingent and therefore 
illegal under GATT. The U.S. was 
given until October 1, 2000 to bring 
the FSC provisions into conformity 
with these agreements, and to other
wise "withdraw the export subsidies" 
under the FSC regime. 11 

(3) The U.S. Response 
The U.S., while disagreeing with 

the WTO decision, nonetheless sought 
to address the WTO concerns by 
enacting new legislation. In a biparti
san effort, and with the assistance of 
the U.S. Treasury and members of the 
business community, Congress devel
oped legislation that repeals the FSC 
rules and creates a new exclusion of 
certain extraterritorial income from 
U.S. taxation. The legislation pur
ported to rectify problems with FSC in 
three major ways. First, the legisla
tion created a general rule of taxation 
that excludes an entire category of 
income from taxation. Second, by 
broadening the treatment of foreign 
sales to include property manufac
tured abroad as well as in the U.S., 
the export-contingent nature of the 
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FSC rules was eliminated. Third, the 
legislation eliminated the need for a 
separate foreign/tax-haven corpora
tion. On November 15, 2000, the 
EIE regime was signed into law. 

The Major Provisions 
of the EIE Act 

(1) Overview 
The EIE Act12 repeals the FSC 

provisions13 in their entirety, and 
replaces them with a new category 
of income subject to exclusion from 
gross income. This category, known 
as extraterritorial income, is exclud
ible from gross income to the extent of 
a taxpayer's Qualifying Foreign Trade 
Income ("QFTI"). As discussed below, 
QFTI is calculated by taking statu
tory percentages of Foreign Trading 
Gross Receipts, Foreign Trade In
come, and Foreign Sale and Leasing 
Income. 

The exclusion applies to all U.S. 
taxpayers (whether or not corpora
tions) as well as to foreign corpora
tions that have elected to be treated 
as U.S. corporationsY Unlike the 
FSC model, the EIE regime does not 
require use or creation of a separate 
entity. Under the new law, qualifying 
taxpayers are automatically entitled 
to the export benefits, 15 and an affir
mative election must be made to opt 
out of the regime. As with other 
expenses related to exempt income, 
no otherwise deductible expenses 
allocated to qualifying foreign trade 
income are generally allowed. The 
salient features of the EIE Act are 
discussed below. 

(2) Qualifying Foreign Trade Income 
To determine how much extraterri

torial income can be excluded under 
the Act, a taxpayer's QFTI must be 
calculated. This is done by choosing 
one of three mathematical formulas 
(whichever results in the greatest 
reduction of taxable income).16 The 
three formulas are (1) 1.2 percent of 
the foreign trading gross receipts; 
(2) 15 percent of the foreign trade 
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income; and (3) 30 percent of the 
foreign sale and leasing income. 
These formulas are applied on a 
transaction-by-transaction basis, 17 
and a taxpayer can thus manage its 
benefit under the EIE Act by choosing 
different methods for different trans
actions. The methods are as follows: 

a. Foreign Trading Gross Receipts 
Foreign trading gross receipts 

are gross receipts of the taxpayer 
which are (1) from the sale, 
exchange or other disposition of 
qualifying foreign trade property; 
(2) from the lease or rental of 
qualifying foreign trade prop
erty18 for use by the lessee outside 
the U.S.; (3) for services which 
are related and subsidiary to any 
sale, exchange or other disposi
tion of qualifying foreign trade 
property, or to any lease or rental 
of qualifying foreign trade prop
erty for use outside the U.S.; ( 4) 
for engineering or architectural 
services for construction projects 
located outside the U.S.; or (5) for 
the performance of managerial 
services for a non-related person 
in connection with the production 
offoreign trading gross receipts 
as described in (1)- (4).19 

There are certain kinds of 
receipts that are specifically 
excluded from the definition of 
foreign trading gross receipts. 
For example, foreign trading 
gross receipts do not include 
gross receipts from sales or 
services if the qualifying foreign 
trade property or services are (1) 
for ultimate use in the U.S., or (2) 
for use by the U.S. (or any instru
mentality of the U.S.) where such 
use is required by law or regula
tion.20 This limitation prevents 
the re-importation of property 
sold to customers located outside 
the U.S. Foreign trading gross 
receipts also do not include 
receipts from transactions that 
are accomplished by a govern-

ment subsidy where the property 
is manufactured, produced, 
grown or extracted in the country 
in which the government grant
ing the subsidy is located.21 

(i) The Foreign Economic Process 
Requirements 

Foreign trading gross re
ceipts can arise from a transac
tion only where certain eco
nomic processes take place 
outside the U.S. These re
quirements, which must be 
satisfied with respect to each 
transaction, 22 are similar to 
those that applied to FSCs, 
and can be undertaken by the 
taxpayer or by someone acting 
on the taxpayer's behalf. The 
requirements are inapplicable 
to small taxpayers whose 
foreign trading gross receipts 
do not exceed $5 million.23 

The foreign economic process 
requirements are generally 
met with respect to the foreign 
trading gross receipts from a 
transaction (1) where the 
taxpayer has participated 
outside the U.S. in the solicita
tion (other than advertising), 
negotiation, or the making of 
the contract relating to the 
transaction, or (2) where the 
foreign direct costs attributable 
to the transaction are at least 
50 percent of the total direct 
costs of the transaction.24 

Alternatively, if at least 85 
percent of the direct costs are 
attributable to two activities 
for which costs are incurred, 
the foreign economic process 
requirements will be satisfied. 
Direct costs include expendi
tures related to the following 
activities: (1) advertising and 
sales promotion; (2) processing 
of customer orders and arrang
ing for delivery; (3) transpor
tation outside the U.S. in 
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connection with delivery to 
the customer; (4) determina
tion and transmittal of a final 
invoice or statement of account 
or receipt of payment; or (5) 
the assumption of credit risk. 25 

b. Foreign Trade Income 
Foreign trade income is the 

taxable income of the taxpayer 
attributable to foreign trading 
gross receipts, determined with
out regard to the extraterritorial 
exclusion.26 

c. Foreign Sale and Leasing Income 
Foreign sale and leasing 

income is defined as foreign trade 
income properly allocable to 
certain activities constituting 
foreign economic processes such 
as foreign solicitation relating to 
the transaction, or transportation 
outside the U.S. in connection 
with delivery to the customer.27 

Thus, the more foreign activity 
the taxpayer has related to the 
transaction, the greater the 
potential exclusion. 

Foreign sales and leasing 
income also includes foreign 
trade income derived by the tax 
payer from lease or rental of 
qualifying foreign trade property 
for use by the lessee outside the 
U.s.2s 

(3) Special Provisions 
a. Grouping and Sourcing Rules 

Under the EIE Act, transac
tions, which include sales, ex
changes, dispositions, leasing, 
rental and the furnishing of 
services, may be grouped based 
on product lines or recognized 
industry of trade usage. Differ
ent methods of determining QFTI 
can be applied to different group
ings, though it is expected that 
Treasury will allow only one 
method to be applied to transac
tions within a grouping. In 
addition, taxpayers can increase 
excludible income by applying 
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marginal costing. Although 
regulations have not yet been 
issued with regard to grouping 
transactions and marginal cost
ing, according to the legislative 
history of the EIE Act, the 
FSC rules with regard to these 
issues can be applied to EIE.29 

To prevent a taxpayer from 
obtaining both an exemption 
from U.S. tax, as well as signifi
cant amounts of foreign source 
income (and a corresponding 
increase in foreign tax credit 
utilization), the EIE Act includes 
a foreign sourcing rule applying 
to sales transactions that involve 
property manufactured in the 
U.S. This rule is similar to 
that under the FSC and DISC 
regimes. 

Specifically, under IRC Sec. 
943(c), for QFTI that is calcu
lated under the foreign trading 
gross receipts method, foreign 
source income is limited to and 
may not exceed the amount of 
foreign trade income that would 
be treated as foreign source · 
income if foreign trade income 
were reduced by 4 percent of the 
related foreign trading gross 
receipts (not taking into account 
this limitation).3° For QFTI that 
is calculated under the foreign 
trade income method, foreign 
source income may not exceed 50 
percent of foreign trade income 
that would be treated as foreign 
source income (not taking into 
account this limitation)Y This 
sourcing limitation does not 
apply when QFTI is determined 
under the sales and leasing 
income method. 

b. Leasing Transactions 
There are a number of special 

provisions in the EIE Act that 
apply to leasing transactions. 
For example, foreign sale and 
leasing income includes foreign 
trade income derived from the 
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sale of previously leased prop
erty, where the property is to be 
used outside the U.S.32 There is 
also a special rule that addresses 
the allocation of interest with 
regard to lease property. That 
is, qualifying foreign trade prop
erty that is held for lease in the 
ordinary course of business for 
use by the lessee outside the 
U.S. is not taken into account for 
interest allocation purposes; only 
directly allocable expenses may 
be taken into account. 33 

Further, a special transfer 
pricing limitation rule applies 
where foreign sale and leasing 
income is derived from property 
that is acquired from a related 
party. Where property is either 
(1) manufactured, produced, 
grown, or extracted by the tax
payer, or (2) acquired by the 
taxpayer from a related person 
for a price not determined under 
transfer pricing principles, the 
amount of foreign sale and leas
ing income is limited to the 
amount that would have been 
determined if the taxpayer had 
acquired the property at arm's 
length, and then subsequently 
leased or sold the property. 34 

Finally, the legislative history 
of the EIE Act addresses the 
issue of the multi-year lease, and 
whether the foreign economic 
process requirements must be 
met at the beginning of the lease, 
or must be met each tax year. 
While regulations should be 
released that will clarify this 
issue, a reading of the legislative 
history indicates that all lease 
payments received under a multi
year lease should be considered 
foreign trading gross receipts for 
EIE purposes, so long as the 
foreign economic process require
ments were met at the inception 
of the lease.35 A sale of the leased 
asset, according to the legislative 
history, where the sale is not 

specifically made pursuant to the 
lease, would be considered a new 
transaction. In such a case, it 
appears that the foreign economic 
process requirements would have 
to be independently met.36 

c. Foreign Tax Credits and the 
Treatment of Withholding Taxes 

Foreign tax credits are not 
permitted for foreign taxes in
curred in connection with income 
that has been excluded under the 
EIE Act. 37 An exception applies, 
however, to foreign withholding 
taxes paid with respect to QFTI, 
which are generally not treated 
as paid or accrued with respect 
to QFTI.38 Withholding tax, for 
purposes of this rule, means any 
tax which is imposed on a basis 
other than residence and which 
is otherwise creditable under IRC 
sec. 901 or 903. 39 A transaction 
for which a taxpayer calculates 
the EIE under the foreign sale 
and leasing income method is not 
subject to this exception, and 
therefore withholding taxes paid 
with respect to such receipts are 
not eligible for a foreign tax 
credit for U.S. tax purposes.40 

d. Effective Dates and Transition 
Rules 

The provisions of the EIE Act 
apply to all transactions occur
ring after September 30, 2000.41 

No new FSCs can be created as 
of this date, although under a 
grandfather clause, any FSCs in 
existence as of September 30, 
2000 can continue to apply the 
old FSC rules through December 
31, 2001. In addition, with 
regard to FSCs that have binding 
contracts with unrelated parties 
in effect as of September 30, 
2000, the old FSC rules can be 
applied indefinitely (i.e., until the 
end of the contract) to transac
tions made in the ordinary course 
of business under the existing 
contracts. The definition of a 

Feature 
Articles 

... withholding 
taxes paid with 
respect to such 
receipts are 
not eligible for 
a foreign tax 
credit ... 

23 



Feature 
Articles 

26 

Michigan Tax Lawyer-1st Quarter 2001 

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

17. A transaction for EIE purposes means (1) any sale, exchange, or other disposition; (2) any lease or rental; 
or (3) any furnishing of services. lAC sec. 943(b)(1 )(A).-

18. Qualifying foreign trade property is defined as property manufactured, produced, grown, or extracted in or 
outside the U.S. that is held primarily for sale, lease, or rental in the ordinary course of business for direct 
use, consumption or disposition outside the U.S., and not more than 50 percent of the fair market value of 
which is attributable to (i) articles manufactured, produced, grown, or extracted, or that have other value 
added outside the U.S.; and (ii) direct costs for labor, determined under Section 263A principles, performed 
outside the U.S. See lAC sec. 943(a)(1 ). 

19. lAC sec. 942(a)(1 )(A) - (E). 

20. lAC sec. 942(a)(2)(A). 

21. lAC sec. 942(a)(2)(B). 

22. Just what constitutes a new and separate transaction should be clarified once proposed regulations or other 
guidance is released. 

23. See lAC sec. 942(c)(1 ). It is noted that for purposes of the $5 million limitation, the receipts of all related 
persons are aggregated. See lAC sec. 942(c)(2). Also, for partnerships, S corporations or other pass
through entities, the determination of whether the receipts exceed the $5 million limit is made at both the 
entity level, as well as at the partner/shareholder level. See lAC sec. 942 (c)(3). 

24. lAC sec. 942(b)(2). 

25. lAC sec. 942(b)(3). 

26. lAC sec. 941 (b). 

27. lAC sec. 941( c )(1)(A). 

28. lAC sec. 941 (c)(1 )(B). 

29. H.R. Apt. 106-845, at 32 (Sept. 13, 2000). 

30. lAC sec. 943(c)(1). 

31. lAC sec. 943(c)(2). 

32. lAC sec. 941 (c)(2)(A). 

33. lAC sec. 941 (c)(3)(B). 

34. lAC sec. 941(c)(2)(B). 

35. H.R. Apt. 106-845, at 22 (Sept. 13, 2000). 

36. /d. 

37. lAC sec. 114(d). 

38. lAC sec. 943(d)(1) 

39. /d. 

40. lAC sec. 943(d)(2). 

41. P.L. 106-519, sec. 5(a); 114 Stat. 2423 (2000). 

42. P.L. 106-519, sec. 5 (c)(1); 114 Stat. 2423 (2000). 

43. It is also possible to apply EIE to some transaction and FSC to others. The government is expected 
to release guidance on this point in the near future, though it is consistent with section 5 ( c )(2) of the 
Act, which says that a taxpayer may elect to have the Act apply "to any transaction by an FSC or a 
related person." 

44. Note that there are several reasons why a taxpayer may want to retain an existing FSC. By retaining an 
existing FSC, the taxpayer may defer its decision whether to use the new rules until the filing of its tax return. 
Once the FSC is liquidated, the taxpayer will no longer be able to claim FSC benefits. Although the new 
rules may be more favorable than FSC for certain taxpayers, it is also possible that for others, FSC will 
provide a greater or more certain benefit than extraterritorial income exclusion. For example, in limited 
cases, the new language of the domestic content test may adversely affect taxpayers. Furthermore, the 
absence of regulations creates uncertainty. 

45. WT/DS108/14, 21 Nov., 2000. 

46. See EU Trade Official Says FSC Dispute Still Demands Attention, 21 TAX NOTES INT'L 2654 (Dec. 11, 
2000). 
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Gitlitz v Commissioner: Application of Section 108 
to Insolvent S Corporations 
By: Christopher Uzpen 

The United States Supreme Court 
recently clarified the tax treatment 
of cancellation of indebtedness (COD) 
income in the context of an insolvent 
S corporation. Gitlitz v Commis
sioner, 121 S.Ct. 701 (2001) rev'g 182 
F.3d 1143 (lOth Cir. 1999). Stated 
si~ply, COD income recognized by 
an msolvent S corporation passes 
through to the corporation's share
holders pro rata as an item ofincome 
and increases the shareholders' basis 
i~ the corporation for the year of 
discharge. The "tax attribute reduc
tion" mandated by Section 108(b) 
does not occur until after the share
holders compute their tax liability 
for the_y~ar of discharge (including 
recognizmg suspended losses against 
the increased basis). 

Subchapter S rules 
An eligible corporation may elect to 
recognize its income for federal in
come tax purposes under the pass
through regime of Subchapter S. 
Each shareholder of an S corporation 
must take into account that share
holder's pro rata share of the corpo
ration's "items of income (including 
tax-exempt income), loss deduction 

0 ' ' or credit, the separate treatment of 
which could affect the liability for 
tax of any shareholder" and the 
~orporation's nonseparately computed 
mc~me or loss. Section 1366(a). By 
taking such amounts into income, the 
shareholder is permitted to increase 
(or decrease) that shareholder's stock 
basis in the corporation. Section 
136_7(a); _see also 1~67(b)(2) (regarding 
basis adJustments m S corporation 
debt owed to shareholders). A share
holder may deduct that shareholder's 
pro rata share of S corporation losses 
only to the extent of that share
holder's basis in the corporation 
(stock and shareholder debt basis). 

Section 1366(d). The amount of the 
excess loss, commonly referred to as 
a suspended loss, may be deducted in 
a future year when such shareholder 
"acquires" basis in the corporation. 
The suspended loss is treated as 
incurred in such future tax year. 
Section 1366(d)(2). 

Cancellation of indebted income 
For approximately 70 years the 
Internal Revenue Code (Code) and 
the courts have recognized that the 
forgiveness or cancellation of a bona 
fide debt obligation may produce 
income to the debtor. See Section 
61(a)(12); United States v Kirby, 284 
U.S. 1 (1931). However to avoid the 
0 • • ' ImpositiOn of economic hardship on 
those least able to pay, Congress has 
allowed certain insolvent taxpayers 
who realize COD income to exclude 
such amounts from gross income. 

Section 108(a) provides, in part, 
that gross income does not include 
any amount that would be included in 
income by reason of the cancellation 
of an indebtedness if the cancellation 
occurs when the corporation is insol
vent. The income exclusion permitted 
because of the corporation's insol
vency only applies to the extent of 
such insolvency, determined immedi
ately prior to discharge. Sections 
108(a)(3) and 108(d)(3). 

The corporation does not receive 
this ~ncome exclusion "free of charge." 
~ectwn 108(b) requires the corpora
tion to reduce certain tax attributes 
for any amount excluded under 
Section _108(a). Ordinarily, the first 
t~x ~ttnbute reduced by the corpora
tion IS any net operating loss for the 
?'ear of discharge and any net operat
mg loss carryovers. Following the 
complete reduction of the corporations 
net operating losses, the corporation 
must reduce, to the extent available 
its: general business credits, mini- ' 
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mum tax credits, capital loss carry
overs, basis of the corporations prop
erty, passive activity loss or credit 
carryovers and foreign tax credit 
carryovers. But see Section 1017(b)(2) 
(prohibiting basis reduction below 
corporation's aggregate liabilities). 
The tax attribute reduction occurs 
after the determination of the cor
poration's income tax for the taxable 
year of discharge. Section 108(b)(4). 
Section 108 adopts special rules to 
account for the pass-through tax 
treatment of S corporations. Section 
108(d)(7); see also Section 108(d)(6) 
discussed infra (for rules regarding 
partnerships). 

The determination of whether an 
S corporation is insolvent such that 
COD income may be excluded under 
Section 108(a) occurs at the corporate, 
not the shareholder, level. Section 
108(d)(7)(A). By testing at the corpo
rate level, the Code ensures that all 
shareholders are treated equally, 
irrespective of their personal situa
tions. H.R. Rep. No. 98-432, 98th 
Cong., 2d Sees. 1640 (1984). As a 
result, a solvent shareholder may 
exclude the passed through COD 
income of an S corporation where the 
S corporation is insolvent. The in
verse is also true. An insolvent share
holder recognizes the passed through 
COD income of an S corporation 
where the S corporation is solvent. 
Similarly, the tax attribute reduction 
occurs at the corporate level. Section 
108(d)(7)(B). The S corporation 
must reduce its net operating losses, 
property basis, etc., for any amount 
excluded from gross income. A 
shareholder's "suspended loss" is 
generally deemed a net operating 
loss of the S corporation for purposes 
of reducing the tax attributes of the 
S corporation. Section 108(d)(7)(B). 

A controversy arose regarding the 
interaction of Section 108 with Sec
tions 1366 and 1367 (the S corpora
tion pass-through rules) where an 
insolvent S corporation recognizes 
COD income and its shareholders 
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possess suspended losses. In particu
lar, the questions arose whether (1) 
COD income is an "item of income" 
capable of being passed through to 
shareholders under Section 1366; and 
(2) if it does pass through, when does 
the tax attribute reduction occur (pre
or post pass-through). The Supreme 
Court in an 8-1 decision authored by 
Justice Thomas resolved these ques
tions by adopting a plain reading of 
the Code. 

Gitlitz v. Commissioner 
David Gitlitz and Philip Winn were 
shareholders in P.D.W.&A., Inc. 
(PDW A) an S corporation during the 
relevant period. Both shareholders 
had significant suspended losses in 
PDW A. PDW A was a partner in 
Parker Properties Joint Venture 
(Parker). Parker realized $4,154,891 
of COD income in 1991. PDW A's 
share of this amount was $2,021,296. 
It was agreed that PDWA was insol
vent to the extent of$2,181,748. The 
shareholders took the position that 
the COD income recognized by PDW A 
was a pass-through item under Sec
tion 1366. Accordingly, each share
holder increased his basis in PDWA 
by his pro rata share of such income 
($1,010,648). The basis increase 
permitted the shareholders to recog
nize suspended losses of $1,010,648. 
The Service disallowed the losses on 
the ground that the shareholders 
lacked sufficient basis in their stock 
(i.e., the COD income did not increase 
the shareholders' stock basis). 

After suffering an initial setback 
in Winn (Gitlitz) v Commissioner, 73 
TCM 3167 (1997), withdrawn and 
replaced by 75 TCM 1840 (1998), the 
Service's attempt to prohibit share
holders of insolvent S corporations 
from recognizing suspended losses 
against the purported basis increase 
by reason of the pass-through of COD 
income was generally upheld by the 
courts, albeit for different reasons. 
See for example Nelson v Commis
sioner 110 TC 114 (1998) affd 182 
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F.3d. 1152 (lOth Cir. 1999) (COD 
income not an item of income subject 
to pass-through under Section 1366); 
Gitlitz v Commissioner 182 F.3d. 
1143 (lOth Cir. 1999) rev'd 121 S. Ct. 
701, (tax attribute reduction occurs 
prior to pass-through of COD income 
and any COD income passed through 
to the shareholders cannot increase 
the shareholders' basis); Witzel v 
Commissioner, 200 F.3d 496 (7th Cir. 
2000) remanded in light of Gitlitz, 
supra (tax attribute reduction occurs 
prior to pass through of COD income 
but COD income is an item of income 
which increases the shareholders' 
basis); United States v Farley, 202 
F.3d 198 (3d Cir. 2000) cert denied 
(COD income passes through to 
shareholders as an item of income 
and increases their basis; tax at
tribute reduction does not occur until 
the beginning of the next taxable 
year). Because of these inconsistent 
decisions, the Supreme Court granted 
certiorari in Gitlitz. 

Before the Supreme Court in 
Gitlitz, the Service argued that (1) 
COD income is not an "item of in
come;" and (2) Section 108(a)(7)(A) 
overrides the general pass through 
rules of Section 1366 such that COD 
income is not capable of being passed 
through to the shareholders. The 
Service appeared to have distanced 
itself from the "timing approach" 
adopted by the court of appeals (i.e., 
when does the tax attribute reduction 
occur pre- or post pass-through). See 
Gitlitz, supra, n8. With regard to the 
argument that COD income is not an 
item of income, the Service offered 
two alternative theories. First, the 
Service argued that Section 108 
alters the character of COD income so 
that it is no longer an item of income. 
Second, the Service contended that 
Section 1366, while applying to "tax
exempt" income, does not apply to 
"tax-deferred" income, which, accord
ing to its argument, COD income 
constitutes. 

Justice Thomas, on behalf of the 

Court, found neither of the Service's 
arguments that COD income is not 
an item of income supported by the 
plain language of the Code. Section 
61(a)(l2) specifically states that gross 
income includes COD income. In the 
Court's view, there was no indication 
that Section 108 alters the underly
ing character of COD income. Sec
tion 108 is an income exclusion 
provision. It determines whether 
COD income is included in income 
not whether it is, in fact, an item 
of income. Furthermore, the Court 
found that inclusion in gross income 
is not a prerequisite to being treated 
as an item ofincome. Section 
1366(a)(1) (an item of income 
includes tax-exempt income). 
The Court noted that Sections 101 
through 136 adopt the same statu
tory construction as Section 108. 
The Service has never argued that 
all items of income under those 
Section may not be passed through 
to the shareholders under Section 
1366. Compare Section 103 (gross 
income does not include state and 
local bond interest) with Regs. 
§1.1366-l(a)(2)(e) discussed infra 
(state bond interest is tax-exempt 
income). The Service attempted to 
distinguish COD income from those 
other types of income on the ground 
that COD income involves no eco
nomic outlay. Absent legislative 
support for such a distinction, the 
Court refused to treat similar statu
tory provisions differently. Compare 
Section 103(a) with Section 108(a). 

The Court also rejected the 
Service's narrow reading of the 
parenthetical in Section 1366. As 
discussed previously, items of income 
include tax-exempt income. The 
Service read Section 1366(a) as 
embracing tax-exempt but not tax
deferred income.1 Without addressing 
the question ofwhether COD income 
is in fact tax-deferred income, the 
Court found that the Service's argu
ment missed the point. The question 
was not whether COD income was 

Short Subjects 

... the Court 
found that 
the Service's 
argument 
missed the 
point. 

29 



Short Subjects 

The very 
purpose of 
Subchapter 5 
is to tax at the 
shareholder 
level, not the 
corporate level. 

30 

tax-exempt or tax-deferred income 
but rather whether it was an item of 
income. The Court held that Section 
1366 is worded "broadly enough to 
include any income, even tax-de
ferred income." Accordingly, the 
Court held that COD income is an 
item of income which may be passed 
through to the shareholders under 
Section 1366. 

The Court, rejecting the interpre
tation of Justice Breyer in his dis
sent, found no basis for the Service's 
argument that Section 108(d)(7)(A) 
prohibited the application of the 
Subchapter S pass-through rules to 
insolvent S corporations. The basis 
for the rejection was discussed in a 
footnote, where the Court stated: 

Section 108(d)(7)(A) merely 
directs that the exclusion from 
gross income and the tax at
tribute reduction be made at 
the corporate level. Section 
108(d)(7)(A) does not state or 
imply that the debt discharge 
provisions shall apply only 'at 
the corporate level.' The very 
purpose of Subchapter S is to tax 
at the shareholder level, not the 
corporate level. Income is deter
mined at the S corporation level, 
see Section 1363(b), not in order 
to tax the corporation, Section 
1363(a) (exempting an S 
corporation from income tax) 
but solely to pass through to 
this corporation's shareholders 
the corporation's income. 

Finally, turning to the timing issue 
(i.e., when does the corporation 
reduce tax attributes), the Court once 
again found resolution of the issue 
within the plain language of the 
Code. Section 108(b)(4)(A) directs 
that the tax attribute reduction "shall 
be made after the determination of 
the tax imposed by this chapter for 
the taxable year of discharge." In the 
Court's view, a shareholder's tax 
liability cannot be determined until 
all items of income and loss, includ
ing suspended losses which are 
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deemed incurred by the S corporation 
under Section 1366(d), are passed 
through to the shareholder and the 
shareholder's basis is adjusted by 
reason of such pass through. Accord
ingly, in the Courts' view, the tax 
attribute reduction does not occur 
until after the shareholder has offset 
any suspended losses against the 
share-holder's increased basis by 
reason of the COD income. 

Partnership treatment 
Partnerships and S corporations are 
both pass-through tax entities and are 
treated similarly with respect to the 
pass-through of income and deduc
tions to their owners. The Court in 
Gitlitz highlighted a distinction 
between these two pass-through 
regimes in the context of COD income. 

Unlike the tax treatment for S 
corporations, the income exclusion 
and tax attribute reduction for 
partnerships occurs at the partner, 
not the partnership, level. Section 
108(d)(6). In other words, the part
nership recognizes COD income and 
passes such income through to its 
partners. Each partner determines 
that partner's degree of (in)solvency, 
if any, and excludes the appropriate 
amount from income. As a result, all 
partners of a partnership with COD 
income are not necessarily treated 
equally. Some partners may be 
permitted to exclude COD income 
from gross income under the insol
vency exception, while other partners 
might be forced to recognize such 
income. See Section 1017 for rules on 
basis reduction for excluded COD 
income in the context of a partner
ship. However, in either case (inclu
sion or exclusion of COD income), the 
partner may increase his or her basis 
in the partnership by such partner's 
distributive share of COD income. 
See Rev. Rul92-97, 1992-2 CB 124; 
TAM 9739002 (rejecting Babin v 
Commissioner, 23 F.3d 1032 (6th Cir. 
1994) (COD income does not increase 
a partner's basis) for cases post-1980 
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(the Bankruptcy Reform Act)). 
Not to worry, Section 752 quickly 

takes away that which Section 108 
gives. One of the benefits of being 
taxed as a partnership is that part
ners are permitted to include their 
share of the partnership's liabilities 
in their basis. See Rev. Rul. 92-97; 
Rev. Rul. 94-4, 1994-1 CB 195. Under 
Section 752(a), an increase in a 
partner's share of the liabilities of a 
partnership is deemed to be a cash 
contribution by such partner to the 
partnership. This deemed cash 
contribution increases the partner's 
basis. Section 722. Similarly, a 
decrease in a partner's share of the 
liabilities of a partnership is deemed 
to be a cash distribution by the part
nership to such partner. Section 
752(b). This deemed cash distribu
tion decreases the partner's basis in 
the partnership. Section 733. 

The forgiveness or cancellation of 
a debt obligation that produces COD 
income must also produce a deemed 
cash distribution under Section 
752(b) (as a result of the decrease in 
liabilities). The aggregate deemed 
cash distribution will equal the 
aggregate basis increase caused by 
reason of the COD income. Thus, 
assuming that the partners share the 
partnership's liabilities as they share 
income, the net effect on the partner's 
basis (before reduction of tax at
tributes), as a result of the cancella
tion of a debt, is zero. In other words, 
the partners do not receive a net 
basis increase which may be used 
to recognize suspended losses prior 
to reducing the tax attributes. 

As a result, in the partnership 
context, the partners do not receive 
the "windfall" (net basis increase and 
ability to deduct suspended losses) 
granted to S corporation sharehold
ers. The Service believed this differ
ing treatment was unfair and poor 
tax policy. However, the Supreme 
Court determined that such result 
was mandated by the Code and was 
the direct result of Congress' decision 

to apply Section 108 at the corporate 
level for S corporations. 

The following examples demon
strate the differing tax treatment 
of partnership and S corporations 
in the context of "Gitlitz" type 
transactions (i.e., insolvent entity 
and solvent shareholders). 

Situation 1 
A and B each contribute $100 to X 
corporation, an S corporation, for 50 
shares of stock. X borrows $800 from 
a third-party and purchases depre
ciable equipment for $1000. The 
equipment produces $200 of deprecia
tion deductions per year. Over each 
of the next five years, X's income 
exactly equals its expenses, excluding 
depreciation. At the end of the fifth 
year the value of the equipment has 
declined to zero. The creditor cancels 
the debt on the first day of the sixth 
year. X is insolvent by $800 at that 
time. 

In year 1, A and B were each 
permitted to recognize a $100 loss by 
using their $100 stock basis to offset 
their share of the $200 depreciation 
deduction. In years 2 through 5, A 
and B were not permitted to utilize 
the depreciation deductions due to a 
lack of basis. As a result, both A and 
B have a $400 suspended loss. In 
year 6, X recognizes (but excludible 
under the insolvency exception) and 
passes through to its shareholders 
$800 of COD income. A and B are 
each allocated $400 of excluded COD 
income and increase their basis 
accordingly. The shareholders may 
then use the basis increase to recog
nize the suspended losses. X does not 
reduce any tax attributes because it 
has none to reduce. In the end, A 
and B have no basis in their stock 
and each has recognized a $500 loss 
as the $100 investment. 

Situation 2 
A and B each contribute $100 toP, a 
limited liability company taxed as a 
partnership. A and Beach have a 50 
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percent profits/losses and capital 
interest in P. P borrows $800 from 
a third-party and purchases depre
ciable equipment for $1000. The 
equipment produces $200 of deprecia
tion deductions per year. Over each 
of the next five years, P's income 
exactly equals its expenses, excluding 
depreciation. At the end of the fifth 
year the value of the equipment has 
declined to zero. The creditor cancels 
the debt on the first day of the sixth 
year. P is insolvent by $800 at that 
time. 

In year 1, A and B were each 
permitted to recognize a $100 loss 
by using $100 of their $500 basis to 
offset their share of the $200 depre
ciation deductions. In years 2 
through 5, A and Bare still permitted 
to recognize a $100 loss because of 
the inclusion of P's liabilities in basis. 
As a result, A and B have recognized 
$500 worth of losses by the end of 
year 5. In year 6, P recognizes and 
passes through $800 of COD income. 
A and B each are allocated (and 
recognize because of their individual 
solvency) $400 of COD income and 
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increase their basis accordingly. The 
partners are then deemed to have 
received a cash distribution under 
Section 752(b) of $800, which reduces 
their partnership basis to zero. In 
the end, A and B have no basis in 
their partnership interest and each 
recognized a net $100 loss on their 
$100 investment. 

Conclusion 
In summary, COD income is an "item 
of income" that passes through to the 
corporation's shareholders pro rata. 
The shareholders are permitted to 
increase their basis in the corpora
tion by their share of the COD in
come. The shareholders may utilize 
the basis increase to offset suspended 
losses and the tax attribute reduction 
does not occur until after the utiliza
tion of the suspended losses. 

Christopher R. Uzpen 1s an associate at 
the law f1rm of Warner Norcross & Judd 
LLP, 1n Holland, M1ch1gan, He graduated 
from the Un1vers1ty of Connect1cut m 1995 
and received h1s law degree from the 
Un1vers1ty of M1nnesota in 1998, 

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

1, As Gitlitz meandered through the courts, the Service sought to bolster its argument that COD income 
was not an item of income by proposing and finalizing new regulations under Subchapter S, 
Regs § U 366-1 ( a)(2)( e) now states: 

For purposes of subchapter S, tax-exempt income is income that is permanently excludible from gross 
income in all circumstances in which the applicable provision of the Internal Revenue Code applies, For 
example, income that is excludible from gross income under section 101 (certain death benefits) or section 
103 (interest on state and local bonds) is tax-exempt income, while income that is excludible from gross 
income under section 108 (income from discharge of indebtedness) or section 109 (improvements by 
lessee on lessor's property) is not tax-exempt income. 

The Court did not consider the validity of this regulation, although its decision presumably invalidates it, 
in part, as being inconsistent with the plain language of the Code, 
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Notice 2001-10: New Guidance on the Taxation 
of Split-Dollar Life Insurance Policies 
By: Theodore E. Froum, Esq .. 

For many years, split-dollar life 
i~surance policies have been a recog
mzed method of providing for life 
insurance for valued employees. 
Generally, a split-dollar policy is a 
cash value whole life insurance policy 
which covers the life of an employee. 
It is not a special type of insurance 
per se, but instead is a plan which 
allows for the splitting of the rights 
and obligations associated with life 
insurance. With a split-dollar policy, 
the death proceeds and premium 
payments are divided between an 
employer and an employee. The 
employer pays part or all of the policy 
premium until such time as the 
~mployee dies or both parties agree it 
Is time for the employee to reimburse 
the employer for the premiums it has 
previously paid. If the employee dies 
while the split-dollar policy arrange
ment is in effect, the employer is 
repaid for its previous outlays with 
a portion of the policy proceeds. 
Under a "traditional" split-dollar 
arrangement, the employer owns the 
cash surrender value of the policy. 

Such policies fulfill numerous needs 
of both a worker and his employer. To 
the worker, a split-dollar life insur
ance arrangement provides the oppor
tunity to obtain life insurance when 
he otherwise would lack the financial 
~eans to do so. 1 Additionally, the 
msurance is a type of recognition of 
the employee's value to the employer 
and can thus act as a morale booster.2 

From the vantage of the employer, 
there are many positive attributes of 
in~tiating a split-dollar life insurance 
arrangement, such as: 

• It offers an inexpensive way for 
an employer to provide life insur
ance to valued employees on a 
selective basis. This type of plan 
may be set up on a confidential 
basis without notice to employees 
who are not receiving the life 

insurance3
; 

• Unlike a qualified retirement 
plan, the split-dollar life insur
ance arrangement does not 
need any IRS approval in order 
to be established4; 

• In a tight labor market, a 
split-dollar arrangement is an 
incentive that can attract and 
retain promising employees5; 

• The employer's interest in the 
policy is a financial asset that 
may be drawn upon in times 
ofneed6; 

• The employer can recover the 
cost of its premiums upon a 
"rollout" of the policy (i.e., the 
employment relationship termi
nates and the policy is trans
fe~red to the employee, who then 
reimburses the employer for its 
prior premium paymentsF; and 

• The insurance proceeds payable 
upon the death of the insured 
employee are generally received 
income tax free under §101 of 
the Internal Revenue Code.8 

Tax Treatment of Split-Dollar 
Policies: Before Notice 2001-10 
While split-dollar policies have grown 
in popularity over the years, guidance 
from the government on how to tax 
such arrangements have not been 
especially comprehensive. Accord
ingly, tax, financial and insurance 
P.rofessionals have often raised ques
tions about the federal income tax 
treatment of a split-dollar arrange
ment. Is it a payment of compensa
tion to an executive, a loan from an 
employer to a key employee or a 
financial investment by the employer 
for its own benefit? 

For years, Rev. Rul. 64-328, 1964-2 
C.B. 11, and Rev. Rul. 66-110, 1966-1 
C.B. 12, prescribed the federal income 
tax treatment of split-dollar life 
insurance policies. To oversimplify, 
both of these rulings provided that, 
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except for the economic benefits 
derived from the employee's own 
premium payments, all economic 
benefits conferred upon the employee 
under a split-dollar policy arrange
ment constituted gross income to such 
employee.9 Specifically, under the 
type of split-dollar policy arrangement 
addressed in Rev. Rul. 64-328, all 
amounts credited to the cash surren
der value of the life insurance con
tract inured to the employer.l0 The 
economic benefit inuring to the em
ployee was the value of the insurance 
protection attributable to the portion 
of the contract's death benefit and 
which was payable to the employee's 
beneficiary. 11 Accordingly, the 
employee's gross income included the 
value of the life insurance protection 
provided to the employee in that year, 
less any amount actually paid by the 
employee.12 Under the Ruling, a table 
of one-year premium rates previously 
set forth in Rev. Rul. 55-747, 1955-2 
C.B. 228, (commonly referred to as the 
"P.S. 58" rates), were to be utilized to 
determine the value of the current life 
insurance protection provided to the 
worker, and thus the amount to be 
included in his gross income.13 

Rev. Rul. 66-10 modified Rev. Rul. 
64-328 by providing that the value of 
any economic benefits (over and above 
current insurance protection) pro
vided to an employee were also to be 
included in his gross income. This 
additional gross income was equal to 
the amount of any policyholder divi
dends distributed to the employee or 
applied to provide additional insur
ance for his exclusive benefit. Accord
ingly, if an employer does not possess 
an interest in a dividend applied to 
provide paid up additional insurance, 
the taxable economic benefit is the 
dividend itself and not the value of 
the insurance protection resulting 
from the dividend. 14 

Rev. Rul. 66-10 further stated that 
a life insurer's published premium 
rates for one year term insurance 
could be used to measure the value 
of the current insurance protection if 
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those rates were lower than the P.S. 
58 rates and were available to all 
standard risks. As a consequence, 
the amount to be included in a 
taxpayer's income was not necessarily 
the P.S. 58 rates, but rather the 
lesser of the P.S. 58 rate or the par
ticular insurer's published rates. 15 

New Questions Regarding 
Equity Split-Dollar Policies 
While the Rulings discussed above 
provide some direction, Notice 2001-
10 states that until now no guidance 
has existed which directly addressed 
the forms of "equity" split-dollar 
arrangements that have been widely 
used in recent years. In a standard 
equity split-dollar arrangement, the 
employee is the basic owner of the 
insurance policy. Unlike the split
dollar arrangements described in 
Rev. Rul. 64-328 and Rev. Rul. 66-
110, the employer possesses an 
interest in the cash surrender value. 
of the contract which is limited to the 
aggregate amount of its premium 
payments, exclusive of any earnings 
component.16 Accordingly, the em
ployee derives the entire economic 
benefit of any positive return on the 
employer's investment in the life 
insurance contract.17 

Under an equity split-dollar ar
rangement such as the one described 
above, a worker derives a valuable 
economic benefit from his employer's 
premium payments beyond the 
current life insurance protection 
addressed in Rev. Rul. 64-328. 18 

Per Rev. Rul. 66-110, a worker who 
receives economic benefits from the 
value of current life insurance protec
tion is taxable on the value of such 
benefits.19 Accordingly, under the 
general principals of the revenue 
rulings discussed above, the employee 
must account for his rights in the 
cash surrender value of an equity 
split-dollar policy in a manner consis
tent with the substance of his con
tractual position.20 The question 
of how to define this contractual 
relationship can be difficult, however, 
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and some taxpayers were confused 
as to how to treat their split-dollar 
arrangements. 

Under I.R.C. § 83, a life insurance 
contract is considered to be property 
to the extent of its cash surrender 
value.21 Accordingly, if the substance 
of an equity split-dollar arrangement 
involves the transfer of a beneficial 
interest in the cash surrender value 
of a life insurance contract from an 
employer to an employee, that eco
nomic benefit is properly includable 
in the employee's gross income.22 

Whether an equity split-dollar 
arrangement involves a transfer of 
property within the meaning of I.R.C. 
§ 83, however, depends on how the 
split-dollar arrangement is struc
tured.23 If the employee is the benefi
cial owner of the life insurance policy 
from the inception of the arrange
ment, there is no transfer of property 
for purposes of§ 83.24 For example, 
if there is an expectation that the 
employer will receive payment of its 
share ofthe premiums at a fixed or 
determinable date in the future, then 
the arrangement may be treated as 
an acquisition of a life insurance 
contract by the employee with the 
proceeds of a loan from the em
ployer.25 The loan to the employee 
is to be secured by the life insurance 
policy itself. 

I.R.C. § 7872 determines the rules 
with respect to certain loans. Specifi
cally,§ 7872 recharacterizes a below
market loan (a loan in which the 
interest rate charged is less than the 
applicable federal rate) as an arm's
length transaction wherein the lender 
makes a loan to the borrower at the 
applicable federal rate, coupled with a 
payment or payments to the borrower 
sufficient to fund all or part of the 
interest that the borrower has treated 
as paying on that loan. 26 In the case 
of a compensation related below
market loan, the imputed payments 
to borrower are treated as compensa
tion income and are includable within 
the gross income of the employee. 27 

Taxpayers were left to guess which 
of the above theories regarding char
acterization and taxation of their 
split-dollar policies (as well as others 
not described above) were correct. 
In light of the lack of guidance, the 
IRS issued Notice 2001-10. 

Notice 2001-10 
In the newly released Notice 2001-10, 
the Treasury Department and the 
IRS modify how taxpayers are to 
treat split-dollar life insurance 
policies, including equity policy 
arrangements, for federal income tax 
purposes. The Notice clarifies prior 
IRS rulings and is meant to provide 
interim guidance until further admin
istrative proclamations are issued. 

Under the dictates of the new 
Notice, the characterization (i.e., 
whether the arrangement is treated 
as a loan, an investment in the con
tract for the employer's own account, 
or as compensation income for the 
employee) and tax treatment of equity 
and other split-dollar life insurance 
arrangements will be determined 
using the following guidelines: 

1. The government will usually 
accept the parties' characteriza
tion of the employer's payments 
if: (a) the characterization is 
consistent with the substance of 
the arrangement, (b) the parties 
have adhered to their character
ization of the arrangement from 
its beginning, and (c) the parties 
fully account for all economic 
benefits conferred on the em
ployee in a manner consistent 
with their characterization.28 

2. If treated as a loan under I.R.C. 
§7872, the employee will not 
include the value of the insurance 
protection in his gross income. 
Further, the cash surrender 
value of the contract will not be 
included as compensation under 
I.R.C. §83.29 

3. Where a split-dollar arrangement 
has been treated as an invest
ment in the contract for the 
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employer's own account, the IRS 
will deem the following to occur: 
(a) the employer will be deemed 

as having acquired beneficial 
ownership of the insurance 
policy through its share of the 
premium payments, and 

(b) the employee will have com
pensation income under: 
(i) I.R.C. § 61, to the extent 

of (1) the value of the life 
insurance protection 
provided to the employee, 
minus any premium 
payments he made, and 
(2) any dividends or other 
distributions made to the 
employee under the life 
insurance contract; and 

(ii) I.R.C. § 83 to the extent 
he requires a substan
tially vested interest in 
the cash surrender value 
ofthe policy, minus any 
amounts he paid for his 
interest. 30 

The government will not treat an 
employer as having made a transfer 
of a portion of the cash surrender 
value of a life insurance contract to 
an employee for purposes of I.R.C. 
§83 solely because the interest or 
other earnings credited to the cash 
surrender value of the contract 
caused the cash surrender value to 
exceed the portion payable to the 
employer on termination of the split 
dollar arrangement.31 

4. If treated as a straight payment 
of compensation, the premium 
payment made by the employer 
is deemed income to the employee 
under I.R.C. § 61. In such a case, 
the employer pays the premiums 
for the benefit of the employee 
under a split-dollar arrangement 
but acquires neither a beneficial 
ownership interest in the life 
insurance contract nor has 
a reasonable expectation of 
receiving repayment of that 
amount through policy proceeds 
or otherwise. 32 
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In addition to issuing the above 
guidelines, Notice 2001-10 officially 
reveked Rev. Rul. 55-747. Accord
ingly, the government no longer treats 
or accepts the P.S. 58 rates as a 
measure of the value of current life 
insurance protection for federal 
income tax purposes.33 Instead, 
taxpayers may use a new premium 
rate guide, called "Table 2001 " 
which is included within the Notice . 
If a taxpayer prefers, he may continue 
to use the P.S. 58 rates for taxable 
years ending on or before December 
31, 2001.34 It should be noted that the 
Table 2001 premium rates are lower 
than the P.S. 58 rates at all ages.35 

Despite the above, Notice 2001-10 
allows taxpayers to continue to deter
mine the value of current life insur
ance protection by using their 
insurer's lower published premium 
rates, though there are two caveats. 
First, for periods after December 31, 
2003, the government will not con
sider an insurer's published premium 
rates to be available to all standard 
risks who apply unless: (a) the in
surer makes the availability of such 
rates known to persons who apply for 
term insurance coverage from the 
insurer, (b) the insurer regularly sells 
term insurance at such rates to indi
viduals who apply for term insurance 
coverage through such insurer's 
norJ?al distribution channels, and (c) 
the msurer does not more commonly 
sell term insurance at higher pre
mium rates to individuals that the 
insurer classifies as standard risks 
under the definition most commonly 
used by that insurer. The second 
caveat is that, with respect to a life 
insurance policy issued after the 30th 
day after the publication of the No
tice, no assurance is provided that the 
II~S will allow such published pre
mmm rate may be used to determine 
the value of life insurance protection 
periods after the later of: (1) Decem
ber 31, 2003, or (2) December 31 of 
the year in which further guidance 
relating to this topic is issued.36 
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Conclusion 
Notice 2001-10 takes the guesswork 
out of how to treat a split-dollar policy 
arrangement for federal income tax 
purposes. In a taxpayer friendly 
gesture, the government affords an 
employer and its key employee the 
ability to characterize a split-dollar 
policy arrangement as they see fit and 
thus allows for the selection of the 
most beneficial tax treatment. It is 

hoped that future guidance on this 
issue will continue to allow taxpayers 
the flexibility of the rules set forth in 
the Notice. 

Theodore E. Froum is an associate in the 
Ann Arbor office of the law firm of Miller, 
Canfield, Paddock and Stone, P.L.C., 
practiCing in the areas of corporate law, tax 
law, real estate, and estate planning. 
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judgment of 
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Appeals. 
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Michigan Supreme Court holds 
that jury should have been in
structed regarding the use tax 
resale exemption 

In People v. Rodriguez (620 N.W.2d 
13; 2000 Mich. LEXIS 2397 (Decem
ber 27, 2000)), the Michigan Supreme 
Court reversed the lower courts' 
judgments and held that it was not 
harmless error for the circuit court to 
refuse to instruct the jury about the 
use tax resale exemption. 

Rodriguez, a carpeting stores owner 
in Michigan, periodically bought and 
sold used vehicles. A Texas automo
bile dealer allowed Rodriguez to use 
some of the dealership's temporary 
permits. Typically, the defendant 
would purchase used vehicles in Ohio 
at auction, place the Texas permit on 
them, and bring the vehicles back to 
Michigan. In Michigan, Rodriguez 
repaired the vehicles and re-sold 
them at auction. Rodriguez faced six 
felony counts for use tax evasion on 
six vehicles. Rodriguez was found 
guilty of one felony count and two 
misdemeanor counts for use tax 
evasion. The Court of Appeals con
firmed the convictions. The Michigan 
Supreme Court reversed the judg
ment of the Court of Appeals. 

In the circuit court, Rodriguez 
requested that the jury be instructed 
on the resale exemption found in 
M.C.L. 205.94(c); M.S.A. 7.555(4)(c). 
Relying on a different subsection, the 
circuit court refused the request and 
stated that the resale exemption 
applied only to dealers. 1 This refusal 
forced defense counsel to argue that 
Rodriguez had not intended to evade 
the use tax. The Court of Appeals 
majority agreed with the circuit court 
and held that the resale exemption 
found in M.C.L. 205.94(c); M.S.A. 
7.555(4)(c) was not applicable because 
M.C.L. 205.93(2); M.S.A. 7.555(3)(2) 
was more specific and controlling. 
The Supreme Court disagreed and 
held that M.C.L. 205.94(c); M.S.A. 
7.555(4)(c) is the controlling statute. 
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The Court reasoned that in enacting 
M.C.L. 205.94(c); M.S.A. 7.555(4)(c), 
the legislature did not restrict the 
purchased for resale exemption to 
dealers only. Additionally, the Court 
reasoned that the plain meaning of 
the phrase "purchased for resale" 
conveys a legislative intent inconsis
tent with purchase for another pur
pose. Determining that the error to 
refuse to instruct the jury regarding 
the resale exemption was outcome 
determinative and thus not harmless, 
the Court reversed and remanded the 
case for a new trial. 

Michigan Court of Appeals holds 
that aircraft is subject to use tax 

Affirming the lower court's grant of 
summary disposition for the defen
dant, the Michigan Court of Appeals, 
in Guardian Industries Corporation v. 
Department of Treasury (2000 Mich. 
App. LEXIS 243 (November 14, 
2000)), found that the plaintiff was 
subject to Michigan use tax on its 
aircraft. 

Guardian Industries purchased an 
aircraft in 1989 and took delivery in 
Delaware. The aircraft was flown to 
different states, but was not brought 
into Michigan until more than 90 
days after its purchase. The aircraft 
was then stored in Detroit and 
Michigan served as the aircraft's 
home port. 

The plaintiff argued that because 
the aircraft was not brought into the 
state until more than 90 days after 
its purchase, it was exempt from use 
tax under M.C.L. § 205.93; M.S.A. 
§ 7.555(3). The court disagreed. 
As stated by the court, "(t]he plain 
language of the [M.C.L. § 205.93; 
M.S.A. § 7.555(3)] contains nolan
guage purporting to grant an exemp
tion for property brought into this 
state ninety days after the purchase 
date, and judicial construction is 
neither permitted or required." 
[Emphasis added]. The court also 
rejected the plaintiffs arguments that 
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levy of the use tax violated the Com
merce Clause and Equal Protection 
provisions of the constitution. 

Michigan Court of Appeals holds 
that corporation does not qualify 
for Single Business Tax casual 
sale exemption 

In Guardian Photo, Inc. u. Depart
ment of Treasury (2000 Mich. App. 
LEXIS 242 (November 14, 2000)), the 
Michigan Court of Appeals affirmed 
the lower court's decision, holding 
that the corporation-taxpayer did not 
qualify for the Single Business Tax 
(SBT) casual sale exemption. 

In 1991, Guardian Photo sold all 
of its operating assets, resulting in a 
$60,063,396 gain. While originally 
including the gain on its SBT return, 
Guardian Photo subsequently filed an 
amended return demanding a refund 
for $51,137, plus interest. The refund 
claim was denied. Guardian Photo 
filed suit in the Court of Claims 
alleging that the SBT Act excluded 
the gain from Plaintiffs tax base 
because the SBT Act viewed the asset 
sale a casual transaction. The case 
was dismissed on defendant's motion 
for summary disposition. The Court 
of Appeals affirmed the lower court's 
holding. 

Using the rules of statutory 
construction, the court noted that 
the statute equates a corporation's 
business income with its federal 
taxable income. 2 Accordingly, 
because Guardian Photo was a 
corporation, the court reasoned 
that the taxpayer was precluded 
from excluding the gain from the 
asset sale from its SBT calculation. 
The court did not consider the issue 
of whether the asset sale was in fact 
a casual transaction due to its conclu
sion regarding the non-deductibility 
of the gain. The court also did not 
consider whether the casual sale 
exemption is unconstitutional due to 
the plaintiff not properly presenting 
such issue. 

S-Corporation's distributive 
income should be allocated 
to Michigan, rules Michigan 
Court of Appeals 

In Wisne u. Department of Treasury 
(2001 Mich. App. LEXIS 12 (January 
16, 2001)), the Michigan Court of 
Appeals held that a nonresident 
shareholder's distributive income from 
an 8-corporation is taxable business 
income apportioned to Michigan if 
received after December 14, 1990. 

Wisne, a Florida resident, was a 
shareholder in several Michigan 8-
corporations. Wisne had filed a 
refund claim for Michigan taxes paid 
on the 8-corporation's distribution for 
the 1990 tax year pursuant to 
Bachman u. Department of Treasury 
(544 N.W.2d 733; 215 Mich. App. 174 
(Mich. App. 1996)). ·The Michigan 
Department of Treasury denied 
Wisne's refund claim, arguing that the 
adoption of 1990 Public Act 2833 

made a nonresident shareholder's 
distributive share from an 8-corpora
tion subject to Michigan income 
tax for the entire tax year that the 
amendment became effective. 

The Court of Appeals, affirming the 
Court of Claims holding, agreed with 
the earlier Bachman decision that a 
nonresident shareholder's distributive 
income from an 8-corporation is not 
taxable if it is received before Decem
ber 14, 1990. However, the court also 
held that a nonresident shareholder's 
distributive income from an 8-corpora
tion is business income allocated to 
Michigan, and thus subject to appor
tionment, if it is received after 
December 14, 1990. Therefore, 
Wisne was denied a refund for the 
income taxes paid after December 14, 
1990. The court did not discuss any 
constitutional issues. 
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Amended definition of "addi
tions" in property tax code is 
constitutional, rules Michigan 
Court of Appeals 
In WPW Acquisition Company v. City 
o{Troy (2000 Mich. App. LEXIS 244 
(November 14, 2000)), the Michigan 
Court of Appeals reversed the lower 
court and held that the amended 
definition of "additions" in M.C.L. 
§ 211.34d(1)(b); M.S.A. § 7.52(4)(1)(b) 
is constitutional. 

The dispute involved an office 
building that had its state equalized 
value reduced in 1991 due to lower 
occupancy rates. In 1996, the taxable 
value was raised because of greater 
occupancy rates. This increase 
occurred after Proposal A became 
effective, which provides that taxable 
values may not increase more than 
the general price level in the proceed
ing year. The court found that while 
"additions" was previously limited to 
increases in value caused by new 
construction, after Proposal A was 
ratified the statutory definition was 
changed to include increases in value 
due to the property's occupancy rate. 
The court found this extension to be 
reasonable and constitutional. The 
court reasoned that amending 
"additions" to include increases in 
value attributed to occupancy rate 
"implements the intent of the voters 
for equal application to commercial 
property owners where those prop
erty owners were previously allowed 
a loss because of a decrease in 
occupancy or if the value of new 
construction was reduced because 
of a below-market occupancy rate." 

Michigan Tax Tribunal holds that 
nonprofit corporation's aircraft 
replacement parts are exempt 
from use tax 

In Nomads, Inc. v. Department of 
Treasury (MTT Docket No. 254165 
(November 27, 2000)), the Michigan 
Tax Tribunal held that a nonprofit 
corporation's aircraft replacement 
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parts are exempt from use tax. 
A membership-based travel club, 

Nomads, Inc. purchased replacement 
engines and a bracket kit from an 
out-of-state vendor for its Boeing 727 
aircraft. Nomads asserted that it was 
exempt from use tax because it was a 
"domestic air carrier" engaged in the 
commercial transport of passengers 
as a business activity. See, M.C.L. 
205.94(k); M.S.A. 7.555(4k). The Tax 
Tribunal agreed and noted that there 
was no requirement in the exemption 
section that the taxpayer be organized 
"for profit." 

Michigan legislature adds sales 
and use tax exemption 

On December 4, 2000, Gov. John 
Engler approved legislation to exempt 
free or reduced-price meals provided 
to restaurant employees during work
ing hours. The sales tax bill (Senate 
Bill 773, Public Act No. 329) amends 
M.C.L. 205.54g; M.S.A. 7.525(7) to 
revise the definition of"prepared food 
intended for immediate consumption" 
to exclude such meals. The use tax 
bill (Senate Bill 734, Public Act 
No. 328) amends M.C.L. 205.94d; 
M.S.A. 7.555(4d) to exclude free 
or reduced-price employee meals 
from the application of the use tax. 

Michigan legislature amends 
MEGA definitions 

On January 9, 2001 Gov. John Engler 
approved legislation to amend the 
definitional section of the Michigan 
Economic Growth Authority (MEGA) 
Act. The bill (Senate Bill1046, Public 
Act No. 428) amends M.C.L. 207.803; 
M.S.A. 3.540(803) to expand the 
meaning of"qualified new job." In 
addition to its original meaning, a 
qualified new job, for jobs created 
after July 1, 2000, is a full-time job 
that is in excess of the number of full
time jobs that the business had 120 
days before it became an authorized 
business under the MEGA Act. 
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Michigan legislature amends SBT 
gross receipts definition 

On January 10, 2001, Gov. John 
Engler approved Senate Bill 1300 
(Public Act No. 4 77) to amend the 
definition of "gross receipts" and 
"sales" under the SBT in M.C.L. 
208. 7; M.S.A 7.558(7). The bill was 
enacted to remove the circular nature 
of the gross receipts and sales defini
tions and redefine gross receipts to 
clarify the agency exception. Under 
the new legislation, "gross receipts" 
is defined as the entire amount a 
taxpayer receives from "any activity 
whether in intrastate, interstate, or 
foreign commerce carried on for direct 
or indirect gain, benefit, or advantage 
to the taxpayer or to others." Addi
tionally, the statute now contains 
several exceptions to gross receipts. 
For example, money an advertising 
agency receives to acquire advertising 
media time, space, production, or 
talent on behalf of another person is 
exempt from the SBT. 

The bill also expands the definition 
of"sales." In addition to transferring 
property or performing services, 
"sales" is defined to include renting or 
using property which constitutes 
business activity. However, the 
taxpayer's receipt of dividends, inter
est, and royalties, to the extent 
deducted from the taxpayer's tax base 
under M.C.L. 208.9; M.S.A 7.558(9), 
is specifically excluded from the 
definition of sale. 

Michigan legislature subjects 
electricity to sales and use tax 

On January 2, 2001, Gov. John 
Engler approved legislation to subject 
electricity to sales and use tax. The 
sales tax bill (Senate Bill 988, Public 
Act No. 390) amends M.C.L. 205.51; 
M.S.A 7.521 to include the sale of 
electricity, gas, and steam in the 
definition of"sale at retail" (begin
ning September 20, 1999). The use 
tax bill (Senate Bill 989, Public Act 
No. 391) amends M.C.L. 205.92; 

M.S.A 7.555(2) to include electricity, 
gas, and steam in the definition of 
"tangible personal property'' (begin
ning September 20, 1999). 

Michigan enacts new legislation 
for foreign trucking companies 
for SBT purposes 

On January 1, 2001, Gov. John 
Engler approved legislation regard
ing foreign based transportation 
companies and how they should be 
taxed for SBT purposes. The bill 
(Senate Bill 1380, Public Act No. 373) 
amends the SBT act by adding 
M.C.L. 208.35b; M.S.A 7.558(35b). 
The statute allows a foreign person 
that (1) does not have a permanent 
establishment in the United States 
and (2) whose business consists of 
transporting persons or property 
to use an alternate method of 
calculating compensation. 

Michigan Department of Trea
sury issues four new bulletins 

On November 30, 2000, the Michigan 
Department of Treasury ("Depart
ment") issued Revenue Administra
tive Bulletin ("RAB") 2000-7, which 
establishes the interest rate for tax, 
underpayments and overpayments 
for the period of January 1, 2001 to 
June 30, 2001. The interest rate for 
this period is 10.4%. 

On December 15, 2000, the Depart
ment issued RAB 2000-8 to provide 
a list of the certified community 
foundations for tax year 2000. 
Contributions to these foundations 
may be eligible for tax credits under 
Michigan law. 

On December 15,2000, the Depart
ment issued RAB 2000-9 which 
discusses individual income tax relief 
from joint and several liability on 
joint tax returns. For such relief, the 
Department adopts the standards 
detailed in I.R.C. § 6015. The written 
request for relief should show that 
relief was granted on a corresponding 
federal income tax liability or that 
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the federal requirements were met. 
RAB 2000-9 supersedes RAB 1988-
50. 

On December 15, 2000, the Depart
ment issued RAB 2000-10 to an
nounce the change to the prepaid 
gasoline sales tax. Effective March 1, 
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2001, the tax rate is 8.1 cents per 
gallon. RAB 2000-10 supersedes RAB 
2000-2. 

Th1s update was prepared by Gianluca A.D. 
Pitetti and Jennifer Troyer of KPMG LLP. 

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

1. M.C.L. 205.93(2); M.S.A. 7.555(3)(2). 

2. The SST is imposed on the adjusted tax base of every person with business activity in Michigan. M.C.L. 
208.31(1); M.S.A. 7.558(31)(1). The statute defines "tax base" as business income. "Business income" is 
defined as "federal taxable income, except that for a person other than a corporation it means that part of 
federal taxable income derived from business activity." M.C.L. § 208.3(3); M.S.A. § 7.558(3)(3). Business 
activity is broadly defined, although a casual transaction is specifically excluded. M.C.L. § 208.3(2); M.S.A. 
§ 7.558(3)(2). 

3. 1990 Public Act 283 amended M.C.L. 206.110(2)(b); M.S.A. 7.557{2)(b) to remove the reference to an 
"unincorporated" business. 


