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TAXATION SECTION 

December 15,2001 

Dear Taxation Section Members: 

It has been an honor to serve as a committee chairperson, council member and officer 
of the Taxation Section for the past eight years and to work with many outstanding 
individuals in addressing the concerns of tax practitioners in the State of Michigan. I look 
forward to serving as the Chairperson of the Taxation Section for the 2001-2002 year. 

I am extremely fortunate to be surrounded by a superb group of officers who will 
serve in the following positions: Edward M. Deron, Vice Chairperson, Sherill Siebert, 
Treasurer and Eric M. Nemeth, Secretary. I would also like to welcome Trevor T. 
Wetherington and Anthony J. Caputo as council members and Jess A Bahs, Ronald T. 
Charlebois and Mary Jo Larson as committee chairpersons. I would be remiss ifl failed to 
acknowledge the outstanding contributions of my predecessor, James H. Novis, who for the 
past nine years has provided necessary leadership and has been a great source of information 
on State and Local Tax subjects. I would also like to thank Jan M. Baggett, our program 
facilitator, for her efforts in handling the day-to-day affairs of the Section with great 
efficiency. 

The following meetings and events are scheduled for the upcoming year: 

Summer Tax Conference. The Annual Summer Tax Conference will be held at 
Crystal Mountain in Thompsonville, Michigan on June 21-22,2002. Michael 0. Love has 
been working for nearly a year on putting together an outstanding program. Registration 
forms with further information will be sent during the early part of2002. In the meantime, 
please contact our program facilitator, Jan Baggett at (313) 465-8212 for more information. 

After-Hours Tax Series. Jay A. Kennedy has put together a fine group of speakers 
for various tax seminars in conjunction with ICLE including Tax Aspects of Real Estate 
Transactions, Including Like-Kind Exchanges, Hot Topics with Estate Tax Compliance, Tax 
Aspects of Divorce, Hot Topics with Pass Through Entities and Estate Planning After the 
EGTRRA. AaronS. Sherbin will be responsible for this educational series next year. Please 
call Aaron at (248) 855-6500 if you need further information or would like to be a speaker 
at one of next year's seminars. 

Michigan Tax Lawyer. Shirley A. Kaigler has taken over the reigns as editor of the 
Michigan Tax Lawyer from Aaron Sherbin. This is the most difficult and time consuming 
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position on council. The Michigan Tax Lawyer will be published triennially rather than 
quarterly due to a reduction in our committees over the past couple of years from seven to 
five. The publication will be distributed on or around September 15th as our Fall Publication, 
January 15th as our Winter Publication and May 15th as our Spring/Summer Publication. If 
you are interested in writing an article for the Michigan Tax Lawyer, please call Shirley at 
(313) 961-8380. 

Internet. The Tax Section is in the process of updating its website. I will keep you 
updated on our progress in future chairperson letters. Trevor Wetherington is overseeing all 
changes to our website. 

Committee Meetings. Each of the five Taxation Section Committees listed below 
organizes meetings to address issues relating to various areas of tax law. Tax Section 
members can be placed on a Committee's mailing list by contacting the Committee's 
chairperson. If you need information about a particular committee, please contact the 
appropriate chairperson below: 

BUSINESS ENTITIES- Ronald T. Charlebois (248) 643-6500 
EMPLOYEE BENEFITS- Mary Jo Larson (313) 465-7458 
ESTATES AND TRUSTS- Henry P. Lee (248) 646-4200 
PRACTICE AND PROCEDURE- Jess A. Bahs (517) 706-5760 
STATE AND LOCAL- Thomas J. Kenny (248) 357-3010 

Other Events. The Section will also participate in the Annual Meeting which is 
scheduled to be held in Grand Rapids on September 26, 2002. As we have done in the past, 
the Section will also be organizing a tax court luncheon during the next tax court docket with 
the presiding tax court judge as speaker. We will also be organizing various programs which 
facilitate communications with the Internal Revenue Service and the State of Michigan 
through our committees. 

On behalf of the Section's officers, council members and committee chairpersons, 
I look forward to your participation in our various programs. 

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

Recent Activities 
A meeting of the Taxation Section 
Council was held on Thursday, 
October 25, 2001. 

Recent Committee Meetings 
Joint Meeting Scheduled February 7, 
2002. There was a meeting on 
Thursday, February 7, 2002, at 3:30 
p.m. at the offices of Raymond 
& Prokop, PC, 26300 Northwestern 
Highway, 4th Floor, Southfield, MI 
48086-5058. This meeting was joint
ly sponsored with the Practices and 
Procedures Committee. Harry 
Cendrowski, CPA, of Cendrowski and 
Selecky, Trevor T. Wetherington, Esq. 
of Ernst & Young LLP, Eric Nemeth, 
Esq. of Raymond & Prokop, PC and 
Patricia Urgowski from the Internal 
Revenue Service led a panel discus
sion regarding IRS audits of partner
ship entities, including limited liabil
ity companies and joint ventures 
taxed as partnerships. This informal 
discussion included a summary of 
the procedural aspects of the TEFRA 
audit and some of the responsibilities 
of attorneys in anticipating tax 
issues when forming limited liability 
companies and drafting operating 
agreements. ' 

Spring 2002 Meeting. In April of 
2002, Eric T. Carver, Esq., of Dykema 
Gossett, PLLC, will discuss the IRS 
guidance provided in Rev Proc 2001-
43 concerning the tax treatment 
of service providers who receive 
"restricted" profit interests in 
partnerships (or LLCs taxed as 
partnership) for services. 
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Report of the Employee 
Benefits Committee 
Mary Jo Larson, Chairperson 
Honigman Miller Schwartz and Cohn LLP 
2290 First National Building 
660 Woodward Avenue 
Detroit, Ml 48226-3583 
(313) 465-7458 Office 
(313) 465-7459 Fax 
mjl @honigman.com 

Past Activities . 
On November 14. 2001, Paul Shultz, 
Director of Determinations and 
Agreements, TE/GE (Tax Exempt 
and Governmental Entities) spoke 
to the Employee Benefits Committee 
at a joint meeting with the Michigan 
Employee Benefits Conference. Mr. 
Shultz is responsible for all forms of 
guidance affecting retirement plans. 
His talk covered current and pro
posed long-term changes to the 
determination letter process and 
extension of the remedial amend
ment period under Rev. Proc. 2001-
55. He also received substantial 
feedback from the attendees on 
IRS policy~and procedures regarding 
tax-qualified retirement plans. 

Recent Activities 
There was a meeting on February 8, 
2002, 3 p.m., at the offices of 
Honigman Miller Schwartz and Cohn 
in Detroit. Mikeo Thomas, EP 
Customer Education and Outreach 
Analyst of the Internal Revenue 
Service, came to town to present a 
Virtual Tour of the Service Center 
through a video and power point 
presentation. He showed us what 
REALLY happens to Applications for 
Determination from the time they 
are filed until he favorable determi
nation letter is issued. He also pro
vided a preview of the changes to 
this process to take place in the near 
future. 
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Report of Estates and 
Trusts Committee 
Henry P. Lee, Chairperson 
Lee & Gregory, P.C. 
280 West Maple Road 
Suite 300 
Birmingham, Ml48009-3344 
(248) 646-4200 PhoneNoice Mail 
(800) 433-8776 PhoneNoice Mail 
(248) 642-0625 Fax 
hlee@ lgspc.com 

Notice of Meeting 
The Estates and Trusts Committee 
will hold its next meeting: 

When: Tuesday, February 12th 
at 3:30PM 

Where: Fifth Third Bank in the 
Southfield Town Center 
Tower 1000, 15th Floor -
Large Conference Room 
(Parking recommended 
on the 2nd or 3rd level 
of garage) 

Topic: A Presentation on Section 
529 Plans including 
recent changes under 
EGTRRA as well as a 
presentation regarding 
the Michigan Education 
Savings Program 
(MESP). 

Speakers: Adam P. Lumberg of Jaffe 
Raitt Heuer & Weiss, P.C. 
and Michael Andrews of 
TIANCREF. 

If you plan to attend the February 
12th meeting, please call Lee & 
Gregory, P.C. at (248) 646-4200 or 
e-mail us at hlee@lgspc.com if you 
are available to attend. We shall 
be looking forward to seeing you. 
Refreshments will be served. 

HenryP. Lee 
Chairperson of the Estates 
and Trusts Committee 

PS. If you have an active e-mail 
address, please e-mail it to our office 
so we can conserve costs and contin
ue to send the meeting notices via 
e-mail. Please notify us of any 
changes in your e-mail address. 
Thank you for your consideration. 

Report of the Practice 
and Procedure 
Committee 
Jess A. Bahs, Chairperson 
Foster Zack & Lowe, P.C. 
2125 University Park Drive, Suite 250 
Okemos, Ml48864-5903 
(517) 706-5760 Office 
(517) 706-5760 Fax 
jess.bahs@ fosterzacklowe.com 

Recent Committee Meetings 
Joint Meeting Scheduled February 7, 
2002. There was a meeting on 
Thursday, February 7, 2002, at 3:30 
p.m. at the offices of Raymond 
& Prokop, PC, 26300 Northwestern 
Highway, 4th Floor, Southfield, 
MI 48086-5058. This meeting 
was jointly sponsored with the 
Business Entities Committee. Harry 
Cendrowski, CPA, of Cendrowski and 
Selecky, Trevor T. Wetherington, Esq. 
of Ernst & Young LLP, Eric Nemeth, 
Esq. of Raymond & Prokop, PC and 
Patricia Urgowski from the Internal 
Revenue Service led a panel discus
sion regarding IRS audits of partner
ship entities, including limited liabil
ity companies and joint ventures 
taxed as partnerships. This informal 
discussion included a summary of 
the procedural aspects of the TEFRA 
audit and some of the responsibilities 
of attorneys in anticipating tax 
issues when forming limited liability 
companies and drafting operating 
agreements. We believe the growing 
number of limited liability companies 
makes this a timely subject. 

E-mail Updates. We are receiving 
practitioner information updates 

Reports 
from the 

Committees 

This informal 
discussion 
will include a 
summary of 
the procedural 
aspects 
oftheTEFRA 
audit ... 

5 



Reports 
from the 
Committees 

Mr. Van 
Coevering and 
Mr. Halick 
discussed 
the creation 
of a Tax 
Court ... 

6 

from the IRS by e-mail. If you 
are interested in receiving these 
e-mails, please e-mail your name 
and e-mail address to jess.bahs@ 
fosterzacklowe.com to add your 
e-mail address to our list. We will 
use e-mail to communicate with you 
more easily. If you have not received 
any e-mail updates, you may want 
to make sure our list has a current 
e-mail address for you. 

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 Office 
(248) 357-2720 Fax 
tkenny@ raypro.com 

Recent Activities 
The State and Local Tax Committee 
held a meeting on November 20, 
2001, at the offices of Howard & 
Howard, Lansing, Michigan. The 
speakers were Jack Van Coevering, 
Director of Hearings and Legal 
Research, and Tom Halick, Hearing 
Officer of the Michigan Department 
of Treasury. Mr. Van Coevering and 
Mr. Halick discussed (1) the creation 
of a Tax Court and/or the elimination 
of the prepayment of tax in cases 
before the Court of Claims; (2) 
possible legislation to authorize the 
Michigan Department of Treasury to 
compromise tax in non-precedential 
settlements; and (3) a revision of 
MCL 205.28 relative to the disclosure 
of taxpayer information. 

Michigan Tax Lawyer-Winter 2002 

Future Meetings 
The next meeting of the State and 
Local Tax Committee will be held 
February 25, 2002 at the offices 
of Raymond & Prokop, P.C. The 
speakers will be State Senator Bill 
Bullard and State Representative 
Nancy Cassis who will discuss the 
elimination of "pay to play" in tax 
cases before the Court of Claims. 
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The New Cafeteria Plan Regulations: 
Is Your Plan Up To Speed? 

By: Janice M. Radlick 

The 2001 final cafeteria plan regula
tions1 affect the circumstances under 
which cafeteria plan participants 
may change benefit elections/ and 
cafeteria plans' interactions with the 
Family and Medical Leave Act of 
1993 ("FMLA")3• The regulations 
illuminate many areas, but also raise 
new issues for plan administrators. 

I. Most "Retroactive" Coverage 
Must be After-Tax 
Besides clarifying the circum
stances under which employees 
may change benefit elections 
under a cafeteria plan, the final 
regulations clarify that most cov
erage elections can be funded by 
cafeteria plan salary reductions 
only on a prospective basis. 
Retroactive coverage may be paid 
on a pre-tax basis under a cafete
ria plan only for elections made 
on account of and within 30 days 
of a birth, adoption, or placement 
for adoption, under Internal 
Revenue Code ("IRC") section 
9801(0 ("special enrollment 
rights").4 In other words, except 
for the retroactive special enroll
ment rights under IRC section 
980l(f), any premiums payable 
for retroactive coverage cannot 
be paid through pre-tax salary 
reductions under a cafeteria plan. 
For example, an employee mar
ries on January 1, and wishes to 
add his/her new spouse to the 
employer's medical plan. If the 
employee does not notify the plan 
administrator of the marriage 
until January 29, then the plan 
may provide retroactive coverage 
for the new spouse back to 
January 1, but only if the employ
ee pays for the retroactive cover-

age on an after-tax basis. 5 Once 
the employee notifies the plan 
administrator, then coverage pro
vided after that date may be paid 
for by pre-tax salary reductions. 

This requirement may cause 
headaches for plan admini
strators. Many plans provide 
coverage from the date a change 
in status occurs. Many payroll 
systems are designed to begin 
coverage and pre-tax deductions 
to pay for the coverage automati
cally, beginning with the date of 
the status change, even if the 
employee does not formally notify 
the employer of the status change 
until the end of the 30-day period 
for providing notice. One solution 
is for employers to provide cover
age only prospectively (except 
for the special enrollment rights 
under IRC section 9801(f), for 
birth, adoption, or placement for 
adoption; this coverage must be 
provided retroactively to.-.the date 
of birth, adoption, or placement 
for adoption). IRC section 9801(f) 
states that, when a plan partici
pant marries, coverage need not 
start until the first of the month 
following the date on which the 
employee provides notice of the 
change in status. Plan docu
ments may need to be amended, 
however, to eliminate retroactive 
coverage to the date of the status 
change. Similarly, payroll sys
tems may have to be re-designed 
if deductions for retroactive 
coverage are currently being 
made automatically beginning 
with the date of the status 
change. 

Employers who want to provide 
coverage retroactively, back to the 
day of the change in status, can 
still permit the premiums to be 
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paid through payroll deductions 
but only if the deductions are ' 
made on an after-tax basis.6 

Premiums for coverage after the 
date of notice can be paid on a 
pre-tax basis, but payroll systems 
may not be able to accommodate 
the switch from after-tax to pre
tax deductions. Manual entries 
may be required, which increase 
the risk of administrative errors. 

Smaller employers may collect 
the payments for the additional 
premiums from employees for 
retroactive coverage, and permit 
payroll deductions only when 
pre-tax deductions are permitted. 
The employer may need to 
address the issue of dishonored 
personal checks from employees 
unless certified checks and mon~y 
orders are required. For larger 
employers, collecting payments 
from employees will not be 
administratively feasible. 

Whichever method an employer 
selects to address this issue, the 
employer should review plan 
documents, including insurance 
policies and HMO and PPO 
contracts, as well as summary 
plan descriptions, to determine 
whether amendments are 
required, and review the opera
tion of its payroll system, to 
ensure that pre-tax deductions 
are not made for retroactive 
coverage, other than for the 
IRC section 9801(0 special 
enrollment rights. 

II. Cafeteria Plans and The 
Family and Medical Leave Act 
Under the FMLN, employers 
must offer continued coverage 
under a "group health plan"8 to 
employees and their dependents 
while employees are on a FMLA' 
leave. 9 The final regulations 
released October 21, 2001 explain 
the interaction between the 
FMLA coverage requirements 
and cafeteria plans. 

Michigan Tax Lawyer Winter 2002 

A. Unpaid FMLA Leave 

1. When is FMLA leave 
unpaid? 
It is important to distin
guish between a paid 
FMLA leave, when the 
employer continues an 
employee's regular compen
sation, and a FMLA leave 
during which the employer 
ceases to pay the employee, 
but the employee receives 
compensation from another 
employment-related source 
(e.g., disability benefits or 
worker's compensation).10 

First, many disability 
plans do not replace 100% 
of an employee's wages. 
Thus, an employee on 
FMLA leave receiving dis
ability benefits may not be 
able to afford health care 
coverage. Second, unless 
the employer pays disabili
ty benefits directly through 
its payroll department, 
rather than through a 
third-party administrator 
or a trust, deductions for 
health care premiums usu
ally cannot be made on a 
pre-tax basis. Further, 
many employees may have 
a period during a FMLA 
leave when they continue 
to be paid 100% of pay 
from their employer (e.g., 
sick time), followed by a 
period of FMLA leave 
when they receive a per
centage of pay (e.g., dis
ability benefits), or no 
compensation. 

Under the tax and labor 
regulations, an employer 
should treat the period of 
leave during which the 
employee continues to 
receive 100% of pay 
through the employer's 
payroll department, as 
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paid FMLA leave. When 
the employee's pay stops, 
and disability benefits 
begin (or the leave is 
uncompensated), the 
employer may treat that 
event as a change in status 
(initiating an "unpaid" 
FMLA leave), and the 
employee would be able to 
revoke coverage, or cease 
paying health care premi
ums, at that time. (See the 
discussion below regarding 
"initiating an unpaid 
FMLA leave.") The plan 
document and summary 
plan description ("SPD") 
for the cafeteria plan 
should clearly define when 
a change in status occurs, 
and thus, when an employ
ee is permitted to revoke or 
change a coverage election 
(e.g., "the employee begins 
receiving temporary dis
ability benefits"). 

2. Initiating an unpaid 
FMLA.leave 
At the time an employee 
initiates an unpaid FMLA 
leave, the employer must11 

permit the employee to dis
continue paying premiums 
for the employee's (and 
dependents') medical cover
age (including coverage 
under a health care flexible 
spending arrangement) 
during the FMLA leave. 
The employer may either 
(a) treat an employee's 
initiating an unpaid FMLA 
leave as a change in status 
under a cafeteria plan, and 
permit the employee to 
revoke coverage, 12 or (b) 
continue the coverage, but 
allow the employee to stop 
paying premiums.13 (If 
the employer pays 100% 
of the coverage, then the 

employer does not have to 
offer the employee the 
option to stop coverage.14

) 

3. During an unpaid 
FMLA.leave 
a. Employees must pay 

their share of premiums 
for continued health 
care coverage 

If an employee elects 
to continue health care 
coverage during an 
unpaid FMLA leave, 
then both the employee 
and the employer must 
continue paying their 
portion of the health 
care premiums that they 
were paying before the 
leave. 15 There are three 
methods for paying pre
miums that an employer 
may offer employees on 
FMLA leave: (1) pre
payment, (2) pay-as-you
go, or (3) catch-up.16 The 
plan document and SPD 
should specify which 
method or methods are 
permitted. Whichever 
method or methods the 
employer offers to 
employees on non
FMLA leave, must be 
offered to employees 
onFMLAleave(except 
that, as noted below, 
pre-payment cannot be 
the only method offered 
to employees on FMLA 
leave). The employer 
may also permit employ
ees on FMLA leave to 
use additional methods 
that are not available 
to employees on non
FMLA leave. From an 
employer's perspective, 
the pre-payment option 
is the safest, because 
the employee will 
receive coverage for 
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which he/she has al
ready paid. Conversely, 
the "catch up" method is 
the most risky; the 
employee will receive 
coverage without being 
required to pay for it 
until he/she returns 
from leave. Because the 
pre-payment method 
cannot be the only 
method offered, most 
employers offer the 
"pay-as-you-go" method 
to employees on FMLA 
leave . 

If the plan permits 
and the employee elects 
to pre-pay for coverage 
during the leave (again, 
pre-payment cannot be 
the only method offered 
to employees on FMLA 
leave), then the employ
ee's payments may be 
made on a pre-tax basis, 
but only for coverage 
within the same plan 
year.17 Pre-payment 
may also be made on an 
after-tax basis. 

Employees selecting a 
pay-as-you-go option pay 
their share of the premi
urns at regular inter
vals, either (a) at the 
same time as payments 
would have been made 
if the employee were not 
on FMLA leave, (b) at 
the same time as pay
ments for COBRA/8 (c) 
under the employer's 
existing rules for pay
ment by employees on 
unpaid leave, or (d) 
through any other 
system voluntarily 
agreed to by the 
employer and the 
employee, as long as it 
is not inconsistent with 
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the tax or FMLA regula
tions. Again, the plan 
document and SPD 
should state when 
payments are due and 
how they will be made. 
Due dates should also 
be communicated, in 
writing, to employees 
taking FMLA leave. 
Payments under this 
method are usually 
made on an after-tax 
basis, but may be 
deducted on a pre-tax 
basis from any com
pensation owed to the 
employee. If an employ
ee fails to pay his/her 
share of the premiums, 
then the employer may 
cancel coverage when 
the premium remains 
unpaid for more than 
30 days after it is due. 
Alternatively, the 
employer may pay the 
employee's share of the 
premium, and recover 
the premiums from the 
employee when he/she 
returns to work.19 

The third method of 
payment is the "catch
up" method. To use this 
method, the employer 
and the employee must 
agree before the cover
age period starts, that: 
(a) coverage will contin
ue during the FMLA 
leave, (b) the employer 
will have the responsi
bility for paying the 
premiums while the 

employee is on leave, 
and (c) the employee 
will not have to pay the 
premiums until he/she 
returns from the leave. 20 

Catch-up contributions 
may be made on a 
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pre-tax basis, or an 
after-tax basis. 

If an employee selects 
the pay-as-you go 
method during FMLA 
leave, but fails to make 
a required payment, 
then the employer may 
continue coverage, and 
use the catch-up method 
to recover the employ
ee's share of premiums 
when the employee 
returns from FMLA 
leave. Under these 
circumstances, the 
regulations do not 
require a prior agree
ment between the 
employer and the 
employee. 21 Of course, 
the employer could also 
terminate coverage 
when the employee ceas
es to pay his/her share 
of the premium (after a 
30-day grace period). 
(See the section below, 
"Returning from 
unpaid FMLA leave.") 

b. Employees on FMLA 
leave are entitled to 
the same conditions 
of coverage as other 
employees 

The final tax regula
tions also state that 
employees on FMLA 
are entitled to the same 
conditions of coverage 
as other employees. 
Therefore, employees on 
FMLA leave are entitled 
to participate in an open 
enrollment period, just 
as any other employee 
may. Similarly, any 
premium increases or 
reductions that apply 
to employees, generally, 
would also apply to 
employees on FMLA 

leave. Likewise, if an 
employer begins offering 
new health care cover
age to employees while 
an employee is on 
FMLA leave, then the 
employee on FMLA 
leave would be entitled 
to obtain coverage, as if 
he/she were still work
ing.22 An employee on 
an unpaid FMLA leave 
must have the right to 
revoke or change cover
age elections, because 
of a change in status, or 
changes in cost or cover
age, on the same terms 
as active employees.23 

4. Returning from unpaid 
FMLAleave 
When an employee returns 
from a FMLA leave, he/she 
must be able to resume the 
same coverage as he/she 
had when he/she began the 
FMLA leave, with no wait
ing periods or physical · 
examinations required. 24 

If the employer paid the 
employee's share of premi
ums during the FMLA 
leave, then the employer 
may recover these pay
ments, under the agree
ment between the employ
er and the employee. If 
there is no agreement, 
for example, because the 
employee elected to use the 
pay-as-you-go method, but 
failed to make required 
payments, then the 
employer should contact 
the employee, to develop 
a payment plan or agree 
to a payment method. 25 

An employee's return 
from an unpaid FMLA 
leave should also be treat
ed as a change in status, 
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permitting any employees 
who revoked coverage dur
ing the unpaid FMLA leave 
to resume the same cover
age as before the leave. 
Election rights would apply 
to non-health benefits, as 
well as health benefits.2

6 

The employer may require 
employees returning from 
unpaid FMLA leave to 
resume coverage under 
~he health care plan only 
1f the employer requires 
employees returning from 
unpaid non-FMLA leave 
to resume coverage. 

5. Flexible Spending 
Arrangement 
The same general rules 
that apply to health care 
coverage during an unpaid 
FMLA leave, also apply to 
flexible spending arrange
ments/7 or "FSAs," with a 
few qualifications. An 
employee initiating an 
unpaid FMLA leave must 
be allowed to revoke cover
age, or stop paying premi
ums for a health care FSA. 
The same payment options 
should be made available 
for health care FSA premi
ums, during an unpaid 
FMLA leave, as are avail
able for other health care 
coverage. The employee 
must be able to participate 
in the FSA under the same 
terms and conditions as 
active employees, including 
the right to participate in 
open enrollment. The 
employee must be able 
to resume coverage under 
the FSA, under the same 
terms and conditions, when 
he/she returns from the 
FMLA leave. Like other 
health care coverage, the 
employer may require the 
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employee to resume cover
age under a health care 
FSA when he/she returns 
from FMLA leave, if the 
employer requires em
ployees returning from 
non-FMLA leave to resume 
coverage. 26 

During the unpaid 
FMLA leave, so long as 
the employee continues 
coverage, or the employer 
continues coverage by pay
ing the employee's share of 
premiums, the full amount 
of the health care FSA 
coverage elected by the 
employee, less any reim
bursements already made, 
must be available to the 
employee.29 If the employ
ee's coverage under the 
health FSA terminates 
during the FMLA leave 
then the employee is ndt 
entitled to reimbursement 
for any expenses incurred 
while the coverage is 
terminated. 30 

Upon reinstatement in a 
health FSA (whether the 
employee elects reinstate
ment upon returning from 
leave, or the employer 
requires reinstatement), 
the employee may not 
retroactively elect or 
receive coverage for 
expenses incurred during 
the period when coverage 
w~s terminated. Also upon 
remstatement, the follow
ing rules apply: (1) the 
employee may resume 
coverage at the same level 
in effect before the FMLA 
leave (reduced by any prior 
reimbursements), and to 
make up any unpaid 
premium payments, or (2) 
the employee may resume 
coverage at a reduced cov-
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eragelevel(again,reduced 
by any prior reimburse
ments), and resume premi
um payments at the same 
level in effect before the 
leave. Under the latter 
option, the coverage is pro
rated for the period during 
the FMLA leave when no 
premiums were paid. 

To illustrate these 
requirements, suppose an 
employee participating in 
a health FSA elected cover
age of $1,200 for a calen
dar year plan, made contri
butions of $100 per month 
for three months (January 
through March), received 
no reimbursements from 
the FSA, and took a three
month unpaid FMLA leave 
{April through June), dur
ing which his/her coverage 
in the FSA terminated. 
Upon returning from leave 
on July 1, if the employee 
is reinstated in the health 
FSA, he/she has the option 
of resuming coverage at 
the level in effect before 
the leave ($1,200), and 
making up the $300 in 
missed premium payments. 
Hence, his/her monthly 
payments would increase 
to $150 for the remainder 
of the plan year.31 Alterna
tively, the employee could 
resume coverage on a 
reduced, pro rata basis. 
Here, the coverage would 
be reduced by three 
months, or one fourth of 
the plan year. One fourth 
of$1,200 would be $300, 
so the reduced coverage 
would be $900 for the year 
($1,200 minus $300 equals 
$900). The employee 
would resume monthly 
contributions at the same 

rate ($100 per month).32 

Under either option, the 
employee cannot be 
reimbursed for expenses 
incurred during the 
leave, while coverage 
was terminated. 

B. Paid FMLA Leave 

1. Initiating a paid 
FMLAleave 
The 1995 regulations pro
vided that employees tak
ing FMLA leave (i.e., paid 
or unpaid), were entitled to 
revoke coverage elections 
and discontinue premium 
payments. In contrast, the 
2001 regulations provide 
that only employees taking 
unpaid FMLA leave must 
be provided the opportuni
ty to revoke coverage and 
discontinue premium 
payments. 33 The employer 
may permit employees tak
ing paid FMLA to revoke 
coverage elections for 
accident or health care 
coverage, and resUme 
coverage upon returning 
from FMLA leave, but the 
employer is not required 
to do so. 34 If the employer 
permits employees to treat 
FMLA leave, paid or 
unpaid, as a change in 
status permitting coverage 
changes, then the plan 
document and SPD should 
specifically list "taking an 
approved FMLA leave" as a 
change in status. Because 
the employee receives 
100% of his/her pay during 
a paid leave, many employ
ers do not permit employ
ees taking paid FMLA to 
revoke payroll deductions 
for premium payments, or 
to revoke coverage elec
tions. Administratively, it 
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is easier if the plan limits 
the circumstances under 
which coverage changes 
are permitted. 

2. During paid FMLA leave 
The same requirements 
apply during a paid FMLA 
leave, as during an unpaid 
leave. The employer must 
permit the employee to con
tinue coverage, and the 
employer and employee 
must pay the share of pre
miums that each was paying 
before the leave. The 
employer may require an 
employee on paid FMLA 
leave to continue paying 
premiums through the same 
method in place before the 
leave (generally, through 
payroll deduction on a 
pay-as-you-go basis.) The 
employer is not required 
to offer other methods 
of payment, unless the 
employer offers other meth
ods to employees on non
FMLA paid leave. Coverage 
for employees on paid FMLA 
leave must be maintained 
on the same terms and 
conditions as provided to 
active employees. 

3. Return from paid 
FMLAleave 
The same requirements 
apply when an employee 
returns from paid FMLA 
leave, as apply to a return 
from unpaid FMLA leave. 
If coverage is terminated, 
the employee is entitled to 
reinstatement on the same 
terms and conditions as 
before the leave, with no 
additional restrictions, 
requirements, or waiting 
periods. The employer may 
require employees to resume 
coverage upon return from 
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an FMLA leave, paid or · 
unpaid. 

4. Flexible Spending 
Arrangements 
As noted, employers are 
not required to treat a paid 
FMLA leave as a change 
in status; employers may 
require employees to con
tinue health FSA coverage 
at the same level during 
a paid FMLA leave. An 
employer may treat a paid 
FMLA leave as a change in 
status, and permit employ
ees to revoke health FSA 
coverage during a paid 
FMLA leave. The final 
regulations differ from the 
1995 regulations, however, 
by permitting employers to 
require employees on paid 
FMLA leave, to resume 
coverage under a health 
FSA, upon returning from 
the paid leave. When an 
employee terminates 
health FSA coverage dur
ing a paid FMLA leave, 
the same options apply 
upon resuming coverage. 

III. Conclusion 
The 2001 final cafeteria plan 
regulations, and the final regula
tions regarding the interaction 
of the FMLA and cafeteria 
plans, may create new adminis
trative issues for employers and 
plan administrators. Like other 
regulatory clarifications, these 
final regulations require plan 
administrators and employers 
to review their plan documents, 
current practices and proce
dures, and their communications 
to plan participants to ensure 
that that their documents and 
procedures comply with the 
regulations, and that they are 
accurately communicated to 
plan participants. 
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-----------------------------ENDNOTES-----------------------------

I. "Cafeteria plans" or "flexible benefit plans" are described in Sec. 125 of the Internal Revenue Code of 1986 
("IRC") and permit employees to choose between taxable benefits (generally, cash) and nontaxable "quali
fied benefits," without requiring the employees to include in their federal taxable income, the value of the 
taxable benefits that they could have elected. (In the absence of IRC sec. 125, the •constructive receipf' 
or the "anticipatory assignment of income" doctrines would generally require the value of these benefits be 
included in employees' federal taxable income. See IRS PLR 9034078; TAM 9406002. See also 26 CFR 
1.451-2; Benes v. Commissioner, 42T.C. 358,381 (1964), aff'd355 F.2d 929 (6th Cir. 1966).) 

' 66 FR 1837, issued January 10, 2001, clarifying the "final" regulations issued on March 23, 2000 
at 65 FR 15548. 

66 FR 52675, issued October 17, 2001. 

See 66 FR 1837, n.5 and Example 2, 26 CFR 1.125-4(b)(2). 

This regulation is effective for cafeteria plan years beginning on or after January 1, 2001. It is not listed 
among the regulations with a delayed effective date of January 1, 2002. See 26 CFR 1.125-40). The intro
duction to the regulations states that changes from the March 2000 proposed regulations (65 FR 15587) 
are effective for plan years beginning on or after January 1 , 2002. For plan years before January 1, 2002, 
taxpayers may rely on the 2001 regulations, the 2000 regulations, or the 1989 regulations. This issue is 
noted as a change from the 2000 regulations, but the introduction states that this language was added to 
clarify the example. Thus, the provision should be effective for plan years beginning on or after January 1, 
2001, unless the IRS issues further guidance. 

Employee contributions that are not made under a cafeteria plan, are subject to the ERISA plan asset rules 
and must be placed in trust or paid to an insurance company. ERISA section 403(a); 29 U.S.C. section 
1103(a). These requirements are suspended for employee contributions under a cafeteria plan. ERISA· 
Tech. Rei. 92-01, replacing ERISA Tech. Rei. 88-1. 

29 U.S.C. section 2601 et seq. 
A "group health plan" is a plan defined in IRC section 5000(b)(1), as a plan of, or contributed to by, an 
employer or employee organization, to provide health care to "employees, former employees, the employer, 
others associated or formerly associated with the employer in a business relationship, or their families." 
Dental and vision plans are included. Employers are not required to continue any benefits other than health 
care benefits, during an FMLA leave. However, an employee is entitled to revoke a cafeteria plan election 
for non-health care benefits, during FMLA leave, if the employer's policy permits employees to revoke 
elections for non-FMLA leaves. 26 CFR 1.125-3, Q & A-7. Again, a cafeteria plan (and the summary plan 
description), should specify which benefit elections may be revoked when an employee takes an unpaid 
FMLA leave. Each benefit plan (e.g., medical plan, group life plan) should specify whether coverage 
continues or terminates during an FMLA leave, and under which conditions (e.g., the employee fails to 
make premium payments.) For example, if an employer maintains a long-term disability plan, the plan 
document (and the SPD and insurance policy, for insured plans) should state whether coverage continues 
during an FMLA leave. If coverage does continue, plan documents should specify any requirements to 
maintain coverage (e.g., payment of premiums.) If an employer does pay an employee's share of premi
ums for non-health benefits, the employer may recoup the payments when the employee returns from 
leave. 29 CFR 825.213(b). The regulations do not require an employer to permit employees to revoke 
non-health benefits during an unpaid FMLA leave, but, if employees pay a portion of the premiums, any 
employee could cease paying his/her share of the premiums. 

29 U.S.C. section 2614(c)(1). The U.S. Department of Labor ("DOL") has said that an employer is not 
required to continue cash payments to employees during FMLA leave, under a cafeteria plan (e.g., 
cash which the employee receives under the plan in lieu of health benefits). Letter from J. Dean Speer, 
Director, Policy and Analysis, DOL, dated December 6, 1993. 

). See 29 CFR 825.207(d)(1) ("Because the leave pursuant to a temporary disability benefit plan is not 
unpaid, the provision for substitution of paid leave is inapplicable.") 
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--------------ENDNOTES (continued)-------------

11. This article addresses the obligations of employers under the new tax regulations, and does not address 
employers' obligations under the FMLA, itself, or the DOL regulations. 

12. 26 CFR 1.125-4(g). Plan documents and SPDs should include unpaid FMLA leave as a change in status 
permitting the employee to revoke an election. 

13. 26 CFR 1.125-3, Q & A-1. 

14. /d. 

15. If the employer permits the employee to stop paying premiums, but continues coverage by paying both the 
employer's and the employee's share of premiums, then the employer may recover the employee's share 
of the contributions when the employee returns to work, under the "catch-up" method of payment. If the 
employee does not return to work, the employer may recover both the employer's and the employee's 
share of premiums, unless the employee does not return because of a serious health condition or other 
circumstances beyond the employee's control. 29 CFR 825.213(a). The employer may also voluntarily 
waive the requirement that employees pay their share of health care premiums, while on FMLA leave, as 
long as the employer does so on a nondiscriminatory basis. 26 CFR 1.125-3(c). 

16. 26 CFR 1.125-3, Q &A-3. 

17. 26 CFR 1.125-3, Q & A-5. Cafeteria plans cannot permit participants to defer compensation to a 
subsequent plan year, except for contributions to an IRC section 401 (k) plan. IRC sec. 125(d)(2). 

18. IRC sec. 49808, the Consolidated Omnibus Budget Reconciliation Act of 1985. 

19. 29 CFR 825.212(b); 26 CFR 1.125-3, Q & A-3(a)(3). In Michigan, an employer cannot deduct amounts from 
an employee's wages, without the employee's consent, except for clerical, mathematical, typographical, and 
similar errors. MCLA 408.477. An employer could argue that this state law is preempted under ERISA sec. 
514; 29 U.S.C. sec. 1144. See, e.g., DOL ERISAAdv. Op. #94-27A, finding that a similar New York law 
was preempted under ERISA. As a practical matter, many cafeteria plans permit employees to enroll via 
the telephone or the internet, without requiring written authorization for benefit deductions. Deductions for 
benefits, however, are for the benefit of the employee and the employer generally can demonstrate that the 
employee authorized the deduction, even if it is not in writing. Deductions to reimburse the employer for 
premiums paid in connection with coverage already received, arguably would be for the benefit of the 
employer; Michigan law specifically states that such deductions require written consent for each wage pay
ment subject to the deduction. MCLA 408.477(2). To be safe, an employer should obtain the employee's 
consent before making deductions from pay for reimbursement of premiums. If the employer does not seek 
the employee's consent, then, at a minimum, the employer should notify the empioyee of the amount that 
will be deducted from each check, and the total outstanding amount owed., 

20. 26 CFR 1.125-3(a)(3). 

21. 26 CFR 1.125-3, Q & A-3(a)(3)(ii). 

22. 29 CFR 825.209(c). 

23. 26 CFR 1.125-3, Q & A-1. 

24. This rule applies to non-health benefits (see note 8) as well as health benefits. The plan document, SPD, 
and any insurance policies, HMO contracts, or similar documents should specifically provide that employ
ees returning from FMLA resume coverage with no additional restrictions or requirements. If an insurance 
carrier will not agree to these provisions, then the employer may have to continue coverage during the 
FMLA leave, in order to comply with the FMLA. 

25. See note 19. 

26. See note 8 regarding non-health benefits. 

27. 26 U.S.C. sec. 106(c)(2). 

28. This is a change from the 1995 regulations. 

29. 26 CFR 1.125-3, Q & A-6(b)(1). 

30. 26 CFR 1.125-3, Q & A-6(b)(2). 

31. $100 times 3 months equals $300, plus $150 times 6 months remaining equals $900; $900 plus $300 
equals $1 ,200. 

32. $100 times 3 months equals $300, plus $100 per month times 6 months remaining equals $600, for a 
total contribution of $900 for the plan year. 

33. Compare the 1995 regulations, 26 CFR 1.125-3, Q & A-1 : "May an employee taking FMLA leave revoke 
an existing election of group health plan coverage under a cafeteria plan? Yes," to the 2001 regulations, 
26 CFR 1.125-3. Q & A-1: "May an employee revoke coverage or cease payment of his or her share of 
group health plan premiums when taking unpaid ... (FMLA) .. .leave? Yes." 

34. Final cafeteria plan regulations issued January, 2001, 26 CFR 1.125-4(g). 
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Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) 
A Need to Revisit QTIP Planning 

By: Henry P. Lee 

History tends to repeat itself. The 
background of Section 2056 (b) (7) of 
the Internal Revenue Code ("Code") 
and of the QTIP Regulations includ
ing the Clayton QTIP Regulations, 
now gains new relevance because of 
the changes prompted by EGTRRA. 
The Applicable Exclusion Amount 
(as well as the Generation Skipping 
Transfer Tax Exemption) will rise 
as follows. 

Applicable Estate 
Exclusion Tax GS'IT 

Year Amount Credit Exemption 

2002 $1,000,000 $ 345,800 $1,000,000 
2004 1,500,000 555,800 1,500,000 
2006 2,000,000 780,800 2,000,000 
2009 3,500,000 1,455,800 3,500,000 
2010 
2011 1,000,000 345,800 1,060,000 Indexed 

How does the attorney draft for all 
of these possible variations? There 
certainly is not a clear cut answer or 
any consensus among attorneys. For 
larger estates, the attorney should 
consider the alternatives for either 
contemplating a qualified disclaimer 
or drafting either to contemplate a 
partial or contingent QTIP election 
any of which could add great post 
mortem planning flexibility. This is 
important because clients tend not to 
revisit their estate planning with any 
frequency and very few practitioners 
believe that EGTRRA will remain 
unchanged. 

Background 
Before revisiting the advantages of 
QTIP planning it would be helpful 
to review the background of how this 
planning vehicle emerged. Congress 
enacted provisions allowing the 
Qualified Terminable Interest 
Property ("QTIP") in the Economic 
Recovery Act of 1981 ("ERTA") Pub L 

No. 97 - 34, 95 Stat 172. ERTA 
among other things, allowed for cer
tain terminable interests to qualify 
for the marital deduction as specified 
in Code Sec. 2056 (b) (7). Accordingly, 
property passing from the decedent 
to the surviving spouse would be 
eligible for the marital deduction 
wherein the spouse had a life estate, 
but not a general power of appoint
ment as specified in Code Section 
2056 (b) (5). "Qualified terminable 
interest property" means property 
passing from the decedent in which 
the surviving spouse has a qualified 
income interest for life, i.e., is 
entitled to all the income from the 
property, payable at least annually 
(or has a usufruct interest for life in 
the property), and no person has a 
power to appoint any part of the 
property to any person other than 
the surviving spouse, during the 
surviving spouse's lifetime. 1 

The IRS had favorably reviewed 
this issue previously in Technical 
Advice Memorandum ("TAM") 
8631005. One cannot rely on a 
TAM or a Private Letter Ruling as 
authority for the position of the IRS 
National Office as precedent on this 
or any other issue. Nevertheless, it 
probably served as a guideline to 
some degree of what was to come 
via the Estate of Clayton us. Commis
sioner, 97 F 2d 486 (5th Circuit 1992) 
as well as the cases related to 
Clayton. The facts of TAM 8631005 
were that the decedent's Last Will 
and Testament provided that the 
marital share would consist of that 
part of the estate that the executrix 
(widow) elected to treat as a QTIP, 
with the balance allocated to a differ
ent trust in which the trustee was 
not required to distribute current 
income to the widow. The TAM 
concluded that since the widow was 
the sole executrix, that the interest 
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still qualified as a deductible interest 
despite the fact that it was contin
gent on her making the QTIP elec
tion. Emphasis was placed on the 
fact that only the widow "could affect 
her right, as surviving spouse, to 
receive an income interest from 
Trust X." 

In Estate of Clayton, two trusts 
for the benefit of the spouse had been 
created by the decedent in his will. 
Trust B provided for a QTIP marital 
trust for the lifetime benefit of the 
surviving spouse. The Trustees were 
precluded from doing anything that 
would disqualify QTIP status for 
Trust B, predicated upon the execu
tors making a timely election to treat 
such properties as QTIP properties. 
Trust A provided for the joint benefit 
of both the surviving spouse and the 
decedent's children. The Will stipu
lated that with regard to the portion 
of the property for which the execu
tors did not elect QTIP status, it 
would become part of the corpus of 
Trust A for the benefit of its benefici
aries. The widow as the executrix 
elected to deduct the entire Trust B. 
On the basis that the authority to 
redirect assets from Trust B to Trust 
A, the IRS disallowed the marital 
deduction regardless of whether or 
not the election had been made. The 
Tax Court agreed with the IRS by 
taking the position that the execu
tor's control over the trust assets was 
"tantamount" to a power to appoint 
the QTIP Trust funds to someone 
other than the surviving spouse, thus 
disqualifying the marital deduction. 

The Fifth Circuit reversed the 
Tax Court and allowed the estate tax 
marital deduction. The Fifth Circuit 
concluded that the QTIP rules only 
required that the portion of the dece
dent's estate for which the QTIP 
election was made needs to satisfy 
the marital deduction requirements. 
The IRS disagreed with the rationale 
of the Fifth Circuit in the Estate of 
Clayton and continued to litigate this 
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matter for several years. Various 
Courts of Appeal sided with the tax
payers based on differing analysis. 2 

In a reviewed but badly divided 
opinion, in Estate of Clack vs. 
Commissioner, 106 T.C. 131 (1996), 
the Tax Court stated that it would 
follow Estate of Clayton and allow 
the estate tax marital deduction 
under circumstances where property 
would be added to the marital trust 
only to the extent of the executor's 
election to deduct same. The portion 
not elected for QTIP status would 
pass to a trust for Clack's widow, 
children, and descendants. The Tax 
Court in the Estate of Clack failed 
to adopt the reasoning of the Courts 
of Appeal, but instead stated that 
because of the reversals in these 
courts, it would no longer continue 
to sustain the position of the IRS. 

In 1997, Regulations were issued 
which for the first time took the posi
tion qualifying a bequest for QTIP 
treatment pursuant to Code Sec. 
2056 (b) (7) in which the non-elected 
portion passing to a trust that might 
have beneficiaries other than the 
surviving spouse. These Regulations 
provided that this would not disqual
ify for marital deduction purposes 
that portion which the Executor 
("Personal Representative") had 
properly elected QTIP status. 
Treasury Regulations 20.2056 (b)- 7 
(b) (3)3 are known as the Clayton 
Regulations in response to the cases 
discussed earlier. These Regulations 
only relate to the estate tax marital 
deduction and were effective for 
QTIP elections made after February 
18, 1997 for returns with a filing 
date after that date. These Regula
tions provide that an income interest 
(or life estate) will not be precluded 
from constituting QTIP property 
merely because such income interest 
(or life estate) is conditioned upon 
the executor's election, pursuant to 
Code Sec. 2056 (d) (7) (B) (d).4 The 
Regulations specifically state: 
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"An income interest for a term 
of years, or a life estate subject 
to termination upon the occur
rence of a specified event (e.g., 
remarriage) is not a qualifying 
income interest for life. How
ever, an income interest for life 
(or life estate) that is contin
gent upon the executor's elec
tion under Sec. 2056 (b) (7) (B) 
(V) will not, on that basis, fail 
to be a qualifying income in
terest for life. "5 See these 
Final Regulations including 
its examples in order to 
better understand its 
specific requirements. 

Criteria to be Able to Deduct 
the Marital Share 
In order to satisfy the Code Sec. 
2056 (b) (7) exception to the non
deductible terminable interest rule, 
four requirements must be met: 

1. the property must "pass" 
from the decedent; 

2. the surviving spouse must be 
entitled to a Code Sec. 2056 (b) 
(5) income interest for life; 

3. No other beneficiary may 
have any rights in the trust 
during the surviving spouse's 
overlife; and 

4. An irrevocable election must 
be made. 

QTIP Planning Opportunities 
A. Advantages of Utilizing 

QTIP Planning 
1. Flexibility in postmortem 

planning, (i.e., by the use 
of disclaimers, partial QTIP 
elections, contingent (Clayton) 
QTIP elections) in order to 
"balance" the respective 
estates of the s"pouses. 
Whatever is not elected to 
qualify for the "Marital 
Deduction" is shifted out of 
the surviving spouse's estate 
for Federal estate tax pur
poses, but may result in a 

Federal estate tax liability 
at the first death. 

2. Creditor protection. 
3. Control i.e., preventing the 

diversion of assets to anyone 
other than to children and 
descendants as determined 
exclusively by the decedent. 

4. Year 2010, "an estate plan
ning odyssey." If carry-over 
basis were to become law, 
in order to preserve the 
$3,000,000 spousal step-up 
in basis pursuant to Code 
Section 1022 (c) (3) (b), 
the QTIP might be the only 
form of trust to qualify for 
this benefit. 

5. The "donor" spouse may be 
concerned about the ability 
of the surviving spouse 
regarding: 
a. management of the 

property; 
b. concerns about possible 

or actual incapacity, espe
cially for an older spouse 
or a spouse with medical 
or mental problems; 

c. protection againsf , 
"predators" such as a 
"second" husband or wife, 
or even the children. 

B. Related Issues to QTIP 
Planning 
1. Preservation of the Code 

Section 2013 Credits. 
Utilizing and implementing 
either a partial QTIP election 
or a contingent QTIP election 
could produce a Federal 
Estate liability at the first 
death. This may be a desir
able objective in order to pre
serve the Code Sec 2013 pre
viously tax property ("PTP") 
credit if it were assumed that 
(i) the surviving spouse had 
an absolute income interest 
in the non-marital trust, (ii) 
the assets might appreciate 
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substantially, (iii) if the sur
viving spouse were to die 
within ten (10) years or less, 
and (iv) the slated tax rate 
reductions and increased 
Applicable Exclusions do not 
occur as currently prescribed. 
This means that to qualify for 
the PTP credit, the spouse 
must have a lifetime income 
interest or other ascertainable 
interest such as an annual 
right to up to 5 percent of the 
trust principal regardless of 
the fact that the entire trust 
would not be included in the 
surviving spouse's gross 
estate. 

2. Riding up the brackets? 
Under the current law for 
2002, the maximum estate 
tax rate of 50 percent for an 
individual is reached at 
$2,500,000. Pursuant to the 
Economic Growth and Tax 
Relief Reconciliation Act of 
2001 "EGTRRA" (the Act), by 
year 2009, the maximum 
estate tax rate of 45 percent 
for an individual would be 
reached at a $3,500,000 
estate. There could be an 
advantage in equalizing or 
balancing the respective 
estates of the spouses by 
virtue of the disclaimer or 
partial or contingent QTIP 
elections. This would be 
desirable in the event that 
the spouses' respective estates 
were lopsided resulting in a 
bigger potential combined 
estate tax on the estates than 
necessary, which also assumes 
that there would be substan
tial growth in the marital 
share from the first to the 
second death. 

First Example 
(No Growth) 
Assume that husband (H) was 
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worth $4,000,000 and his wife 
(W) zero and that H died in 
2002. The traditional AlB 
Trust optimum marital 
formula would provide for 
$1,000,000 being allocated 
to the "Applicable Exclusion" 
Trust and ($4,000,000 -
$1,000,000) $3,000,000 being 
allocated to the Marital Trust. 
At W's subsequent death in 
2006 and assuming no 
growth, her estate would be 
$3,000,000. By year 2006, 
the Applicable Exclusion is 
$2,000,000 which equals an 
estate tax credit of $780,800. 
The Federal estate tax 
would be ($780,800 + 46% 
of the excess above 
$2,000,000, i.e., 46% of 
$1,000,000 or $460,000) for 
a total of $1,240,800 less 
the credit of $780,800 for 
a net Federal estate tax 
of $460,000. 

Second Example 
(No Growth) but 
QTIP Election 
However, assuming the same 
facts as above except that 
there were either a qualifying 
disclaimer, partial QTIP elec
tion, or a contingent QTIP 
election resulting in an extra 
$1,000,000 being shifted to a 
non-marital trust so that each 
estate was equalized. The 
estate tax at the first death 
for year 2002 on a $2,000,000 
taxable estate would be 
$780,800 less the estate tax 
credit of $345,800, which 
equals $435,000 less the State 
death tax of $74,700 for a 
total of $360,300. Therefore, 
the total outlay would be 
the Federal estate tax of 
$360,300 plus State death 
tax of $74,700, for a total 
of $435,000. 
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Under these facts there 
may be little justification for 
paying $435,000 now, result
ing from the disclaimer or 
partial or contingent QTIP 
election for the 2002 death 
of the first spouse versus 
$460,000 for a year 2006 sub
sequent death. Nevertheless 
pursuant to this Second 
Example, if there were such 
a disclaimer, partial or contin
gent QTIP, then the tax at 
the second death in year 2006 
on a $2,000,000 (no growth) 
estate would be $780,800, 
with a corresponding credit of 
$780,000 for a net estate tax 
of zero. Under these circum
stances, any PTP credit might 
be of little benefit. However, 
shifting assets at the first 
death so as to be subject to 
estate tax should not be 
motivated exclusively to 
qualify for the PTP credit. 

3. Why bother with 
QTIP planning? 

a. The possibility of growth by 
the second death: 

The estate might appreciate 
substantially by the end of 
the second death. One would 
need to compare the lost 
opportunity costs by paying 
the tax early versus the 
amount of the tax at the 
second death. 
First Example Revisited 
with Six (6%) Percent 
Growth 
In the First Example, assum
ing that there were no quali
fied disclaimer, or partial or 
contingent QTIP election, 
then the starting value of 
the Marital Trust would be 
$3,000,000. Further, now 
assume a compounded annual 
growth rate of six (6%) per-

cent, resulting in a taxable 
~state at the second death 
in year 2006 of $4,014,677. 
The Federal estate tax 
would be $926,751 instead 
of $460,000 for a no-growth 
situation, resulting in an 
increased Federal estate 
tax cost of $466,751. 

Second Example 
Revisited with Six (6%) 
Percent Growth 
Now let us return to the 
Second Example and assume 
that there were a qualified 
disclaimer, or partial or con
tingent QTIP election for an 
extra $1,000,000, leaving a 
Marital Trust of $2,000,000. 
Assume the same six (6%) 
percent rate of growth; there
fore, at the end of five (5) 
years, the Marital Trust 
would equal $2,676,451, 
resulting in a net estate tax of 
$311,167. Now the tax costs 
would be $435,000 first death, 
plus $311,167 at the second 
death, for a total of $746,147. 
Even assume that the 
$435,000 paid at the first 
death could also have grown 
at the same six ( 6%) percent 
rate. Now the cost for pre
paying the tax would be 
$582,128, for a difference of 
$147,128. These calculations 
obviously ignore the conse
quences of income taxes. 
Nevertheless, $435,000 
paid at the first death 
plus six (6%) growth on 
that amount of $147,128, 
plus $311,167 paid at the 
second death, produces a 
total of $893,295 versus the 
Federal estate tax at the 
second death of $926,751 
for a savings of $33,456. 
Certainly the savings is not 
that significant based on 
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these assumptions. However, 
this illustrates the fact that if 
there were a possibility for a 
longer spread in time between 
the first and second death 
and if there were a possibility 
of greater rate of growth, and 
the applicable exclusion 
amount did not rise or recede 
back to current amounts, 
there could be great advan
tages in considering the 
disclaimer process, or a 
partial or contingent QTIP, 
with regard to the design 
of the client's documents. 

b. Spousal independence: 
The spouse may not need 
the extra income and/or 
assets based on the 
spouse's present circum
stances. If that were true 
when the first spouse were 
to die, then QTIP planning 
could offer the opportunity 
to shift assets to others 
based on the terms of the 
non-marital trust via a 
contingent QTIP format. 
In the contingent QTIP for
mat, the spouse could gain 
pleasure from watching her 
descendants benefit from 
these properties depending 
on the design of the non
marital trust. However, 
this raises serious ques
tions of who would be 
selected to be the PR. 
If the spouse were des
ignated to be the PR, 
this raises serious con
flict issues and further 
runs the theoretical 
risk of IRS gift chal
lenges to an election 
to deduct less than 

all of the QTIP Trust. 
Ironically, a child or 
other beneficiary who 
were to serve as the 
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PR could be deemed 
theoretically to have 
made a gift to the extent 
he or she did not make 
the full QTIP election. 
CONSIDER DRAFTING 
TO INCLUDE A TRUST 
PROTECTOR WHO 
WOULD HAVE THE DIS
CRETIONARY RIGHT 
TO MAKE SUCH ELEC
TIONS UNDER THESE 
CIRCUMSTANCES. 

4. Which trust pays 
the taxes? 
Typically, estate taxes are 
charged to the residue which 
could be construed to apply 
against the QTIP Trust as a 
whole (i.e., both the elected 
and non-elected portions). 
This could impair the marital 
deduction to the extent that 
taxes were charged to the 
"elected" marital share. 
Consequently, careful drafting 
should prevent the apportion
ment of taxes against the 
QTIP Marital Deduction 
Trust. Consequently, 
it may be prudent to 
apportion any Federal 
estate taxes against the 
non-elected share. 

C. General Overview of 
Disclaimers with regard 
to QTIPS. 
Code Sec. 2518 provides for 
the technique of qualified dis
claimers. The discussion herein 
will be limited to their applica
tion to QTIP property. In its 
simplest terms, a disclaimer "is 
a renunciation of a person's right 
to property." It is a means of 
dividing the estate into a "more 
correct division" after the death 
of the first spouse than the typi
cal optimum Marital Deduction 
Plan of fully funding the resid
uary trust first with the excess 
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being allocated to the marital 
trust. In essence, it is a way to 
do estate planning after the 
decedent's death. 

A qualified disclaimer must 
be in writing and must be made 
within nine months after the 
decedent's death;6 during that 
period of time, the disclaimant 
must not have benefitted from 
the disclaimed assets. With 
regard to QTIP property, a sur
viving spouse might elect to 
"renounce" (i.e., disclaim a por
tion or all of the QTIP property) 
in favor of the remaindermen. 
Obviously, a disclaimer that 
would consume more than 
what would be allowed for the 
Applicable .Exclusion "equiva
lent" in terms of Federal estate 
tax credits would trigger liability 
at that time for purposes of 
Federal estate taxes. · 

D. Partial QTIP Elections. 
It is permissible to elect to 
qualify for the QTIP marital 
deduction, less than all of the 
property allocated initially to the 
surviving spouse, provided that 
any such election relates to a 
fractional or pecuniary share of 
the trust. 7 The election can also 
be made by formula.8 The por
tion not elected to qualify for 
the "Marital Deduction" typically 
continues in a separate trust for 
the exclusive benefit of the sur
viving spouse, but is not included 
in the spouse's estate at the sec
ond death for Federal estate tax 
purposes, and could also result 
in a Federal estate tax liability 
at the first death. 

As previously discussed, the 
question of where to pay the 
estate taxes, if any, is again 
raised by this partial QTIP 
election. The separate trust 
shares for the spouse do not have 
to be funded on a pro-rata basis. 

Nevertheless, funding should be 
coordinated with the GST rules. 
This would make it easier for the 
fiduciary to account for each 
portion and identify the estate 
taxes being apportioned to the 
non-elected trust so as not to 
jeopardize the elected portion's 
qualifications for the marital 
deduction. 

The Regulations permit sepa
rate trusts to be created in the 
event of a partial election. 9 

Consequently, principal inva
sions would be deemed to be 
made first from the QTIP trust 
rather than from the non-marital 
trust.10 Good drafting would 
dictate that the readily mar
ketable portion of the princi
pal of the QTIP marital trust 
be exhausted before the non
marital trust (the latter of 
which is the non-elected to 
qualify for marital deduction 
that continues in trust to 
benefit the surviving spouse). 

Advantages of utilizing a 
partial QTIP election: 
1. The document could provide 

for different principal distri
butions from the non-elected 
share and even different 
dispositive provisions upon 
the surviving spouse's death. 

2. The six-month extension for 
filing the Federal estate tax 
return (Form 706) allows the 
flexibility of having 15 
months (9 + 6) to do post
mortem planning, whereas a 
Qualified Disclaimer must be 
made within nine months of 
death. Consequently, there 
would not be a need for a 
six-month survival clause 
or a need for a marital 
deduction equalization 
clause in the governing 
instruments. 
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3. A second look at ways to 
balance out the estates of 
both spouses, especially in 
light of the rising "Applicable 
Exclusions." The partial 
QTIP election would be made 
by the Executor (PR) other
wise Trustee. Consider 
having a non-beneficiary 
fiduciary or Trust 
Protector make this 
election to avoid 
theoretical gift issues. 

4. A possible means of continu
ing to benefit from the Code 
Sec. 2013 PTP rules for the 
death of the surviving spouse 
within ten (10) years after 
the death of the first spouse. 

Planning Consideration: 
One should not use both 
a partial QTIP election 
and a contingent (Clayton) 
QTIP election together 
because they are mutually 
exclusive. However, in a 
very large estate, there could 
possibly be several marital 
shares with different 
approaches. However, be 
careful not to mix these 
possible elections in the 
same marital share. 

E. Contingent QTIPS 
Many commentators believe that 
this is a more desirable approach 
than either relying on a spousal 
disclaimer or by selecting Ian
guage for the partial QTIP 
election possibilities. 

Its advantages are: 
1. Not dependent on the agree

ment of the surviving spouse 
to do a disclaimer. The 
Executor (Personal 
Representative), otherwise 
the Trustee would instead 
have discretion to elect the 
contingent QTIP. Consider 
having a non-beneficiary 
fiduciary or Trust 
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Protector make the 
election to avoid 
theoretical gift issues. 

2. Unlike the partial QTIP 
election, the surviving spouse 
is not required to be the 
beneficiary of all of the 
income of the non-elected 
share. The spouse may not 
have need for this income. 

3. The non-elected portion can 
pass to a trust in which the 
spouse and others (such a 
children or descendants) are 
beneficiaries or pass outright. 

4. Post-mortem planning advan
tage here too by virtue of the 
six-month extensions, thus 
allowing (9 + 6) 15 months 
to plan after the death of 
the first spouse versus the 
Qualified Disclaimer process 
which must be implemented 
within nine months after 
death. 

5. Properly structured, the 
estate taxes paid on the non
marital trust also could be 
eligible for the Code Sec. 2013 
PTP credits. 

Here too, there would be 
no need for a six-month 
spousal survival clause 
or a marital deduction 
equalization clause 
in the underlying 
documentation. 

F. Reverse QTIPS 
The Generation Skipping 
Transfer Tax ( GSTT) can only 
be allocated to property in which 
the individual is treated as the 
transferor. Generally, when one 
transfers property at death to 
the surviving spouse in Trust, 
the decedent will no longer be 
considered to be the transferor. 
The surviving spouse will be 
regarded as the transferor 
because the property is included 
in the surviving spouse's estate 
at death. 
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If there were no way to reverse 
this result for purposes of the 
GSTT exemption, then the 
ability to create two full GSTT 
Exempt Trusts would be lost 
because the only assets available 
for this allocation would be the 
unused portion of the Applicable 
Exclusion Trust. As the Appli
cable Exclusion is slated to rise, 
this issue will become less signif
icant. Nevertheless, for clients 
who have aggressively engaged 
in gifting, there could continue 
to be a spread requiring part of 
the QTIP Marital Trust to be 
allocated to the GSTT exemption 
to the extent not covered by the 
Applicable Exclusion Trust. 

The executor (PR) could elect 
to treat the decedent as the 
transferor of the decedent's 
trust by making a reverse 
QTIP election.U 

Planning Considerations: 
It is common for a second 
marital trust to serve as 
the reverse QTIP plan 
pursuant to the governing 
instruments. However, 
future drafting will probably 
be oriented instead to pro
vide for two non-marital 
trusts, one to cover the 
GSTT exemption and the 
other not. 

Because the GSTT exemp
tion is scheduled to rise to 
$3,500,000 in year 2009, many 
instruments should be 
revised to provide a ceiling 
on this allocation because an 
estate would have to be quite 
large to cover providing for 
the estate tax liability, and 
allocations to children, as 
well as grandchildren. 
Without revisions to these 
to formula GSTT exemptions, 
the children may be 
"virtually disinherited" 

which may never have been 
the client's intent. 

It will be a cumbersome 
attempt to draft separate 
trusts for all of the contin
gencies between now and 
year 2011. Therefore, per
haps the best solution would 
be instead to cover this issue 
in the administrative powers 
which could allow the PR or 
Trustee to create separate 
GSTT Exempt Trusts with a 
pecuniary or fractional 
limit (preferably fractional) 
out of either the marital or 
non-marital trusts. 

G. Other QTIP Consequences 
Prompted by EGTRRA: 

1. Qualified Domestic 
The marital deduction is 
not available to a surviving 
spouse who is not a U.S. 
citizen at the first spouse's 
death or within a certain 
grace period thereafter. There 
is an exception to this rule if 
the property were transferred 
to a Qualified Domestic Trust 
("QDOT"). Any principal dis
tributions passing to the sur
viving spouse other than for 
purposes of hardship would 
be subject to the payment of 
estate taxes upon distribu
tion. A QDOT has QTIP-like 
features subject to special 
rules for "prompt" payment 
of the Federal estate taxes 
pertaining to these principal 
distributions for reasons other 
than hardship. Any property 
remaining in the QDOT at 
the second death is subject to 
estate tax and is calculated 
with reference to the estate 
of the deceased spouse.12 

Under the "EGTRRA" if a 
decedent were to die before 
the estate tax repeal were 
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effective (i.e., before January 
1, 2010, there would be no 
estate tax on distributions of 
principal from a QDOT made 
after December 31, 2020. If 
the decedent were to die after 
January 1, 2010, a QDOT 
would not be necessary. 

Planning Consideration: 
For any existing trusts that 
contain QDOT provisions, 
seriously consider amending 
them to conform to the modi
fications directed by EGTR
RA, as well as for all prior 
amendments to the QDOT 
rules, if not already covered 
in the governing instrument. 

2. QTIPS and Basis 
If carryover basis were to 
become a reality in year 2010, 
with a regard to the spousal 
basis step-up, this is where 
QTIP planning may be the 
only method to achieve 
these goals through the 
use of a trust. 

With certain exceptions, in 
year 2010, property "acquired 
from a decedent" per Code 
Sec. 1022 (a) will be treated 
as transferred by a gift and 
the basis of the property will 
be the lower of (i) the dece
dent's adjusted basis, or (ii) 
the fair market value of the 
property at the decedent's 
death. However, in general 
per Code Sec. 1022 (b) certain 
property would be eligible for 
a basis increase at death, 
such as "qualified spousal 
property." Qualified spousal 
property ("QSP") would be 
entitled to an additional basis 
step-up of up to $3,000,000 
per Code Sec. 1022 (c). This 
amount would be indexed for 
inflation with year 2009 as its 
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base year in increments of 
$250,000.13 QSP is limited to 
"outright transfer property 
and qualified terminable 
interest property." A specific 
portion of property would be 
treated as separate property 
if a portion of the property 
could be determined on a frac
tional or percentage basis. 

H. Planning Considerations 
1. Indemnify and hold harmless 

the executor (PR) from any 
liability arising from selecting 
specific property to be allocat
ed for the spousal step-up 
in basis. 

2. To qualify as QTIP property 
there cannot be a lifetime 
limited or general power of 
appointment in favor of the 
spouse. QTIP status would 
also fail in a Charitable 
Remainder Trust in which 
the spouse were the only non
charitable beneficiary because 
the spouse would not be 
entitled to all of the income. 

3. A general power of appoint
ment (Code Sec. 2056 (b) (5) 
trust would also constitute 
QTIP property if the general 
power were only exercisable 
at the spouse's death. 

4. Property left to the surviving 
· spouse as QTIP property 

would not be eligible for the 
$1,300,000 "aggregate basis" 
increase in the surviving 
spouse's estate because the 
surviving spouse would not 
be deemed to be the "owner" 
pursuant to the rules. 

5. Review the client's circum
stances periodically to make 
sure that property is properly 
allocated in order to utilize 
the opportunity for spousal 
property ( QSP) basis increase. 
Therefore, consider leaving 
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the entire estate to the 
spouse, with the spouse either 
by disclaimer, or the PR via a 
partial QTIP election or 
Clayton contingent QTIP 
election shifting some of the 
property after the decedent's 
death. 

6. Query, if the estate taxes were 
repealed, would one be able to 
shift property pursuant to a 
partial QTIP election or 
contingent QTIP election 
since the authority for theses 
approaches is based on the 
QTIP Regulations that would 
no longer be applicable? 
Consequently, instead of rely
ing on disclaimers or partial 
or contingent QTIP elections, 
consider drafting a formula 
that would define the amount 
of qualified spousal property 
to cover the spousal step-up 
as of the date of death. The 
drafting of such a formula 
would be a challenge and 
would raise issues as to the 
impact in changes in values 
after death if a pecuniary 
formula were utilized; and 
if a fractional formula were 
employed, then under many 
circumstances there might 
not be enough "pre-death" 
appreciated assets to achieve 
the desired allocation. 

7. Consider as an alternative, 
drafting a specific gift of 
identifiable assets that have a 
low basis which represent an 
amount of appreciation in 
the aggregate equal to the 
"qualified spousal property" 
basis increase. Changes in 
values between date of death 
and date of funding do not 
raise the risk of incurring 
capital gains tax because 
this approach does not create 
a pecuniary obligation. 

8. Consider drafting in a modi-

fied form equivalent to the 
"old" pre-1982 50/50 formula 
to provide for a minimum 
marital formula. 

All of these planning sug
gestions are troubling because 
it is quite uncertain whether 
the repeal of the estate tax 
will ever occur and if so, for 
how long. The scope of this 
article intentionally did not 
focus upon planning for the. 
variables for estates above 
and below certain Applicable 
Exclusion thresholds. 
Nevertheless, your 
drafting should provide 
for flexibility such as the 
ability to appoint a trust 
protector empowered to 
make changes to conform 
to changes in the law and 
even terminate the trust, 
in the event that the trust 
grantor were incapacitat
ed or deceased. Additional 
flexibility could be 
achieved by planning and 
drafting for either partial 
or contingent QTIP trusts 
as previously discussed. 
Nevertheless, educating 
the client and designing 
the solutions will be our 
challenge for this decade! 
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-----------------------------ENDNOTES-----------------------------

1. Code Sec. 1022 (c) (5) as added by Act Sec. 542 (a) of P.l. 107-16. 

2. See Estate of Robertson v. Commissioner, 15 F 3d 779 (8th Cir. 1994) rev. g 98 T.C. 678 (1992); and 
Estate of Spencer v. Commissioner43 F 2d 226 (6th Cir. 1995) rev. g T.C. Memo 1992-579 (1992); 
also see Mathis v. United States, 917 F. Supp. 595 (N.D. Ind. 1966). 

3. T.D. 8714, 62 Fed. Reg. 7156 (Feb. 18, 1997). 

4. Regs. Sec. 20.2056 (b)- 7 (d) (3) (ii). 

5. ld. 

6. Treas. Regs Sec. 25.2518-2 (c) (3) and Code Sec. 1518 (b) (2). 

7. Treas. Regs. Sects. 20.2056 (b) - 5 (c) and 20.2056 (b) - 7 (b) (ii). 
8. Treas. Reg. Sec. 20.2056 (b) - 7 (b) (2) (i). 

9. See Treas. Reg. 20.2056 (b) -7 (h), Example (14). 

10. See Treas. Reg. 20.256- 1 (e), Example (4). 

11. Code Sec. 2652 (a) (3); Reg. 26.2652-2. 

12. Code Sec. 2056 A. 

13. Code Sees. 1022 (c) (2) (B) and (d) (4). 
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Corporate Aircraft and Fringe Benefits 

By: Donald Katz 

The proliferation of corporate-owned 
aircraft has created several tax 
issues. surrounding compensation 
and the deductibility of fringe bene
fits. Primarily, these tax issues arise 
when an employer allows a key exec
utive to use the company aircraft for 
personal use. Beyond the practical 
utility and sometimes competitive
necessity of corporate-owned aircraft, 
the company jet has become a fringe 
benefit that attracts the best and 
brightest talent to an organization. 
The convenience and comfort of cor- · 
porate aircraft has even led some 
executives to negotiate continued 
access to the company's aircraft and 
flight department as part of their 
retirement package. Generally, the 
deductibility of the expenses associ
ated with corporate aircraft owner
ship and operation is monitored 
closely and often challenged by the 
IRS. However, a recent court deci
sion favors employers providing 
these fringe benefits to employees. 

The Eighth Circuit handed the 
IRS a stunning defeat when it 
upheld a tax court ruling that per
mitted the employer to fully deduct 
all ofthe expenses associated with 
its corporate aircraft. It appears 
the deduction is now available at the 
corporate level regardless of whether 
the employee's use of the aircraft 
was business or pleasure. In 
Sutherland Lumber-Southwest, Inc. 
v. Commissioner, 1 the Eighth Circuit 
upheld the Tax Court's decision that 
the amount includible in the employ
ee's income is not a limitation on the 
deductibility of expenses incurred by 
the employer who provided the serv
ice or use of the asset. 2 The decision 
carries significant ramifications that 
extend beyond those tax issues sur
rounding the corporate aircraft. 
Sutherland should encourage organi-

zations to re-examine their executive 
compensation structures to ensure 
the most tax efficient use of its 
corporate assets. 

The facts of Sutherland are 
simple and were never in dispute. 
Sutherland, a Kansas City-based 
lumberyard, permitted some ofits 
officers to use its corporate aircraft 
for a variety of purposes that were 
completely unrelated to Sutherland's 
business, such as vacations and 
charity work. It is well settled law 
that such flights constitute 'fringe 
benefits' within the meaning of the 
Internal Revenue Code (the "Code").3 

Generally, fringe benefits are 
reportable income to the employee 
and subject to withholding and 
employment taxes. In the case 
of an employee's personal use of 
the employer's aircraft, the value 
reported on the employee's personal 

· income tax returns reflects the value 
of a flight based on the Standard 
Industry Fair Level (the "SIFL").4 

The special valuation formula is 
provided for in the Code of Federal 
Regulations (the "CFR") and involves 
variables, such as the weight of the 
aircraft and the miles traveled. 5 

Sutherland used standard 
accounting practices and deducted 
all of the expenses related to the 
maintenance and operation of its cor
porate aircraft, including those costs 
associated with providing the fringe 
benefit associated with personal use 
of the aircraft by its employees. The 
IRS argued that the costs associated 
with the vacation flights were only 
deductible to the extent of the 
income that was imputed to the 
employee. 6 That is, the company may 
deduct the expense associated with 
providing the personal use only to 
the extent that the deduction does 
not exceed the SIFL that the employ
ee uses to calculate his/her includible 
income. The Eighth Circuit dis-
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agreed and held that the corporate 
deduction was not limited by the 
amount imputed to the employee. 7 

The implications of Sutherland 
could be far reaching. That is, a cor
porate asset, such as a yacht, provid
ed to an employee for personal use or 
entertainment, which would general
ly be includible as compensation to 
the employee under the fringe bene
fit provisions,8 may now provide cur
rent deductions for the employer in 
the amount of the full carrying cost 
of the asset. 

Additionally, an employer might 
provide continued use of a corporate 
aircraft as a retirement package 
and receive a current deduction for 
purchasing and maintaining an asset 
that provides a retirement benefit in 
the future. Essentially, what the IRS 
sought to characterize as an enter
tainment expense has become fully 
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deductible under certain circum
stances. The applicability of this 
decision to other corporate assets 
that executives use for personal use 
has yet to be determined. However, 
the Sutherland victory presents 
attractive planning opportunities 
for executive compensation plans 
and for companies seeking to maxi
mize the use of a corporate asset. If 
properly structured, corporate assets 
could be utilized more cost effectively 
and provide tax advantages for cor
porate taxpayers that were previous
ly limited by the IRS's position on 
characterization of such expenses. 

DONALD KATZ is a tax assoc1ate in the 
Taxation and Av1ation Pract1ce Groups 
of Jaffe Raitt Heuer & Weiss, P.C. Don 
graduated Magna Cum Laude from Michigan 
State University-Detroit College of Law. 

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

1. 255 F.3d 495. 

2. See, Sutherland Lumber-Southwest, Inc. v Commissioner, 114 T.C. No. 14 (March 25, 2000). 

3. 261RC 61(a)(1). 

4. 26 CFR 1.61-21. 

5. 26 CFR §1.61-21(g)(5) (2001). 

6. 255 F.3d 495. 

7. ld. FAA regulations prohibit an employee reimbursing an employer for the cost associated with 
the employee's personal use of an employer's aircraft. See, FAA Chief Counsel's Opinion 8/93. 

8. 26 CFR 1.61. 
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Single Business Tax Capital 
Acquisition Deduction is 
Constitutional, Rules Michigan 
Court of Appeals 

In the long-awaited decision 
Jefferson Smurfit Corporation v. 
Department of Treasury, 2001 Mich. 
App. LEXIS 221, (Nov. 13, 2001), the 
Michigan Court of Appeals reversed 
the Court of Claims and ruled that 
the capital acquisition deduction 
("CAD") provision of the Single 
Business Tax ("SBT") was constitu
tional because it did not violate the 
Commerce Clause. A motion for 
rehearing was filed on December 4, 
2001 with the Michigan Court of 
Appeals. 

Plaintiff Jefferson Smurfit is an 
Illinois corporation that makes 
packaging materials. In 1997, the 
company placed in service over 
$150,000,000 of depreciable property; 
approximately $650,000 of that 
property was located in Michigan. 
Jefferson Smurfit filed an SBT 
return taking a CAD for the appor
tioned cost of the Michigan property. 
Later, the company filed an amended 
1997 return using the alternative 
("fallback") provisions to calculate 
the CAD. The amended return 
resulted in a decreased tax liability. 
In conjunction with the amended 
return, Plaintiff filed the instant 
action challenging the constitutional
ity of the site-specific CAD. The 
Court of Claims agreed with Plaintiff 
and Defendant appealed. 

The court analyzed the potential 
violation of the Commerce Clause 
using the four-pronged test outlined 
in Complete Auto Transit Inc. v. 
Brady, 430 U.S. 274 (1977). The test 
provides that a tax will be constitu
tionally valid if it is applied to an 
activity having a substantial nexus 

· with the taxing state, is fairly appor
tioned, does not discriminate against 
interstate commerce, and is fairly 
related to the services the state pro
vided. Focusing on the discrimina-

tion prong, the court stated that a 
state tax will be deemed unconstitu
tional if it is facially discriminatory 
against interstate commerce, has a 
discriminatory effect, or was enacted 
for a discriminatory purpose. 

The Court of Appeals determined 
that the CAD was facially neutral 
and that it was not enacted for a 
discriminatory purpose. With respect 
to a possible discriminatory effect of 
the CAD, the court reasoned that 
the CAD was not designed to punish 
multistate taxpayers who chose 
not to increase their presence in 
Michigan. Continuing its analysis, 
the court noted that it was not con
vinced that the CAD provision is 
responsible for the harmful effects 
suffered by multistate taxpayers 
who chose to increase their activity 
outside of Michigan. In conclusion, 
the court held that because the CAD 
provision did not discriminate 
against interstate commerce, it did 
not violate the Commerce Clause 
and therefore was constitutional. 

Payments for Accumulated Sick 
Leave are Exempt from State 
and Local Taxes, Holds Michigan 
Court of Appeals 

Affirming the Court of Claims, the 
Michigan Court of Appeals, in John 
T. Stone, et al. v. State of Michigan 
and Department ofTreasury, 2001 
Mich. App. LEXIS 190 (Sept. 21, 
2001), held that the monthly pay
ments to state employees for accu
mulated sick leave for an early 
retirement program (under the State 
Employees Retirement Act or SERA) 
are exempt from state and local 
taxes. A request for leave to appeal 
was filed on October 12, 2001 with 
the Michigan Supreme Court. 

Plaintiffs are a class of individuals 
who retired under an early retire
ment program set out in SERA. All 
were hired before October 1, 1980; 
workers hired after that were not eli
gible to be paid for unused sick leave. 
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SERA permitted the accumulated 
sick leave to be paid in 60 equal 
monthly installments. If the right 
to be paid for accumulated sick 
leave accrued under SERA, then the 

monthly payments were tax-exempt. 
The court determined that the right 
or legal entitlement accrued under 
the act if SERA was the statutory 
basis for the right. Reasoning that 
the legislature did not dictate that 
SERA must be the exclusive source 
of a right for that right to be tax
exempt, the court reasoned that the 
accumulated sick leave did accrue 
under SERA. Additionally, the legis
lature failed to create a statutory 
safeguard to ensure that the monthly 
accumulated sick leave payments 
were taxable. Therefore, the monthly 
payments of the sick leave were 
exempt from state and local taxes. 

Property Valued above 
Statutory Limits, Rules 
Michigan Tax Tribunal 
In Goodyear Tire and Rubber 
Company v. City of Lansing, Docket 
No. 266793 (Nov. 1, 2001), the 
Michigan Tax Tribunal ruled that the 
1999 and 2000 tax year assessment 
of the disputed property exceeded 
the statutory limits of 50% of the 
property's true cash value. 

The property at issue is a com
mercial tire store and auto service 
facility. The taxpayer argued that 
the 30 year lease (1971-2001) should 
be valued for ad valorem tax purpos
es based on contract rent when a 
pre-1984 lease encumbers the prop
erty; the city argued that the cost 
approach should be used. Because 
the property's long-term lease would 
expire in two or three years, the Tax 
Tribunal reasoned that both methods 
could be combined to determine the 
proper value. In making its inde
pendent determination, the tribunal 
valued the property using "the best 
parts of both the income analysis and 
the cost approach ... adjusted with 
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the use of an economic condition 
factor to calculate the value of the 
subject property using actual income, 
and adjusted the income stream to 
include the revisions at the end 
of the lease." Thus, the property's 
value was adjusted so that it did not 
exceed 50% of its true cash value. 

Michigan Legislature Allows 
Tax Amnesty Program 
On November 26,2001, Gov. John 
Engler approved legislation to allow 
a limited-time tax amnesty program. 
House Bill 5036 (Public Act No. 168) 
amends the revenue act to provide 
for a tax amnesty period to end 
before September 30, 2002. By law, 
the period will last between 30 and 
60 days and will apply only to those 
taxes due on or before June 1, 2001. 
The Department of Treasury has set 
aside May 15, 2002 through June 30, 
2002 as the tax amnesty period. 
During the amnesty period, the com
missioner shall waive all criminal 
and civil penalties provided for fail
ing or refusing to file a return, for 
failing to pay a tax, or for malqng 
an excessive claim for refund, if the 
taxpayer makes a written request 
for waiver, files a return or amended 
return, and makes full payment of 
the tax and interest due for any prior 
tax years. Any taxpayer who fails to 
file a return or pay a tax that was 
due before June 1, 2001, during the 
amnesty period will be liable for an 
additional 25% penalty of the 
amount of tax due. 

In addition to creating an amnesty 
program, House Bill 5036 removes 
the sunset provision of the Michigan 
voluntary disclosure program. The 
bill also amends the definition of 
nonfiler for voluntary disclosure 
purposes. Beginning July 1, 1998, a 
nonfiler is a person that has not filed 
a return for periods beginning after 
December 31, 1988. Nonfiler also 
means a person who only filed a 
single business tax estimated tax 
return before January 1, 1999. 
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Michigan Legislature Permits 
Participation in Streamlined 
Sales Tax Project 
On October 5, 2001, Gov. John 
Engler approved legislation to allow 
Michigan to participate in the 
Streamlined Sales Tax Project 
("SSTP"). House Bill 5080 (Public 
Act No. 122) creates a new act, 
known as the equitable sale and 
use tax administration act and 
establishes a mechanism to allow 
state participation in the SSTP. 

This act is not intended to gener
ate revenue that is not currently due 
under the sales and use tax acts but 
is intended to provide for simplifica
tion of the method of collecting the 
sales and use taxes that are current
ly authorized to be collected under 
those acts. The act shall not be con
strued to expand the tax base of the 
sales tax or use tax or to eliminate 
exemptions. The act is intended to 
simplify and modernize the sales tax 
and use tax administration in order 
to substantially reduce the burden 
of tax compliance for all sellers and 
for all types of commerce. 

Michigan Legislature Extends 
The Home Heating Fuel Credit 
On November 26,2001, Gov. John 
Engler approved legislation to extend 
the Michigan home heating credit. 
House Bill 4481 (Public Act No. 169) 
removes the 2000 tax year sunset 
provision of the credit. As such, a 
claimant may claim a credit for the 
heating fuel costs incurred to heat 
the claimant's home for tax years 
after 2000. As with previous years, 
the tax credit for the 2001 tax year, 
and after, is dependent on federal 
appropriations. 

Michigan Department of 
Treasury Explains Single 
Business Tax Application to 
Foreign Transportation 
Companies for Tax Years 
Beginning On or Mter 
January 1, 2000 
The Michigan Department of 
Treasury in Revenue Administrative 
Bulletip 2001-4 ("RAB 01-4") 
describes how the Single Business 
Tax applies to foreign persons 
engaged in the business of trucking 
and certain other transportation 
services in Michigan for tax years 
that begin on or after January 1, 
2000. Generally, a "foreign person" 
is a business organization formed 
or organized under the laws of a 
country other than the U.S., or an 
individual who is not a U.S. citizen 
or U.S. resident. A person who is 
required to file a U.S. federal income 
tax return is not a foreign person 
under the Single Business Tax Act. 
For purposes of the RAB, trucking 
and transportation services mean 
"the transportation of persons or 
property upon highways or .roads 
within Michigan for hire using any 
type of motor vehicle." While RAB 
01-4 generally applies to rail trans
port and shipping on Michigan's 
navigatable waters, it does not apply 
to foreign persons engaged in the 
international operation of aircraft. 

RAB 01-4 is a supplement to RAB 
01-2, which discusses in general how 
the SBT applies to foreign persons 
for tax years beginning on or after 
January 1, 2000. RAB 01-4 details 
how a foreign transportation compa
ny should calculate business income, 
statutory additions and subtractions, 
and the revenue mile apportionment 
provisions. 
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Michigan Department of 
Treasury Discusses the 
Relationship of the Severance 
Tax to the Individual Income Tax 
The Michigan Department of 
Treasury in Revenue Administrative 
Bulletin 2001-5 ("RAB 01-5") 
explains the exemption from the 
individual income tax for producers 
of oil and gas in Michigan by the 
Severance Tax Act. RAB 01-5 applies 
to all open tax periods under the 
statute of limitations and replaces 
RAB 96-1. RAB 01-5 also rescinds 
RAB 89-22 to the extent it refers to 
income tax. 

The severance tax applies to pro
ducers engaged in the business of 
removing oil or gas from the land. A 
producer is a person who owns, or is 
entitled to delivery of a share in kind 
or a share of the monetary proceeds 
from the sale of, oil or gas as of the 
time of its production or severance. 
The Severance Tax Act levies a tax 
on the gross cash market value of oil 
and gas and provides that the sever
ance tax is in lieu of all other state 
and local taxes on the oil and gas. 
As such, income from oil and gas that 
is subject to the severance tax is not 
subject to individual income tax. 
Some of the topics described in 
greater detail in RAB 01-5 are how 
the amount of gross receipts subject 
to severance tax is computed, how 
the severance tax exemption affects 
the computation of a Michigan net 
operating loss, and whether the 
severance tax exemption affects 
household income for purposes of 
computing the property tax credit. 
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Th1s Update was prepared by GIANLUCA 
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