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Dear Tax Symposium Participant:

Welcome to our Twenty-First Annual Tax Symposium. As we prepare for this
year's program we are struck by the many uncertainties that we, as tax practitioners
face. Presumably by the time you read this, the Presidential election will be decided
(unless there is a re-run of the 2000 election). However, even with the knowledge of
who is the President and which party controls Congress, the tax environment will
remain uncertain.

Will the Bush tax cuts be allowed to expire? What will the estate tax
exemption amount be set at? Will millionaires pay a higher rate of tax? What
deductions and “tax loop holes” may be capped or eliminated? Will health care
reform be reformed? The simple and somewhat whimsical response is; if we knew
the answer to thes‘g questions, we wouldn't have to “slug it out” as tax practitioners.

So where does that leave us? The only certainty we have is what the tax law
will be in 2012. It leaves us, however, with the responsibility to educate our clients
on the options and opportunities available during 2012 and the spectrum of what the
tax environment might be in 2013 and years thereafter. A crystal ball would certainly
help.

Please visit our website at www.maddinhauser.com to find out more about the
firm. As always, we appreciate your attendance at this Program and welcome your
comments and suggestions.

Very truly yours,

MADDIN, HAUSER, WARTELL,
ROTH & HELLER, P.C.

CIRCULAR 230 DISCLAIMER: Tax advice contained in this communication and our Tax Symposium Book, -
including attachments/enclosures, is not intended or written to be used, and may not be used, for the purpose of:

(i) avoiding tax-related penalties under the Internal Revenue Code, or (ii) promoting, marketing, or recommending

to another party any tax-related matters addressed herein.
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IDENTIFYING WAGE & HOUR COMPLIANCE ISSUES

By: Ronald A. Sollish, Esq.

COMMON QUESTIONS

A.

B.

Do | have to pay my salaried employees overtime?

Is every minute an employee spends at work compensable time?
When do | have to pay an employee overtime?

Can | give an employee “comp time” instead of overtime pay?

What are the proposed changes to the “white collar” exemptions to the
Fair Labor Standards Act?

A BRIEF HISTORY OF WAGE AND HOUR LAWS

A.

B.

What are the primary laws which regulate payment of wages and

fringe benefits in Michigan?

1. Federal Law: Fair Labor Standards Act of 1938 (“FLSA”)
2. Michigan Law: Minimum Wage Act of 1964 (“MMWA”)

3. Michigan Law: Wages and Fringe Benefits Act (‘“MWFBA”)
Background

1. Fair Labor Standards Act:

a. The FLSA was enacted in 1938 and has subsequently
been modified through amendments or enactments of
related acts approximately two dozen times since the Act
was initially passed. The first minimum wage provided
by the FLSA was $0.25 an hour in 1938 and was most



recently increased in 2004 to $7.25 per hour. Michigan
utilizes a minimum wage of $7.40 per hour, which
generally controls. The FLSA initially only applied to
employees engaged interstate commerce. The Act now
applies to nearly all employees and has been extended
to cover employees engaged in large retail and service
enterprises, local transit, construction, gas stations,
hospitals, nursing homes, schools, laundries, dry

cleaners, hotels, motels, restaurants, and farms.

b. The FLSA was enacted to govern payment of overtime
wages, create record-keeping requirements for hours
worked by employees, and to prevent exploitation of
child labor.

C. The FLSA does not regulate the following:
i. Vacation, holiday, severance, or sick pay;
il. Meal or rest periods, holidays off, or vacations;
iii. Premium pay for weekend or holiday work;
iv. Pay raises or fringe benefits; and

V. Discharge notices, reason for discharge, or
immediate pay of final wages to terminated

employees.

Michigan Minimum Wage Act of 1964: The Act was passed in
1964 in order to regulate overtime, record-keeping, and use of
child labor by any employers which fall outside of the scope of
the FLSA.



3.

Michigan Wages and Fringe Benefits Act:

a. The Act (in its modern form) was enacted in 1978.

b. The Act does not regulate the amount of wages paid, but
provides procedures for the time when wages are to be
paid and governs the payment of fringe benefits to

employees.

Il APPLICATION OF THE FLSA AND THE MICHIGAN MINIMUM WAGE ACT

(HM MWAH)

A.

Who is an “employer” under the FLSA?

An “employer” is defined as “any person acting directly or indirectly in

the interest of an employer in relation to an employee and includes a

public agency, but does not include any labor organization (other than

when acting as an employer) or anyone acting in the capacity of

officer or agent of such labor organization.”

What industries are covered?

1.

Generally:  All employees of enterprises having workers
engaged in interstate commerce, producing goods in interstate
commerce, or handling, selling, or otherwise working on goods
or materials that have been moved in or produced for such
commerce (referred to as “covered enterprises”). These
“covered enterprises” have been extended to include not only
businesses engaged in production of goods for interstate
commerce, but also employed by a business engaged in any
closely related process or occupation which is directly essential
to such production, including employees who work in
communications or transportation, regularly use the mails or
telephones for interstate communication, keep records of

interstate transactions, regularly cross state lines in the course



of employment, or work for employers who contract to do
clerical, custodial, maintenance, or other work for firms
engaged in interstate commerce or in the production of goods

for interstate commerce.

In 1990, additional requirements for determining whether an
employer is a “covered enterprise”, and therefore subject to the

FLSA, were added. These requirements provide that:

A covered enterprise is defined as the related activities
performed through unified operation or common control by any

person or persons for a common business purpose, and

a. whose annual gross volume of sales made or business
done is not less than $500,000.00; or

b. is engaged in the operation of a hospital, an institution
primarily engaged in the care of the sick, the aged, or
the mentally ill who reside on the premises; a school for
mentally or physically disabled or gifted children; a
preschool, an elementary school or secondary school, or
an institution of higher education (whether operated for

profit or not for profit); or

C. is an activity of a public agency.

Grandfather Clause: Any enterprise that was covered by the
FLSA on March 31, 1990, and that fell outside of the act
because of the new $500,000.00 test, remains subject to the
overtime pay, child labor, and recordkeeping provisions of the
FLSA.



C.

Where does the MMWA fit in?

1. It is the rare local exception which falls outside of the FLSA. In
such cases, the MMWA (the provisions of which mirror the

FLSA, including exemptions from coverage) applies.

2. The MMWA covers all employers not covered by the FLSA and
defines employers as “a person, firm, or corporation, including
the state and its political subdivisions, agencies, and
instrumentalities, and a person acting in the interest of the
employer, who employs twi or more employees at any one time
within a calendar year.” An employer shall be subject to this

act during the remainder of that calendar year.

V. MINIMUM WAGE REGULATIONS

A.

All employees must be paid the minimum wage set by federal law
unless your business is one of those that falls outside the scope of the
Fair Labor Standards Act. The current minimum wage is $7.40 per
hour. However, there is a youth minimum wage of $4.25 per hour
which may be paid to employees under the age of 20 years old during
the first 90 consecutive calendar days of employment with the
employer. Employers may not displace employees in order to hire
other employees at the youth minimum wage. Michigan provides for a

youth minimum wage of 85% of the adult minimum wage.

The most common minimum wage issues which arise are listed below.

B.

Average Wages Over a Work Week. The earnings of employees paid
by the hour or by the piece cannot be averaged over any time period
longer than a work week. Amounts earned in excess of the minimum
wage during one work week cannot be used to offset amounts earned

below the average in another work week.



Employees Paid in Whole or in Part on Commission.

1. Commission as sole compensation. Payments to the employee
for each work week must satisfy the minimum wage

requirement for that work week.

2. Commission and hourly wages. If an employee is paid part of
the work week on a hourly basis and part of the work week on a
commission basis, the employer may not average the wages
earned while being paid hourly to make up for a deficiency in
earnings while the employee is being paid on commission.

3. Payment of commissions on a monthly basis. An employer
may pay commissions on a monthly as opposed to a weekly
basis. However, the computation of hours worked and the
employee's earnings must be done on a work week basis, and
the employee must be paid at least the minimum wage for all
hours worked during a work week on the pay day for that work

week.

4. Effect of a draw against commissions. An employer may allow
employees to draw against their future commissions. However,
the employer cannot use that draw to offset the required

payment of the minimum wage for that work week.

Employees Paid in Whole or in Part Based on Production Quantity.
For employees paid by the piece, or a combined hourly wage plus a
piece rate, the calculation to determine if the minimum wage
requirements are satisfied is based upon a regular 40-hour work
week. If the average hourly earnings of the employee for non-
overtime hours in each work week satisfy, equal or exceed the

minimum wage then the requirements are satisfied for that work week.



For employees who split time between jobs paid at an hourly wage
and jobs paid by the piece, the hourly rate must equal or exceed the
minimum wage and the average hourly rate for the time spent working

at the piece work must equal or exceed the minimum wage.

Employees Paid in Part by Tips. Tipped employees are those
employees who regularly receive more than $30.00 per month in tips.
An employer may consider tips received by an employee as part of the
employee’s wages, but the employer must pay the employee at least
$2.13 per hour in actual wages. (The MMWA increases this amount
to $2.65 per hour.) If an employer elects to credit tips towards the
minimum wage, the employer must inform the employee prior to
crediting tips. In the event an employee’s direct wages of $2.13 and
credited tips do not equal at least the minimum wage, then the

employer must make up the difference. Other tipping issues include:

1. Proof of amount of tips received. The burden is on the
employer to determine the amount of tips actually received.
The employer may not rely exclusively upon the amount of the
business generated at a particular table or tables, because,
barring other evidence, there is no absolute correlation

between the revenue generated and the tips received.

2. Tip pooling. Tip pooling arrangements are permissible and the
employer may take the minimum wage percentage exemption
for tipped employees if all members of the pool are employees
who regularly receive tips. The pool cannot include employees
who do not receive tips unless the employees voluntarily pool
their tips.

3. Time spent on other work. If an employee spends time on work
for which tips are not customarily given, in most cases, the

employee must be paid the full minimum wage for such time.



Deductions for walkouts, cash shortages, etc. An employer
may not make a deduction from an employee's wages which
would result in the employee earning less than the required
minimum wage. Thus, if an employer sought to pass along the
amount of a cash shortage to an employee, the employer may
only make such a deduction to the extent that the employee's
wages exceed the minimum wage. For this purpose the
employer cannot argue that the employee receives tips which
make the employee's wages greater than the required

minimum wage.

Permissible Deductions from Wages. An employee must be paid the

required minimum wage "free and clear." This means that deductions

from wages which the employer may wish to impose cannot be taken

if the effect is to lower the employee's wage below the required

minimum wage.

Permissible deductions. An employer may deduct the fair value
of board, lodging or "other facilities."

a. "Other facilities" are items that are "like board or lodging"
including meals furnished at company cafeterias,
housing, merchandise from a company store or
commissary, utilities for company supplied housing, and
transportation provided to and from work. "Other
facilities” do not include such items as trade tools,
laundering of uniforms, sleeping facilities for employees
required to be on duty, meal expenses for employees on
the job, and transportation during the course of

employment.

b. The amount of the deduction cannot include any profit to

the employer or an affiiate. The cost can include



adequate allowances for depreciation and interest (not
more than 5.5%) on the invested capital, but in no event

may the cost exceed the fair market value for the item.

Other permissible deductions. An employer may deduct the
cost of certain other items/benefits from an employee's wages
provided that the deduction does not work to reduce the
employee's wages below the required minimum wage. Thus,
an employer may deduct the cost of providing uniform cleaning,
cash register shortages, mathematical errors or non-paying

customers.

Uniforms. If an employer requires employees to pay for a
uniform from the employee's wages, THE DEDUCTION IS
PERMITTED, IF THE DEDUCTION does not reduce the
employee's wages below the applicable minimum wage or
reduce the required payment of overtime wages. An employer
may require a prospective employee to purchase a uniform in
advance, but the employee must be reimbursed that portion of
the cost of the uniform which would result in the employee
earning less than the required minimum wage or overtime
compensation. The employer may deduct the cost over several
pay periods to avoid this problem. The cost of cleaning the
uniforms (unless the uniforms can be washed in the same
manner as the employee's personal clothing) must be paid by
the employer unless the employer is paying the employees an
amount sufficiently in excess of the minimum wage so that the
cleaning cost would not have the effect of reducing the

employee's wages below the required minimum wage.



V.

OVERTIME COMPENSATION

A.

Overtime Rate. Federal law requires employers to pay non-exempt
employees overtime wages at a rate not less than 1 1/2 times their
regular rate of pay for each hour or fraction of an hour worked by the
employee in excess of 40 for any given work week. No overtime is
required for hours worked in excess of normal time for a particular

day, or for work on Saturdays, Sundays or holidays.

Requirements Cannot be Waived. The overtime requirements cannot
be waived by an employee, and cannot be overridden by an
employment contract which prohibits the employee from working
overtime where both the overtime worked and the employee's duties

are known to the employer.

Overtime Calculated on a Work Week Basis. The calculation as to
whether an employee worked any overtime is determined by the work
week basis. An employer is not required to pay overtime wages on a
weekly basis. The employer must pay the overtime wages in the pay
period applicable to the period worked. If it is not possible to
determine the overtime worked before the regular pay day the

employer may pay the overtime wages as soon as possible thereafter.

Calculation of Hours Worked. The determination as to whether an
employee is "working" is not always easy. In the absence of a
contract, custom or practice to pay for such items, time spent by
employees in reaching their work stations, and time spent by
employees in preparing to work or leave from work need not be

considered work time.

Waiting Time. Employees who are engaged to work such as the
receptionist who reads a magazine waiting for the phone to ring must

be paid for such time. However, employees who are waiting to work
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such as the workers who arrive at the factory before it is open are not

compensated for such time.

On Call Time. An employee who must remain on call while on the
employer’'s premises must be compensated for such time. An
employee who is on call at home, or is allowed to call in for messages,

is not entitled to be compensated for such time.

Travel Time. An employee’s ordinary travel from home to work and
work to home is not compensable time. When an employee works at
a fixed location and is required to travel to another city on a temporary
basis, then the travel time is work and must be compensated. Finally,
where an employee travels as part of the employee’s principal work

activity, then such travel time must be compensated.

Unauthorized Overtime. If an employer knows and permits an
employee to work beyond his or her normal work hours, the employer
must pay wages at the applicable rate to the employee even if the
employer has a written policy prohibiting overtime or unauthorized

work.

Lunch/Dinner Breaks. Generally, time provided for meals is not work
time requiring compensation. Barring special exceptions, a meal
period must be at least 30 minutes long and the employee must be
completely relieved from duty. The employee should be able to leave
his or her work station. If meal periods are frequently interrupted for

work requirements, then the entire period is compensable time.

Rest/Coffee Breaks. Employers are not required to grant rest or
coffee breaks. If such breaks are granted, they count as compensable
work time if 20 minutes or less and cannot be offset against other
types of work time. The general idea is that such breaks promote

employee efficiency and thus benefit the employer.

11



K. Time Spent in Meetings/Training. Time spent attending training
programs, meetings or lectures need not be counted as hours worked

if the following criteria are met:

1. The meetings take place outside normal working hours;
Attendance is truly voluntary;

3. The meeting, lecture, etc., is not directly related to the
employee's job; and

4. The employee does not do productive work during the meeting.

L. Use of "Comp" Time in Lieu of Paying Overtime. An employer may
not trade "comp" time for overtime under the FLSA (unless the
employer is a public agency). Employers who are not subject to the
FLSA may provide for “comp” time pursuant to the MMWA if the time
off is given at the rate of 1 ¥2 hours off per hour of overtime, there is a
written comp time agreement between employer and employee before
the overtime work is performed, and comp time does not exceed 240
hours per year. Currently, bills are pending in Congress that would
permit workers to elect to accept time off from work instead of
accepting overtime pay. However, such bills have yet to be enacted

into law.

VI.  WHAT IS AN EMPLOYEE'S REGULAR RATE OF PAY FOR DETERMINING
OVERTIME?

A. Various types of compensation (other than actual wages) must be
included in calculating an employee's "regular rate" for overtime

purposes. These forms of compensation include:

1. Awards or prizes received based on the quality, quantity or
efficiency of work performed;
2. Bonuses based on the quality, quantity or efficiency of work

performed,;

12



Bonuses that depend on hours worked;
Commission payments;
Payments for meals, lodging and other facilities;

Shift differentials or "dirty work" premiums; and

N o g A~ w

Tip credits taken by an employer to fulfill minimum wage

requirements.

In calculating an employee's regular wage rate, employers do not
need to take into account additional compensation consisting of the

following:

Discretionary bonuses;

Gifts and certain employee benefit plan contributions;
Employee referral bonuses;

Paid leave from work;

Severance pay;

Subsistence pay;

Talent fees; and

© N o g s~ w D PE

On-call or call-back pay.

For employees which are paid on a piece rate, commission, salary or
other non-hourly basis, the compensation must be converted to an
hourly rate which is usually done by dividing the work week

compensation by the number of hours worked.

Vil.  EXEMPTIONS FROM MINIMUM WAGE AND OVERTIME REGULATIONS

A.

The FLSA provides an exemption from both minimum wage and
overtime rules for “any employee employed in a bona fide executive,
administrative, or professional capacity . . . or in the capacity of an
outside salesman.” These are typically called the “white collar”
exemptions and are defined by DOL regulations. They do not apply to

manual laborers or other “blue collar” workers who perform work

13



involving “repetitive operations with their hands, physical skill and

energy.”
B. General Rules

1. For the purpose of the exemptions, “salary basis” means an
employee regularly receives a predetermined amount of
compensation each pay period on a weekly, or less frequent,
basis. If the employee is paid an agreed sum for a single job,
regardless of the time required for its completion, the employee

will be considered to be paid on a “fee basis.”

2. Deductions from pay are permissible when an exempt
employee:
a. Is absent from work for one or more full days for

personal reasons other than sickness or disability;

b. For absences of one or more full days due to sickness or
disability if the deduction is made in accordance with a

bona fide plan, policy or practice; or

C. To offset amounts employees receive as jury or witness

fees, for military pay; or for certain workplace penalties.

3. The employer will lose an exemption if it has an “actual
practice” of making improper deductions from salary (there is,

however, a safe haven available to employers).
C. Exemptions for Executives.

1. An employer is not required to pay overtime wages to
"executives." The following test can be used to determine if a
particular employee qualifies as an "executive" for this purpose
(NOTE: All of the factors must be met):

14



The employee's primary duty must be the management

of the enterprise or a recognized division or subdivision;

The employee must customarily and regularly direct two

or more other employees;

The employee must have authority to hire and fire
employees or the employee’s recommendations as to
hiring, firing, promotions, pay or other aspects of the
employment status of other employees must be given
particular weight; and

The employee must be paid on a salary basis and earn
not less than $455.00 per week (less if employed in

American Samoa).

2. The executive employee exemption also applies to any

employee who owns at least a 20-percent equity interest in the

enterprise in which the employee is employed, and who is

actively engaged in its management (irrespective of the other

requirements).

D. Exemptions for Administrators.

1. An employer is not required to pay overtime wages to

administrative employees. An "administrative" employee is

someone who satisfies ALL of the following criteria:

a.

His or her primary duty is the performance of office or
non-manual labor directly related to management
policies or the general business operations of his or her
employer or the employer's customers. (NOTE: Special
definitions and rules apply for persons employed in an

15



administrative capacity by educational institutions which

are not addressed in these materials.);

b. He or she customarily and regularly exercises discretion

and independent judgment;

C. The employee is paid on a salary or fee basis at a rate of
not less than $455.00 per week (less if employed in

American Samoa).

2. The phrase “directly related to the management or general
business operations” refers to the type of work performed by
the employee. To meet this requirement, an employee must
perform work directly related to assisting with the running or
servicing of the business, as distinguished from working on a
manufacturing production line or selling a product in a retail or

service establishment.

3. The most difficult clause to interpret is that requiring an
employee to “exercise discretion and independent judgment.”
Insurance claim adjusters, tax experts, and employees in the
financial services industry are examples of positions that will
generally qualify for the administrative exemption. Those doing

ordinary inspection or screening work will generally not qualify.
E. Exemptions for Professionals.

1. Exemptions to the overtime pay laws also exist for employees
who are "professionals.” An employee may qualify as a

"professional” if the following criteria are satisfied:
a. The employee's primary duty is either:

(1 Performing work requiring advanced knowledge in

a field of science or learning customarily acquired

16



by a prolonged course of learning (“learned

professionals”); or

(i) Performing original or creative work in an artistic

field (“creative professionals”);

b. The employee receives a salary or fees at a rate of not
less than $455.00 per week (less if employed in

American Samoa).

2. This creative professional exemption is generally met by actors,
musicians, composers, and sometimes journalists. However,
the exemption depends on the extent of the invention,

imagination, originality, or talent exercised by the employee.

3. Separately, the rules exempt teachers as well as licensed
attorneys and doctors.

F. Exemption for highly-compensated workers.

1. The regulations contain a separate rule for highly-compensated
workers. A highly-compensated employee is deemed exempt if
the ALL of the following apply:

a. The employee be paid total annual compensation of
$100,000 or more (which must include at least $455 per

week paid on a salary or fee basis);
b. The employee performs office or non-manual work; and

C. The employee customarily and regularly performs at
least one of the duties of an exempt executive,
administrative or professional employee identified in the

standard tests for exemption.

17



2. For example, an employee can qualify as an exempt highly-
compensated employee if the employee customarily and
regularly directs the work of two or more other employees, even
though the employee does not meet all of the other
requirements for the executive exemption. (NOTE: while the
new rule requires only that the employee satisfies one of these
duties, the rule demands that the employee customarily and

regularly perform these duties.)

3. The regulations include a requirement for those exempt as
highly-compensated employees to have a salary of $100,000 a
year or almost $2,000 per week. Total annual compensation
includes salary, commissions, nondiscretionary bonuses, and
other nondiscretionary compensation even if not paid out to the

employee as due on at least a monthly basis.
H. Computer Employees

1. Regulations extend the application of the "professional’
exemption to certain computer related jobs and fields. To
qualify for the computer employee exemption, the following

must be met:

a. The employee must be compensated either on a salary
or fee basis at a rate not less than $455 per week or, if
compensated on an hourly basis, at a rate not less than
$27.63 an hour; and

b. The employee’s primary duty consists of on of the

following;

) The application of systems analysis techniques

and procedures;

18



(i) The design, development, documentation,
analysis, or modification of computer systems or

programs; or

(i) A combination of the aforementioned duties, the
performance of which requires the same level of

skills.

2. Although job titles are not determinative of the applicability of
this exemption, the regulations specifically state that “computer
systems analysts, computer programmers, software engineers
[and] other similarly skilled workers” are eligible for the

exemption.

3. The computer employee exemption does not include
employees engaged in the manufacture or repair of computer

hardware and related equipment.
Exemptions for Outside Salespersons.

1. An exemption from the overtime wage laws also exists for
employees who are "outside salespersons.” The criteria for
determining if an employee qualifies as an “outside

salesperson” are as follows:

a. The employee’s primary duty must be making sales, or
obtaining orders or contracts for services or for the use
of facilities for which a consideration will be paid by the

client or customer; and

b. The employee must be customarily and regularly
engaged away from the employer’s place or places of

business.

19



NOTE: The salary requirements of the regulation do not apply to the outside sales
exemption. However, an employee who does not satisfy the requirements of the outside
sales exemption may still qualify as an exempt employee under one of the other

exemptions.

VIIl.  CHILD LABOR REGULATIONS

A.

The FLSA places certain restrictions on the employment of persons
under the age of 18. Children aged 16 and 17 are prohibited from
working in hazardous occupations, and children aged 14 and 15 are
limited in the hours they may work. Children under the age of 14
generally  cannot be employed at all except  for
entertainment/performing arts, newspaper delivery and by their

parents if they are sole proprietors of a business.
Hazardous Occupations for 16 and 17-Year Olds include:

1. Jobs in plants where explosives, or goods containing

explosives, are handled or stored;

2. Driving motor vehicles except when the driving is only
occasional and incidental to the job; and only if the vehicle is
less than 6,000 pounds;

3. Mining;

4, Any equipment operation in a sawmill;

5. Any job requiring the operation of any woodworking machine;

6. Any job involving exposure to radioactive materials (watch for

X-ray equipment);

7. Any job requiring the operation of power lifting equipment

including elevators;

8. Any job requiring the operation of power metal forming tools;

20



10.

11.

12.

13.

14.

15.

16.

17.

Any job requiring the operation of power meat cutting tools

including slicers used at deli counters;
Any job requiring the operation of power baking machines;

Any job requiring the use of power paper making/recycling

machines;

Any job involved in the manufacture of brick, tiles or similar

products;

Any job requiring the use of a circular or band saw or guillotine
shears;

Any job involving the wrecking/demolition of buildings;
Any job involving the building of ships;
Any job involving the application of materials to roofs; and

Any job involving excavation work.

Hazardous Occupations for 14 and 15-Year Olds include:

Any occupation/job listed in B above;

Any job involving duties in work rooms where goods are
manufactured, mined or processed (i.e., factory or shop floor

jobs);
Public messenger services;
Helpers on motor vehicles; and

Jobs other than office or sales work pertaining to the
transportation of persons or goods, warehousing or storage,

communications, public utilities, and construction. (NOTE: Any
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office/sales work pertaining to construction must be conducted

off-site.)

Permissible Occupations for 14 and 15-Year Olds include:

Office/clerical work;

Cashier, sales, modeling, art work, work in advertising, window
trimming/display, comparative shopping, price marking,

assembling orders, packing and shelving;
Bagging and carrying out customers' orders;

Errands/delivery work if done on foot, bike or by public

transportation;
Clean-up work (may operate a vacuum or floor waxer);

Outdoor maintenance, but may not use a power mower or

cutter;

Kitchen/food prep work (including use of small machines such
as milk shake makers, pop corn poppers, toasters,

dumbwaiters, dishwashers, and coffee makers and grinders);

Dispensing gas/oil for cars and trucks, car cleaning/waxing,

general courtesy service (washing windows, etc.); and

Cleaning fruits and vegetables, wrapping, labeling, and/or
pricing food if in an area away from where meat is prepared for

sale, and away from freezers.

Specifically Prohibited Jobs for 14 and 15-Year Olds include:

1.

2.

Any job in a boiler room;

Any job repairing or maintaining equipment;
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3. Any job washing exterior windows requiring work from window

sills or on a ladder/scaffold;

4, Any cooking or baking job except at soda fountains, lunch

counters, snack bars or cafeteria serving counters;

5. Any job relating to the use or operation of food slicers, grinders,

choppers and bakery mixers;
6. Any job requiring work in a freezer or meat cooler,

7. Any job involving the loading or unloading of goods from trucks,

railroad cars or conveyers; and
8. Any job in a warehouse except for office work.
Restrictions on Hours Worked by 14 and 15-Year Olds include:
1. Must be outside school hours;

2. No more than 3 hours a day on a school day, and no more than

8 hours on a non-school day;

3. No more than 18 hours a week during any school week, and no

more than 40 hours during a non-school week; and

4. No work before 7:00 a.m. and no work after 7:00 p.m., except
from June 1 through Labor Day the child may work until 9:00

p.m. unless those are school days.

IX. RECORDKEEPING REQUIREMENTS

A.

Employers are required to maintain records to establish their
compliance with minimum wage, overtime, equal pay and child labor
laws. These records for non-exempt employees must include the

following:
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10.

11.

12.

13.

14.

Name used for social security purposes;
Home address;

Date of birth if under age 19. The burden is on the employer to

prove the employee is not a minor if there is a question;
Sex and occupation;
The time and day on which each work week begins;

The employee's regular rate of pay for every week in which
overtime pay is owed. This should be detailed enough so that it
can be determined how the overtime wage is calculated;

The amount and nature of any regular rate exclusions;
The employee's wage, salary or earnings for each pay period;

The hours worked for each workday and work week including
starting and ending times each day;

All "straight time earning"” including all wages for regular hourly

work, piece rates, commissions and/or salary;
All overtime pay;

Any deduction/addition to wages;

Pay dates and pay periods covered; and

The total wages paid each employee for each pay period.

Records for exempt employees do not have to be as detailed. These

records must include the following:

1.

The basis on which wages are paid;
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2. Total pay including fringe benefits; and
3. Records sufficient to establish requirements of the exemption.
Preservation of Records.

1. Generally, employers should keep payroll and other required
records for at least three years. Employers should also
preserve any collective bargaining agreements and any
documents pertaining to any deduction from wages for the

same three-year period.

2. Records from which the above are taken, such as timecards,
production cards, wage rate tables, work schedules, and
order/shipping/billing records, must be kept two years from the

last effective date.

3. Records should be kept at the place of business or a central
records office. Records must be available within 72 hours after

receipt of a notice from a Wage Hour administrator.
Posting Requirements.

Employers who employ anyone subject to the minimum wage

requirements must post a notice published by the Wage Hour Division.
Telecommuting Employees.

1. Although no new amendments have been enacted to address
telecommuting employees (those employees who work off the
job site via computer), the FLSA has always provided for
regulation of off-site workers as “Industrial Homeworkers.” An
industrial homeworker is a person who produces industrial
homework which is defined as “the production by any person in

or about a home, apartment, tenement, or room in a residential

25



establishment of goods for an employee who suffers or permits
such production, regardless of the source (whether obtained
from an employer or elsewhere) of the materials used by the
homeworker in such production. 29 CFR 8516.31(a).

“Goods” which are produced by industrial homeworkers include
wears, products, commodities, merchandise, or articles or
subjects or commerce of any character, or any ingredient
thereof . . .” This definition extends to intangibles, such as
ideas, telegraphic messages, newspapers, magazines, reports,
or insurance policies. 29 CFR 8776.20.

All minimum wage, overtime, and record keeping requirements
under the FLSA apply to homeworkers. However, additional
recordkeeping requirements also apply. The following

additional records must be maintained for homeworkers:

a. Date on which work is given out to worker, or begun by a

worker, and amount of such work given out or begun.

b. Date on which work is turned in by worker, and amount

of such work.

C. Kind of articles worked on and operations performed.
d. Piece rates paid, if applicable.

e. Hours worked on each lot of work turned in.

f. Wages paid for each lot of work turned in.

Industrial homeworkers must also maintain a homeworker
handbook. The handbook must be obtained by the employer
from the U.S. Department of Labor and supplied to each
homeworker. It is the employer’s responsibility to insure that
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X.

the hours worked and other information required is entered by
the homeworker in the handbook. The handbook must remain
in the possession of the homeworker except at the end of each
pay period when it is returned to the employer. The handbook
(when full) must contain a written verification by the employer
attesting that the homeworker was instructed to accurately
record information in the handbook. All handbooks must be
maintained by the employer for at least two years after

completion.

PENALTIES FOR VIOLATION OF WAGE AND HOUR LAWS

A.

Civil Actions by the U.S. Department of Labor. Generally, the
Department of Labor may take action to enforce the provisions of the
Fair Labor Standards Act. This is commonly done by bringing a civil
action to recover back wages and an equal amount as liquidated
damages on behalf of harmed employees. Additionally, suit may be
brought for injunctive relief to restrain further violations or to prevent
the sale or transportation of "hot goods" (those produced in violation of
the Fair Labor Standards Act). The injunction obtained, if any,
remains in effect indefinitely and exposes the employer to contempt

penalties if violated.

1. A civil penalty of up to $1,000.00 per violation may be imposed
if the employer repeatedly or willfully violates the minimum or

overtime wage requirements.

2. A civil penalty of up to $10,000.00 per employee may be
imposed.

Criminal Actions by the Department of Justice. The Department of
Justice may bring criminal charges against employers who willfully

violate the Fair Labor Standards Act.
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1. The penalty for a first offense is a fine of up to $10,000.00. A

second conviction can include prison time for up to six months.

2. A criminal conviction may result from violation of the "hot
goods" provisions if the defendant knows that it is doing
business with companies that are violating the act.

3. The number of violations does not necessarily depend on the
number of employees affected or the time periods covered.
Thus, the failure to pay the required minimum wage is only one
violation of the act. However, the failure to pay the required
overtime wage can be a second violation, and the failure to

keep the required records can be a third violation.

4. Criminal liability for willful violations rests with the employer and
its officers.

Lawsuits by Employees. Employees may individually or collectively
bring an action to require compliance with the Fair Labor Standards
Act.

1. Suits can recover any unpaid wages plus liquidated damages in

an equal amount.
2. Attorney fees are also recoverable.

3. An employer may enter into an out-of-court settlement with an
employee. However, unless the settlement is supervised and
approved by the Department of Labor, the employee can later

reject the settlement.

4, Good faith defenses exist if the employer is acting in
compliance with a written ruling from the Wage Hour
administrator even if the ruling is later determined to be

improper. The employer may avoid the liquidated damage
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aspect if it establishes that the failure to comply with the act
was in good faith and that reasonable grounds existed for

believing that no violation took place.

XI. HOT GOODS, TELECOMMUTING, AND OTHER MISCELLANEQOUS

ISSUES

A.

Prohibition against the Sale/Shipment of "Hot Goods." The FLSA
prohibits the shipment of goods in interstate commerce which were
produced in violation of the overtime, minimum wage, or child labor

provisions of the act. Such goods are deemed “hot goods.”

1. Goods Produced with Oppressive (lllegal) Child Labor. No
producer, manufacturer or dealer may ship any goods
produced within the United States if within 30 days of the
shipment the producer of the goods employed oppressive child
labor. However, any purchaser who acquires the goods in
good faith, for value, and without notice of the producer's use of
oppressive child labor, may ship the goods if the purchaser has
written assurance from the producer, manufacturer or dealer
that the goods were produced in compliance with the

requirements of the Fair Labor Standards Act.

2 Goods Produced by an Employer Who Fails to Comply with
Minimum Wage and Overtime Laws. The same prohibition
applies to the shipment or sale of goods where the employer
producing the goods fails to comply with the minimum wage
and overtime requirements of the Fair Labor Standards Act.
However, a good faith purchaser who acquires the goods for
value and without notice of the violation may transport/sell the
goods if the purchaser has written assurance from the producer
that the goods were produced in compliance with the Fair Labor
Standards Act.
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3. Janitorial Services. One way employers may unwittingly violate
the FLSA results from janitorial service contracts. Janitorial
service contractors, which often employ workers who perform
their jobs at night without close scrutiny, are forced to work
without overtime pay, or without lunch breaks, in violation of the
FLSA. In addition, the workers are frequently assigned so high
a volume of work that they are forced to enlist the aid of family
members (and often minors) to complete their assignment.
These additional helpers become workers subject to the FLSA,
and thereby implicate the minimum wage and child labor
provisions. If the building owner or tenant directs the janitorial
service when and how to clean, the owner or tenant company
may become a joint employer of the janitors as determined by
the Department of Labor. Accordingly, the owner or tenant
company may be imputed with a violation of the FLSA and (in
extreme cases) may be held to violate the hot good prohibitions
of the FLSA and subject the employer to an injunction

prohibiting the transportation of such goods.

Overtime Liability for Telecommuters. Because telecommuters
perform their work off of the employer's job site, and are
unsupervised, there is potential liability to the employer for
unapproved overtime. The FLSA requires compensation for overtime
regardless of whether the employer approved the overtime work.
Therefore, it is necessary that the employer and telecommuting
employee define their relationship up front through an agreement
providing for expected hours of work, methods of communication, and
pre-approval for overtime work. Monster.Com quoting Workforce
Online, February 1999.

Use of Independent Contractors. Employers are increasingly using
independent contractors, rather than hiring employees, because of the
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financial benefits resulting from the fact that employers do not have to
provide benefits to independent contractors. However, in the rush to
hire independent contractors to perform more and more functions for
the employer, employers must beware not to blur the lines between an
employee and an independent contractor. It is important to determine
whether a worker is an employee or an independent contractor
because the minimum wage and overtime provisions of the FLSA
apply only to employees. The following questions are asked by the
U.S. Department of Labor in determining whether an individual is an

independent contractor and not subject to the Act:

1. How much control does the employer exert over the worker?
The employer should not control when or for what period of
time the independent contractor works, nor should the
employer control the manner in which the contractor completes

the work assigned.

2. What is the worker's opportunity for gain or loss? The
independent contractor should bear the risk of loss or gain

depending on the success of the project.

3. Does the worker have any special talents or skills that set the
worker apart from the employer organization? Independent
contractors should be hired to provide services which the

employer’s workers cannot typically perform.
4, Does the worker bring his or her own tools to the job site?

5. What is the permanence of the working relationship between
the independent contractor and the employer? Is the
relationship limited for a short period of time and for one
project, or is the relationship continuing both in projects and

time?
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6. Are the services rendered by the worker an integral part of the
employer's business operations? Generally speaking, an
independent contractor will not perform primary functions for

the hiring organization, i.e., management of the company.
D. Stock Options.

1. The value of stock options for non-exempt employees were
formerly included in calculating the regular rate of pay of a non-
exempt employee for the purposes of determining overtime
pay. Recent amendments to the FLSA were passed excluding
income from stock options, stock appreciation rights, or
employee stock purchase plans from calculation of the overtime
rate in certain circumstances. In order for a stock option
compensation to be excluded from an overtime calculation, the

following requirements must be met:

a. The employer's stock option plan must require the
employee to hold the stock for at least six months before
cashing in the stock;

b. The plan must require the option price to be at least 85
percent of the market price for the stock when the option

is granted;

C. The employee’s participation in the plan must be

voluntary; and

d. The terms of the plan must be disclosed to the
employee.
2. Plans which existed prior to August 16, 2000, are protected

from FLSA overtime liability if the stock options meet the

following requirements:
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a. The stock options were obtained prior to August 16,
2000.

b. The stock options were issued to employees within one

year of August 16, 2000; or
C. The stock options are part of a collective bargaining.

Xll.  MICHIGAN WAGES AND FRINGE BENEFITS ACT

A. The MWFBA regulates the timing of payment of wages to employees
and the payment of compensation other than wages. The MWFBA
applies to all “employers,” which term is broadly defined as “an
individual, sole proprietorship, partnership, association, or corporation,
public or private; this state or an agency of this state; a city, county,
village, township, school district, or intermediate school district; an
institution of higher education; or an individual acting directly or
indirectly in the interest of an employer who employs one or more

individuals.”

B. The term “fringe benefits” is defined as “compensation due an
employee pursuant to a written contract or written policy for holidays,
time off for sickness or injury, time off for personal reasons or
vacation, bonuses, authorized expenses incurred during the course of

employment, and contributions made on behalf of an employee.”

C. Time for Payment of Wages. An employer must pay employees
based on a regular schedule. Permissible schedules are as follows:

1. On or before the 1st and 15th of each month provided that the
payments encompass wages earned during the 15 days of the
preceding calendar month for the payment on the 1st of the
month, and during the preceding calendar month from the 16th

through the last day of the month for the payment on the 15th.
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2. Weekly or bi-weekly so long as the wages are paid on a
regularly recurring payday and the payday occurs on or before
the 14th day following the end of the work period in which

wages were earned.

3. Monthly provided that the employer pays the employee on or
before the first day of each calendar month for all wages

earned in the preceding month.

Voluntarily Terminated or Discharged Employees. An employer may
not withhold fringe benefits which are to be paid at the employee’s
termination date unless there is a written contract or statement
providing for such withholding. Upon termination of the employment
relationship, the employer is required to pay the employee all wages
earned and due as soon as the amount can be determined through

the exercise of due diligence.

Form of Payment. Payment of wages must be made in U.S. dollars or

by a negotiable instrument which may be converted to U.S. dollars.

Deductions from Wages. An employer may not deduct any amount
from an employee’s wages without the employee’s full, free, and

written consent.

Payment to Employer as Consideration for Employment. An employer
may not “demand or receive, directly or indirectly from an employee, a
fee, gift, tip, gratuity, or other remuneration or consideration, as a
condition of employment or continuation of employment.” This
prohibition applies to all employers except state licensed employment

agencies.

Reimbursement of Training Expenses. Employers increasingly seek
to recover training costs for employees. In a job market where

employees frequently move from job to job acquiring training along the
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way, employers have become more sensitive to the costs which are
incurred in training employees who, once trained, may leave for other
employment. Employers seeking to recover training and educational
expenses must be careful not to run afoul of the MWFBA. The
MWFBA provides that an employer shall not condition an employee’s
employment upon payment of any consideration or remuneration. In
the recent case of Sands Appliance Services, Inc. v. Wilson, 463 Mich
231 (2000), the Michigan Supreme Court addressed the situation
where an employer required an employee (prior to beginning
employment) to execute a contract in which the employee agreed to
remain employed with the employer for six years in return for formal
and informal training provided by the employer. In the event the
employee did not remain with the employer for six years, the
employee would be responsible to reimburse the employer $50.00 a
week for a total of 156 weeks. The Supreme Court struck down this
agreement as void for violating the MWFBA because the contract was
an express condition upon the employee’s employment. The
Supreme Court distinguished the situation in Sands Appliance from
workplace rules which require employees to reimburse employers for
personal phone calls or for employer provided tools kept after
employment. The Supreme Court indicated that the latter policies
were workplace rules and were not conditions of employment, i.e., it is
optional whether employees make personal phone calls at work or
take tools after leaving employment. The contract in Sands Appliance
was not optional. In addition, the Supreme Court distinguished the
Sands Appliance contract from cases where employers offer to fund
an employee’s education in return for the employee’s agreement to
repay the educational costs if the employee does not remain with the
employer for a specific period. The distinguishing factor in these
cases is that such agreements are not required at the start of

employment and are not a condition of being hired, but simply provide
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the employee with the choice to receive educational benefits in

exchange for the obligation to repay costs for such benefits.

Pay Statements. Employers must provide employees, at the time
wages are paid, with statements containing the hours worked by an
employee (unless the employee satisfies the requirements for an
executive, administrative, or professional employee, or is a teacher),
the gross wages paid, identification of the pay period covered, and an
itemization of deductions authorized by the employee or required by

law.

Payments to Deceased Employee. An employer shall pay fringe
benefits on behalf of a deceased employee as provided by the terms
of a written contract, written policy, or submission of a designation
form to the employer before the employee’s death. In the event no
such written statements exist, payments of wages and fringe benefits

shall be made according to the following priority:

1. The employee’s surviving spouse.
2. The employee’s surviving children.
3. The employee’s surviving mother or father.
4, The employee’s surviving sister or brother.

Prohibitions, Penalties, and Remedies.

1. An employee may file a complaint with the Michigan
Department of Labor (“MDOL”) concerning violations of the
MWFBA within 12 months of the violation. However, if an
employee asserts that he/she has been discharged or
discriminated against due to the employee’s proposed filing of a
complaint for violations of the act, then the employee must file

the complaint within 30 days of the alleged violation. In the
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event an employee’s complaint for discrimination is
substantiated, MDOL will order the reinstatement of the

employee with back pay.

An employer may not direct or require an employee not to
disclose his/her wages and may not discipline, discharge, or

discriminate against the employee for such disclosure.

An employer which violates the MWFBA with intent to defraud
is guilty of a misdemeanor punishable by $1,000.00, 1 year in
jail, or both. The MDOL may also assess civil penalties against
the employer up to $1,000.00.
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OFFICER LIABILITY IN MICHIGAN: PERSONAL LIABILITY FOR

DELINQUENT BUSINESS-ENTITY TAXES

By: Jason M. Fisher, Esq.

STANDARDS OF OFFICER LIABILITY: MICHIGAN VS. IRS

l. IRS — Internal Revenue Code (“IRC”) 8 6672(a): Trust Fund Recovery
Penalty (“TFRP”)

A.

“Any person required to collect, truthfully account for, and pay over
any tax imposed by this title who willfully fails to collect such tax, or
truthfully account for and pay over such tax, or willfully attempts in any
manner to evade or defeat any such tax or the payment thereof, shall,
in addition to other penalties provided by law, be liable to a penalty
equal to the total amount of the tax evaded, or not collected, or not

accounted for and paid over.” 1.R.C. 8§ 6672(a).
Purposes of the TFRP

1. Encourages payment of income and employment taxes

withheld from employees;

2. Makes the responsible person liable for 100% of the unpaid

trust fund taxes; and

3. Facilitates collection of trust fund taxes from secondary

sources.

Penalty is 100% of the tax owed and applies to any responsible

person who willfully fails to collect or pay the taxes.
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The TFRP is limited to the “trust fund” portion of the tax.

1. Trust Fund Taxes are taxes that are required to be collected or
withheld from the wages of employees (withheld income tax

and the employee’s FICA tax).
2. Those funds are held “in trust” for the United States Treasury.

3. Penalty generally only applies to the employee’s share of

payroll taxes.

4. TFRP does not apply to the employer’s portion of FICA or
FUTA.

A person is liable for the TFRP if two statutory requirements are met:

1. The person is "responsible” — had the duty to account for,
collect, and pay over the trust fund taxes to the government;
and

2. The person "willfully” failed to collect or pay over trust fund

taxes to the government.

Responsible Person. A responsible person is anyone who is

responsible for collecting, accounting for, and paying over trust fund

taxes.
1. Persons subject to the TFRP include, but is not limited to, the
following:
a. Officer or employee of a corporation;
b. Partner or employee of a partnership;
C. Member or employee of an LLC;
d. Corporate director or shareholder;
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e. Another corporation;

f. Surety or lender;

g. Payroll Service Provider (“PSP”);
h. Responsible parties within a PSP;

I. Professional Employer Organization (*PEQO”) (i.e.,

Employee Leasing Companies);
J- Responsible parties within a PEO; and

k. Responsible parties within the common law employer
(client of PSP/PEO).

An employee can be liable for the TFRP if he or she made the

decision not to pay the taxes due.

Determination of liability takes into account all facts and

circumstances.

A responsible person may be held liable for the TFRP if such
person willfully fails to perform any one of the three duties listed
in the statute: collecting, truthfully accounting for, and paying
over the taxes.

a. An officer will not be a responsible person if he or she is
an officer in title only and has no substantive duties with

the business.

“Responsibility” depends on the facts and circumstances of
each case, including but not limited to the following common

factors:
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Identification of the person as an officer, director, or
principal shareholder of the corporation, a partner in a

partnership, or a member of an LLC;
Duties of the officer as set forth in the by-laws;
Authority to sign checks;

Identification of the person as the one in control of the

financial affairs of the business;

Identification of the person as the one who had authority
to determine which creditors would be paid and those

who exercised that authority;

Identification of the person as the one who controlled

payroll disbursements;

Identification of the person as the one who had control of

the voting stock of the corporation; and

Identification of the person as the one who signed the

employment tax returns.

The crucial test is whether the person has the "effective power

to pay the taxes owed."

a.

A person is deemed to have such power if he or she
possesses the authority to exercise significant control
over the company’s financial affairs whether or not such

control is in fact exercised.

Significant control generally relates to the person’s
status, duty, and authority in the business that failed to

carry out one of the three statutory duties.
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C. Those performing ministerial duties without exercising

independent judgment will not be deemed responsible.

Willfulness. For personal liability to attach, the failure to collect or pay

over trust fund taxes must be willful.

1. Willfulness means that the person acted intentionally,
deliberately, voluntarily, consciously, recklessly, knowingly. Not

accidental.

2. Person must have been, or should have been, aware of the
outstanding taxes and either:

a. Deliberately chose not to pay the taxes; or

b. Recklessly disregarded an obvious risk that the taxes
would not be paid, intentionally disregarded the law, or

was plainly indifferent to its requirements.
3. No evil intent or bad motive is required.

4, A responsible person acts willfully if the person knows the

required actions are not taking place.

5. Reckless disregard and gross negligence can suffice for
willfulness.
6. Failure to investigate or correct mismanagement after being

notified that withholding taxes have not been paid satisfies the

willfulness requirement.

7. Reliance on a party who previously failed to remit payments.
8. Failure to act where it is clear that the person ought to have
known.
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H.

9. A showing of a conscientious deliberate voluntary decision to
use available funds to pay other creditors, including employee
wages, when the business is unable to pay employment taxes

to the IRS is an indication of willfulness.

a. An employee owed wage is merely another creditor of
the business: giving preferences to employees over the

government constitutes willfulness.

b. A mistaken belief that payments to other creditors were
required to be made in preference to trust fund taxes

does not make the failure to pay non-willful.

Collection
1. The unpaid trust fund taxes are collected only once.
a. If the company pays the delinquent tax, the TFRP

assessment against the responsible person will be
abated.

b. The TFRP is generally nondischargable in bankruptcy.

I. MICHIGAN — MICHIGAN COMPILED LAWS (“MCL”") Section 205.27a(5)

A.

If a corporation, limited liability company, limited liability partnership,
partnership, or limited partnership liable for taxes administered under
this act fails for any reason to file the required returns or to pay the tax
due, any of its officers, members, managers, or partners who the
department determines, based on either an audit or an investigation,
have control or supervision of, or responsibility for, making the returns

or payments is personally liable for the failure.
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B.

C.

A person’s signature on tax returns or checks in payment of the
unpaid taxes is prima facie evidence of their responsibility for

making the returns and payments.

Dissolution of the company does not discharge the person’s

liability for a prior failure to make a return or remit tax due.

Elements

If the company fails to file returns or to pay taxes;
For any reason; then

Any officer, member, manager, partner who the Department of
Treasury determines has control or supervision of, or
responsibility for, making the returns or payments is personally

liable for the unpaid taxes.

Analysis

Was the person an officer of the company during the time

period in question?
a. This element is relatively easy to satisfy.

b. If the person was not an officer of the company (or
similar role) during the time period in question, then they

cannot be held personally liable.

C. Proof that the officer resigned from his or her position
and no longer had tax-specific responsibilities prior to
the time period in question can absolve the officer from

personal liability.

Was the person a “responsible officer” within the meaning of

the statute?
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The Department of Treasury considers an officer's

signature on any of the following as an indication that the

person was responsible:

Vi.

Vii.

viii.

Application for registration;

Returns filed by the corporation during the period

noted on the proposed assessment;

Michigan Annual Reports which include the period

assessed:

Audit or collection reports that identify an
individual officer as responsible for payment and

reporting of taxes;

Correspondence from the taxpayer that identifies
an officer as responsible for payment or reporting

of taxes;

Collector reports establishing regular contact with

a corporate officer regarding unpaid taxes;

Sales, use and withholding returns that identify

corporate officers;

Payment plan agreements signed by corporate

officers;

Checks in payment of taxes signed by an officer,
or subpoenaed bank signature cards for the

periods in question; and

Any other documents that would tend to prove or

disprove corporate officer liability.
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b. In determining whether the person was responsible, the

following is also considered:

V.

The designation of the officer on an application for
sales, use and withholding tax registration as one
in control of or charged with the responsibility of
preparing the relevant state tax returns; the

authority of the officer to sign corporate checks;

The officer's awareness of the financial condition
of the corporation;

The degree of participation the officer had in

active management of the corporation;

The officer's signature on relevant tax returns;

and

The officer's authority to direct payment of taxes.

A person’s signature on tax returns or checks in payment of the

unpaid taxes is prima facie evidence of their responsibility for making

the returns and payments.

1. Once the Department of Treasury produces evidence showing

the officer's signature on tax returns or checks in payment of

the unpaid taxes, it is presumed that the officer was

responsible.

2. The burden of proof shifts to the officer to rebut the

presumption and prove that he or she did not have control or

supervision of, or responsibility for, making the returns or

payments of taxes.
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a. Mere proof that an individual was an officer in a
corporation is not sufficient to demonstrate responsibility

for officer liability.

b. Once the presumption arises that the officer is
responsible for the company’s taxes, it is the officer’s
burden to rebut the presumption by presenting sufficient
credible evidence that he or she was not responsible for

making the company’s returns or payments.

C. Personal tax liability will not attach to corporate officers
who simply have significant involvement in the financial
affairs of a company; their involvement must be tax

specific.

3. Liability will arise only if the officer's involvement with the

company is “tax specific’. Tax specific involvement includes:

a. Has control over the making of the company’s tax

returns and payments of taxes;

b. Supervises the making of the company’s tax returns and

payment of taxes; or

C. Is charged with the responsibility for making the

company’s returns and payments of taxes to the state.

4. So long as the officer has ultimate authority over expenditures
of company funds and effective power to see to it that taxes are

paid, he or she qualifies as a responsible officer.
E. Rebutting the Presumption
1. There are several ways to rebut the presumption that someone

is a responsible officer.
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Once the burden is shifted to the officer, the officer must

demonstrate through credible evidence that he or she had no

control, did not supervise, or was not charged with the

responsibility for making the company’s returns and payments

of taxes.

Common Scenarios

a. Although the officer prepared and signed the return, the

officer was not responsible for filing the return with the

State.

“Making the returns” includes everything leading
up to and including filing the return with the

Department of Treasury.

e |t is often the case where an officer signs a
return, but another officer tightly controls all
major aspects of the business. Where one
officer cannot unilaterally act without the other
controlling officer's consent, then this can be
used as evidence that the officer was not
responsible.

Where an officer has no control or supervisory
authority over tax matters and a controlling
majority owner exercises total control over the
business and financial operations of the company,

the officer may not be liable.

A corporate officer can be held derivatively liable
even if he or she has only supervisory authority

over filing and remitting a company’s tax return.

e An officer cannot escape personal liability by
choosing to delegate responsibility to an
employee who was not an officer.
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b.

e The responsibilty to make returns and
payments of taxes cannot be delegated to a
non-officer.

Person was an officer in title only with no corresponding

“officer” duties.

Employees informally appointed/promoted to

Treasurer, Secretary, or Vice President.

Still have duties of a regular employee without
any benefits or duties of an officer.

Although title suggests person was an officer,
they had no tax-specific involvement with the

company.

Person was acting at the will of another.

Person was a mere “pawn” for another person
that retained ultimate control over the company’s

finances.

Lack of check-signing authority.

If an officer did not have the authority to sign the
checks and pay the taxes, then the officer did not

have sufficient control to be personally liable.

When an officer is a signatory on the company’s
bank account, but payments require the signature
of more than one officer, this can be used as

evidence that the officer was not responsible.
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e.

Unauthorized Use of a Signature Stamp.

Many companies use signature stamps to sign
documents. Sometimes, an officer's signature
stamp is used by other officers or employees
without authorization. In situations where
unauthorized signature stamps were used to sign
returns and checks without the officer’s
knowledge or consent, then personal liability
generally will not attach.

II. KEY DIFFERENCES BETWEEN MICHIGAN'S OFFICER LIABILITY

STATUTE AND THE IRS’S TRUST FUND RECOVERY PENALTY

A.

B.

Responsible Parties

The TFRP can apply to employees; it applies to any person

required to collect, truthfully account for, and pay over taxes.

In Michigan, employees cannot be personally liable unless they

are officers, members, managers, or partners.

Standard for determining who is responsible is very similar.

Types of Taxes Subject to Personal Liability

1.

2.

TFRP generally applies only to withholding taxes:
a. Income tax withholdings

b. FICA withholdings

Michigan — applies to all taxes imposed under the Michigan

Revenue Act, including:
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a. Income Taxes
b. Withholding Taxes
C. Michigan Business Tax (MBT)

d. Single Business Tax (SBT)

e. Corporate Income Tax (CIT)
f. Sales and Use Taxes
g. Fuel and Tobacco Taxes
C. Intent
1. The TFRP has a willfulness requirement. It requires some

affirmative act of wrongdoing.

2. In Michigan, the reason for nonpayment is irrelevant.
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LIFE INSURANCE — FRIEND OR FOE

By: Robert D. Kaplow, Esq.

WHY HAVE LIFE INSURANCE?

A. Family Funding — mortgage, college expenses, living expenses
B. Estate Planning — estate taxes, family inheritance

C. Investment Vehicle

D. Business

I. INSURANCE APPLICATION

A. Importance often overlooked
B. Correct information required
C. Suicide exclusion

D. Owner:

* Individual(s)

* Spouse

*

Trust — Revocable

ILIT — Irrevocable Life Insurance Trust

Dynasty Trust

* Business

*

Incidents of Ownership

*

Insurable Interest
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Beneficiary:

* Estate

* Trust

* Spouse

* Children (Adult/Minors)
* Business

* Partnership

* Charity

* Primary/Contingent

II. PREMIUM PAYMENTS

A.

Seven pay test — To avoid the detrimental provisions of being
classified as a Modified Endowment Contract (see below), the life
insurance policy must meet the “seven-pay test”. This requires that
the accumulated amount paid during the first seven years under the
contract cannot exceed the sum of the “net level premiums” that would
have been paid on or before such time had the contract provided for
paid up future benefits after the payment of the seven level annual

premiums. §7702A(b). The insurance company has to compute this.

Modified Endowment Contract (MEC)

1. Definition. §7702A. A life insurance contract that:
a. is entered into after 6/20/88 and fails the seven-pay test;
or
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b. passes the seven-pay test but later undergoes a material

change and then fails the seven-pay test; or

C. is exchanged for an MEC. Once a policy is an MEC, it is

always an MEC
2. Consequences of being an MEC.

a. Distributions, cash value loans — ordinary income to

extent of gain in the policy.
b. Policy loans, pledges of policy treated as distribution.

C. 10% penalty tax on includible amount of the MEC

distribution (with certain exceptions).
Gifts — Crummey Powers

Premium Financing

1. Commercial lender

2. Borrow from insurance company
3. Borrow from bank

Split Dollar

1. Loan regime

2. Economic benefit

3. Grandfathered agreement
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USES

A. Family funding — mortgage, college expenses, etc.
* Creditor protection

B. Estate planning

C. Investment vehicle
1. Cash value build-up
2. Variable life

D. Business

1. Buy Sell Agreement

2. Key Man
3. Compensation
4. Special Rules for Employer Owned Life Insurance — need

written consent from employee prior to obtaining the insurance.

§101())

E. Death proceeds — income tax free assuming no transfer for value, but

may be subject to estate tax if insured had incidents of ownership.

F. Insurance review
TRANSFER
A. Change of owner

B. Change of beneficiary

C. Gift: §2035 - will be included in estate if die within 3 years of gift.
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VI.

D. Sale of policy: Transfer for value-proceeds will be subject to income
tax to extent above basis

E. Exceptions to transfer for value - § 101
1. To the insured or grantor trust
2. To partner of the insured
3. To a partnership in which the insured is a partner
4, To a corporation in which the insured is an officer or

shareholder

5. Gifts

F. Loans in excess of basis — taxable income upon transfer — ordinary
income

G. §1035 tax free exchange

PROCEEDS

A. Cash value — available for borrowing from life insurance company —
high rate of interest?

B. Death benefits — proceeds income tax free unless was a transfer for
value

C. Borrowing from 3" party — bank - very secure loan

D. Surrender of policy to life insurance company — taxable on gain

E. Sale of policy — life settlement to 3™ party or hedge fund - taxable on

gain. Ordinary income up to cash surrender value — capital gain on
excess. Rev. Rul. 2009-13
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FATHER KNOWS BEST
(Or So He Thinks)!

INTRODUCTION

A. America is aging. Deal with it.

1. America is aging and living longer than ever before. While this
is not earth-shattering news, it is interesting to note that there
are 35 million Americans over age 65 of whom 4.6 million are

over age 85 and 60,000 are over age 100.

2. In addition, over 50% of women as well as 30% of men who

reach 65 will live until age 85.

B. With aging comes the possibility that clients may not be fully aware of
what they are doing with respect to many of their legal and financial
things, including estate planning and related family matters.

1. Aging-related illnesses should send a warning flag to all
professionals (CPAs, Attorneys, Financial Planners, etc.) as, for
a number of reasons, an elderly client is more likely than a

younger client to be or become incapacitated.

a. The elderly are particularly at risk for many diseases and
disorders that are associated with dementia and

delirium.

1 Much of the content of this presentation was compiled from various third party
sources, including “It's My Property and | Can Do With It What | want, Dammit!!!,” by
George D. Karibjanian, Esq., of Proskauer Rose LLP.
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Dementia and delirium are highly correlated to the loss
of mental capacity, which in turn can result in legal

incapacity.

At least 5-8% of all persons over the age of 65 suffer
from dementia; among elders 80 and older, this figure
climbs to more than 50%. Medical professionals
estimate that Alzheimer’s disease causes 50% to 70% of

all dementia.

2. As individuals age, physical and mental abilities “slow down,”

even lacking a specific illness such as dementia or delusion.

a.

Most of the very old have diminished short-term
memory, with the result that they have difficulty recalling
information. For example, the estate planning attorney
explains the advantages of a transfer tax planning
technique that involves Ileaving assets to the
grandchildren instead of the children and the client
acknowledges that not only does she understand the
explanation during the meeting, but she recites a perfect
example illustrating that she completely grasps the
concept. The next day, however, she is confused as to
why she is not making a gift to her son in the will and
instead is creating trusts for the grandchildren.

For some very old clients, the problem of grasping and
remembering complicated estate planning proposals is
compounded by a loss of vision and hearing. During the
meeting, clients can appear to have difficulty
understanding what is being discussed when in reality;
they are of very sound mind. The problem is that they

cannot comprehend what they haven’t heard or can't

58



read. Professionals must therefore be alert to physical
limitations that may make a very old client seem unable

to grasp even basic planning concepts.

Il. TESTAMENTARY CAPACITY

A.

An individual has “testamentary capacity” when he or she understands

or is able to comprehend the following four elements, often referred to

as a “Four-Pronged Test:”

1. The nature and extent of his or her property.

a.

At a minimum, the testator should possess a general

knowledge of his or her assets.

The level of knowledge required regarding his or her
holdings varies in that the testator need not know the
exact fair market value of his or her property, nor be able

to list all of his or her assets.

2. The natural objects of his or her bounty.

a.

The term “natural objects” means those persons related
to the testator by ties of blood or affection who would
naturally be thought of as having a stake in the testator’s

estate.

The testator is not required under this prong to leave
anything in the will to the natural objects of his or her
bounty, but he or she is required to know who they are.

This element is apparently satisfied if the testator
understood who would naturally be expected to receive

his or her property at his or her death.
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d. Note that the specificity with which the testator must
know the names and the relationship to him or her of the

natural objects varies considerably.
3. The disposition he or she wishes to make of his or her estate.

a. The testator is required to dispose of his or her property

according to some plan formed in his or her mind.

b. The testator must clearly know to whom he or she

intends to give his or her property through the will.
4. The act of making a will.

a. The testator must know that the document he or she is
signing will serve to dispose of his or her property at his

or her death according to the directions therein.

b. The testator must be aware that the function of a will is
to distribute his or her property after his or her death,
and he or she must understand that he or she is about to

execute such a document.

A testator/testatrix must understand how these elements are related

so that he/she can express the method of disposition of property.

The law favors a finding of sufficient testamentary capacity; further,
testamentary capacity is the lowest level of capacity needed to
act.

Capacity when you least expect it — the “lucid interval.”

1. Even if an individual is adjudicated to be incapacitated,
testamentary capacity may still be present as a result of a “lucid

interval,” which can be defined as an interval of apparent
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mental clarity (or at least capacity) for an otherwise

incapacitated individual.

2. If a will is executed during a lucid interval, it is valid despite
evidence that the individual exhibited significant loss of mental
capacity near the time of the execution of the will.

3. While the doctrine may appear to be a bit dubious as a
description of mental capacity, it may be applied to defend a
will as valid even if the will were signed by a person suffering

from dementia.

4, The key is to have the person sign the will during a period when

he or she understands what is occurring.

5. Courts recognize a distinction between specific and general
competency; “specific’ competency is competency that can
occur during a single lucid moment and can be transient. As a

result, assessment of testamentary capacity can be difficult.
Incapacity when you least expect it — the “insane delusion.”

1. An insane delusion exists when a “person persistently believes
supposed facts that have no real existence, and so believes
such supposed facts against all evidence and probabilities and
without any foundation or reason for the belief, and conducts

himself as if such facts actually existed.”

2. Accordingly, if there is any factual basis for a testator's
otherwise irrational belief, the courts will not find an insane

delusion.
3. Examples of insane delusions:

a. In a Pennsylvania case:

61



The testator was determined to have been
operating under an insane delusion when she
disinherited her niece, a natural object of her
bounty, based on the unjustified belief that the

niece had stolen certain silver articles from her.

The court stated that the testator, “...believed that
plaintiff had stolen from her is beyond question
under the evidence. That no sane mind could
entertain this belief in view of the circumstance is
too clear for controversy. ... That this delusion
was a potent factor in her mind when she sought
to dispose of her property by the paper in

guestion would seem to be plain.”

b. In a Florida case:

The testator originally left a remainder of his
estate to a Masonic Lodge of which he was a
member, but several months later, after
developing a belief that he had been expelled
from the Masons, the testator attempted to
execute a new will in which he planned to
substitute the Ohio Mechanics Institute for the
Masons.

After the testator's original attorney refused to
draft the new will, on the basis that the testator
lacked the requisite capacity, the testator then
acquired another attorney to draft a will that would

disinherit the Masons.
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At trial, no evidence was offered by any doctor or
other authority as to the testator's mental state;
thus, the presiding judge relied on testimony of
witnesses who insisted there was no basis for the
testator’s belief.

The Court of Appeals, in affirming the county
court’s rejection of the will, stated that there was
“no evidence to establish any basis for the
decedent’s belief that he had been expelled from
the Masons” thereby reaffirming the proposition
that if the testator had any reason whatsoever to
support a belief that he had been expelled from
the Masons, the court would not have found him

to be suffering from an insane delusion.

Sometimes, however, an insane delusion is not enough

to overcome testamentary capacity.

In one case, the testator had used alcohol and
cocaine for several years before his death, who
suffered from mood swings, and “worried
excessively about threats against his and his

dog’s life.”

The threats included the belief that there were
listening devices in his home and assassination

plots against him and his dog.

Despite the apparent insane delusions, the trial
court upheld the will on the basis that the testator

possessed the requisite testamentary capacity.
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iv. The court reached this conclusion, in part,
because the testator: “(1) could index the major
categories of the property comprising his estate;
(2) knew his home and rental addresses; and (3)
identified the devisee by name and provided her

current address.”

V. In upholding the probate court’s finding, the
Colorado Supreme Court stated that “the insane
delusions from which the decedent was suffering
did not materially affect or influence his

testamentary disposition.”

Not all “capacities” are created equal — lack of capacity for
some transactions may not necessarily be lack of capacity for

others.
a. Capacity when a Guardianship is in Effect.

I. Courts not infrequently conclude that a person
who is subject to a conservatorship or
guardianship nevertheless has the necessary
capacity to execute a valid will.

b. That clients may have differing degrees of capacity

underlies the statement that “a client with diminished
capacity often has the ability to understand, deliberate
upon, and reach conclusions about matters affecting the

client’s own well-being.”
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C. Testamentary Capacity vs. Donative Capacity.

I. States vary on whether “testamentary capacity” is
the same as “donative capacity,” which is the

capacity level required to make a gift.

il. Some courts have characterized “donative
capacity” as having a lower or the same degree of

capacity than “testamentary capacity.”

ii. Other courts have held that donative capacity is
similar to contractual capacity (which requires that
the person contracting bargain for and understand

the consequences of his or her actions).
5. Burden of Proof for Capacity Challenges.

a. In most states, a presumption of testamentary capacity
is met upon proof that the will has been executed in

conformity with state law.

b. In most states, the burden for finding lack of
testamentary capacity is extremely high, as the burden
for proving testamentary capacity is the usual civil
burden, which is carried by a fair preponderance of the

credible evidence.

[I. UNDUE INFLUENCE

A. Generally

1. lliness may not be the only reason that clients may not fully
comprehend certain aspects of their estate plan in that their

decisions may be unduly influenced by others.
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2. Defined

a. Black’'s Law Dictionary defines “undue influence” as
“coercion that destroys a testator's free will and

substitutes another’s objectives in its place.”

b. Undue influence has been recognized as “one of the
most bothersome concepts in all the law,” and to prove
undue influence, the person seeking to set aside the
transfer must show that the undue influence was enough
to “overpower the will of the grantor to the extent that he
was prevented from voluntary action and was deprived

of free agency.”
C. Many states defines two categories of undue influence:

I. One category is the gross, obvious and palpable
type of undue influence which does not destroy
the intent or will of the testator but prevents it from
being exercised by force and threats of harm to
the testator or others close to him.

il. The other category is the insidious, subtle, and
impalpable kind of undue influence that subverts
the intent or will of the Testator and internalizes
within his mind the desire to do that which is not
his intent but the intent of another.

B. “Undue Influence” as distinguished from “Testamentary Capacity”

1. Because undue influence, like mental capacity, raises the
qguestion of whether an individual is acting freely, the two
concepts are often confused. Although diminished mental

capacity may contribute to a person’s vulnerability to undue

66



influence, the two are distinct, and cognitive assessments

cannot identify the presence of undue influence.

2. Generally, a document procured by “undue influence” will
generally not deem the entire document void, but just the
particular provisions procured by “undue influence;” lack of
“testamentary capacity,” however, renders the entire document

void.

3. Thus, a client might decide to change the terms of her will to
the benefit of an unlikely third party; her decision might be “her
own” but still the product of incapacity; for example, a client
may add a substantial bequest to a neighbor who does nothing
more than say “hello” to her each morning. Conversely, a fully
capable client may fall victim to an unscrupulous family
member, health care provider, or other third party; for example,
a “never do well son” may return home to visit Mom in the
nursing home after 20 years absence and suddenly Mom
changes her will to leave such son the family house.

C. Typical circumstances providing an evidentiary basis for a finding of

undue influence in the will contest context include the following:
1. Confidential Relationships.

a. The threshold issue of the existence of a confidential
relationship is a question of fact.

b. A common fact pattern involves a donor living with or
relying on a caretaker, often a family member or close
friend, especially as the donor’'s health and cognitive
functions begin to decline.
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A confidential relationship can exist, however, “whenever
one person, by acting or pretending to act for the benefit
or in the interest of another, gains the trust and
confidence of the other person (and, as a result, is put in
a position to exercise influence and control over the
other).”

Case law examples of common, confidential

relationships include the following:
I. Guardian and ward

il. Trustee and beneficiary

iii. Agent and principal

V. Attorney and client

V. Doctor and patient

Vi. Nurse and patient

Vii. Pastor and parishioner

viii.  Bank employee and bank customer

iX. Hospice volunteer and elderly patient

X. Informal relationships formed from moral, social,

domestic, or purely personal relationships.

Xi. Relationships of blood, business, friendship, or
association in which one party reposes special
trust and confidence in the other who is in a
position to have and exercise influence over the

first party.
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e.

Friendship and family, including a parent/child
relationship, is sometimes not enough to be classified as

“confidential.”

I. Determination of a confidential relationship
depends on the amount of control exerted over
the testator. Proof of the additional elements of

dominion and control are usually necessary.

il. Not every close relationship, of course, is a
confidential relationship. “Friendly relations or
even intimacy of relationship present an entirely
different question from what is understood as a

confidential relation in the law.”
Spouses and Confidential Relationships

Generally, spousal relationships are not considered
confidential or fiduciary in nature for purposes of

determining whether undue influence was exerted.

In most states, the mere presence of a confidential
relationship is not enough to prove undue influence; for
example, evidence showing only an opportunity to
influence and a substantial benefit under the will does

not show the exercise of undue influence.

Caution must be exercised in applying the presumption
of undue influence based solely on the existence of a
fiduciary or confidential relationship, as well as in finding
the existence of a confidential relationship giving rise to
the presumption in the first instance. Some states do

not allow a trier of fact to presume “that a person used
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undue influence on another person solely because they

were in a fiduciary or confidential relationship.”

The challenger must show more than just a close
relationship — he or she must show that a confidential
relationship  existed in fact, which includes
circumstances making the donor susceptible to

influence.

Fiduciary Relationship

a.

While this would encompass the standard trustor/trustee
scenario, it may also include the holder of a durable

power of attorney.

Many states would find that a beneficiary who held the
testator's power of attorney was in a confidential or
fiduciary relationship with the testator, while at least one
other court has held that an unexercised power of

attorney alone is not sufficient.

Other Factors

Undue influence present at will execution.

A relationship between the attorney drafting the will and

the influencer.
Knowledge of the contents of the will by the influencer.

An influencer instructing the preparation of a will, making
first contact with the attorney, or meeting alone with the

attorney drafting the will.

An influencer paying the drafting attorney.
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f. An influencer securing witnesses to the will.

g. The execution of the will being kept a secret from

potential challengers.
h. Old age of the donor.

I. An opportunity and motive for the exercise of undue

influence.

J- Weak physical and mental health of the donor.

k. A beneficiary treating a new will execution as an urgent
matter.

l. A dramatic change in the testamentary disposition of

assets.

If undue influence circumstances are present, specific factors that may

support a finding of undue influence are as follows:

1. Old age.
2. Physical and mental weakness.
3. The person signing the paper is in the home of the beneficiary

and subject to his or her constant association and supervision.

4, Others have little or no opportunity to see the person executing

the instrument.

5. The will is different from and revokes a prior will.
6. The will is made in favor of one having no blood ties.
7. The will disinherits the natural objects of the testator’s bounty.
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8. The beneficiary has “actively procured” the will’s execution.

a. As to “active procurement,” a major decision discussing
factors involved is in a Florida case where the Florida
Supreme Court cited seven, non-exclusive criteria in

which “active procurement” may be found; such criteria

are:
b. Presence of the beneficiary at the execution of the will;
C. Presence of the beneficiary on those occasions when

the testator expressed a desire to make a will;

d. Recommendation by the beneficiary of an attorney to
draw a will;
e. Knowledge of the contents of the will by the beneficiary

prior to execution;

f. Giving of instructions on preparation of the will by the

beneficiary to the attorney drawing the will;

g. Securing of witnesses to the will by the beneficiary; and
h. Safekeeping of the will by the beneficiary subsequent to
execution.

E. Burden of Proof
1. The burden of proving undue influence is on the objectant.

a. Some states, however, presume the existence of undue

influence when certain criteria are met.
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2. Shifting of the Burden

a. The circumstances under which the burden of proof is
shifted is a fairly complicated and complex topic as the
various state appellate courts have struggled mightily
with this issue without a great deal of consensus.

DIMINISHED CAPACITY AND CONFLICTS OF INTEREST WITH

COUNSEL UNDER DISPOSITIVE INSTRUMENTS

A.

In some instances, elderly clients may feel such an affinity to their
lawyer where they wish to benefit the lawyer the lawyer’'s causes in
the testamentary documents. (The lawyer could very well also be
the CPA or the financial planner or any other professional who
has become a trusted advisor to the client.)

If the bequest is not present in prior documents, questions of undue

influence and/or conflict of interest may arise.

For lawyers in particular, there is a Michigan Rule of Professional
Conduct (MRPC 1.8(c) which is directly on point prohibiting such
bequests). The rule is not subject to client waiver. Other
professionals must be cognizant of their own industry rules and

prohibitions.

ASSESSING CAPACITY

A.

In determining the extent of a client’'s diminished capacity, lawyers
(other professionals) are advised to consider and balance such factors
as: the client’s ability to articulate reasoning leading to a decision,
variability of state of mind and ability to appreciate consequences of a
decision; the substantive fairness of a decision; and the consistency of

a decision with the known long-term commitments and values of the
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client. In appropriate circumstances, the lawyer (other professional)

may seek guidance from an appropriate diagnostician.
Generally.

1. Determining whether a client lacks sufficient legal capacity to
perform particular acts, such as executing a will or
understanding its testamentary dispositions, is one of the estate

planning practitioner’s most difficult and important obligations.

2. Depending on the degree of impairment that is suspected, the
lawyer (other professional) may need only make informal
inquiries that are intended to satisfy possible doubts about the
client’s ability to understand the consequences of the specific

legal act that she is about to undertake.

3. At the other end of the spectrum, a lawyer (other professional)
may need to consult with health care and/or gerontology
professionals who are qualified to make evaluations concerning
competency and capacity, and who can provide appropriate

interventions and treatment if necessary.

4, With all clients, the practitioner must also be mindful of the
ethical considerations associated with counseling a client who

is, may be, or becomes incapacitated.

With respect to capacity, the key element is whether the client had

capacity at the time of execution of the document creating the transfer.

The attorney should be cognizant of signs that the client may be
suffering from “dementia” or “delirium.” Symptoms of “dementia” or

“delirium” include the following:

1. “Dementia” symptoms include:
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a. Progressive loss of memory;

b. Inability to concentrate;

C. Decrease in problem solving skills and judgment
capability;

d. Severe confusion;

e. Hallucination, delusions;

f. Altered sensation or perception;

g. Altered sleep patterns;

h. Motor system impairments;

I. Disorientation;

J- Specific disorders of problem solving or learning;
k. Memory deficits (short, long term);

l. Absent or impaired language (aphasia);

m. Personality changes; and

n. Lack of spontaneity.

“Delirium” symptoms include:

a. Attention disturbance (disrupted or wandering attention);
b. Disorientation to time or place;
C. Changes in sensation and perception (increases in

disorientation);

d. Altered level of consciousness or awareness;
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e. Altered sleep patterns, drowsiness;

f. Alertness may vary, usually more alert in the morning,

less alert at night (see drowsiness);
g. Decrease in short-term memory;

h. Changes in motor activities, movement (for example,

may be lethargic or slow moving);

i. Movements triggered by changes in the nervous system

(psychomotor restlessness); and
J- Emotional or personality changes.

E. If capacity is in question, the attorney should consider performing

several informal objective tests which can prove to be helpful.

1. Unless an attorney has appropriate education and training, he
should not use complex assessment instruments designed for
medical and psychological professionals as a basis for forming
judgments about a client's legal capacity, unless such
professionals are involved in administering and scoring the

tests.

2. The lawyer (other professional) should always obtain the
client’s consent before administering any formal instruments or

guestionnaires intended to gauge client capacity.
3. Types of Tests
a. Mini-Mental Status Exam (“MMSE”")

I. First presented in the mid-1970’s, the MMSE is a
30 point cognitive test used to evaluate an adult’s

cognitive mental status. It takes 10 minutes to
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administer. The client’s score can be adjusted for
age and educational status, and places the

individual on a scale of cognitive function.

Despite its relative limitations compared to some
of the more extensive assessment instruments
used by medical professionals to diagnose
various mental disorders, the MMSE is a useful
tool for making a threshold, informal assessment
of a client's cognitive functioning on discrete

occasions.

The MMSE generally tests five areas of cognitive

function:

(@)  Orientation;

(b) Registration;

(c) Attention and calculation;
(d) Recall; and

(e) Language.

b. Legal Capacity Questionnaire

The LCQ is a short test designed specifically for
use by an attorney; it can be administered as a

formal test, or through discussions with the client.

The LCQ was developed primarily as a tool for
assessing and documenting testamentary
capacity. Like the MMSE, the LCQ can be

administered in just a few minutes; results offer a
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The

rough estimate of the client's level of cognitive
functioning as it relates to the execution of a will.
Outcomes of the LCQ are closely correlated with
those of the MMSE.

Examples of questions include general
information concerning the client’'s assets, the
clients intended testamentary dispositive
scheme, personal and family information and

basic financial and estate planning questions.

lawyer (other professional) can ask general

knowledge and other questions intended to reveal

whether a client is suffering from reduced concentration

or impaired memory as well.

General knowledge questions that may be asked
include questions intended to test current affair
cognitive ability, such as the date, the current
president, the client's address and questions

concerning the client’s recent activities.

Additional questions can be the “serial three” or
“serial sevens” test, which requires the client to
count backwards from 100 by threes or sevens
(depending on which test is administered).

In addition, the lawyer (other professional) can
ask the client to recite the months of the year in
reverse order, to spell a simple word backwards,
or to recall three objects that the lawyer (other
professional) asked the client to remember earlier

in the meeting.
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Other Warning Signs

1, Depression

2. Emotional Issues

What to do if the client fails the informal capacity tests.

1. The lawyer (other professional) is faced with a challenging
situation if a person appears to lack testamentary capacity.
Whenever a question exists in the professional’s mind that is
asking to perform a service for the client as to the client’s
capacity, the professional must pause and take proper steps to

ensure himself/herself of the assessment.

2. Medical professionals should be consulted to protect all
individuals involved once the lawyer (other professional) has
made a determination that he/she is uncomfortable proceeding.

VI. CONCLUSION

A.

Representation of an elderly client presents a host of additional issues
for all professionals, including the CPA, the financial planner and the
estate planner.

The professional must have a predetermined course of action for
matters involving elderly clients, including preliminary tests for

identifying diminished capacity.

The professional must do his or her best in identifying signs of undue
influence and must be certain to take all steps in avoiding any conflict

of interest claim.

The professional must be defensive — in situations where undue

influence could be presumed, he or she must take all steps in
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anticipation that the document that he or she prepared will be

challenged.

The professional should follow, to the best of his or her ability, all of

the rules of professional conduct for his or her profession.
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VI.

VII.

ROUNDUP OF RECENT TAX DEVELOPMENTS

By: William E. Sigler, Esq.
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l. FEDERAL

A. Capital Gains Taxes to Increase in 2013. Capital gains taxes are
scheduled to increase sharply in 2013. First, the tax cuts enacted into the law in 2001 and
2003 are scheduled to expire January 1, 2013. This will result in the top rate on capital
gains increasing to 20%. Second, the Pease provision, named after former U.S.
Representative Donald Pease (D-H), which phases out the benefits of itemized deductions,
such as deductions for mortgage interest, state and local taxes paid, and charitable
contributions, for high-income taxpayers, will return in full force. This will add as much as
an additional 1.2 percentage points to the effective capital gains rate for high-income
taxpayers. Third, the health care reform legislation enacted in 2010 imposes a new tax on
the investment income of high-income taxpayers, including capital gains. This would add
another 3.8 percentage points to the capital gains tax rate. The result is an increase in the
top capital gains rate from 15 percent to 25 percent beginning January 1, 2013. Of course,
for anyone paying AMT, the top rate on capital gains may already be as high as 22 percent.
This is because the phase out of the AMT exemption adds 25 cents back to AMT-taxable
income for every dollar of capital gains. The tax on that 25 cents can be as high as 28
percent, resulting in an extra 7 cents of tax on that dollar of capital gains.

B. Transitional Relief for Reporting Organizational Actions. Section
6045(B) was added to the Code in 2008. It requires an issuer of stock to file a return with
the IRS within 45 days after an organizational action, such as a stock split, merger or
acquisition that affects the basis of the corporation’s stock. The issuer must also furnish a
corresponding statement to each nominee of the stockholder, or to each stockholder if there
is no nominee, by January 15" of the year following the calendar year of the organizational
action. The IRS announced in Notice 2011-18 that issuers could report 2011 organizational
actions without penalty if Form 8937 is filed by January 17, 2012. Under Section 6721, the
general penalty scheme is $100 per form, up to a maximum $1.5 million total per year for
failing to file, although intentional disregard of the reporting requirement is higher, i.e., $250
per form, or 10 percent of the amount required to be reported, whichever is greater. The
IRS did not release new Form 8937 until January 5, 2012. This has created a lot of
frustration among practitioners because of the broad reach of the reporting requirement and
the many questions left unanswered by the instructions to the form. For most privately
owned corporations, the question is whether Section 6045(B) applies. It uses the term
“specified security” and references Section 6045(g)(3)(B) which indicates that a specified
security includes, among other securities, any share of stock in a corporation. Based on
that definition, the reporting requirements provided in Section 6045(B) presumably could
apply to organizational actions affecting the basis of stock in closely-held corporations, as
well as publicly-held corporations. This would undoubtedly come as a surprise to many
practitioners and small business owners, since the fundamental purpose of Form 8937 is to
have companies tell brokers and shareholders how to adjust the basis in their stock, which
is not a concern for small business owners as it is for stock market investors.

C. Third Offshore Voluntary Disclosure Program. The IRS announced on
January 9, 2012, that it has reopened its offshore voluntary disclosure initiative for a third
time. This initiative is designed to bring money in offshore accounts back into the U.S. tax
system and help individuals with these kinds of accounts to get current with their taxes.
The incentive is a reduced exposure to civil tax penalties and possible criminal prosecution.
The third iteration of this initiative is different in some respects from the prior versions.
First, there is no set deadline to apply. Second, individuals must pay a penalty of 27.5
percent of the amount in the foreign bank accounts in the year with the highest aggregate



account balance covering the 2003 to 2010 time period. Some taxpayers may be eligible
for lower 5 percent or 12.5 percent penalties. However, back taxes and interest must also
be paid for up to eight years, as well as accuracy-related and/or delinquency penalties. The
12.5 percent penalty rate generally applies to taxpayers with offshore accounts of less than
$75,000 in each calendar year. The five percent penalty applies in limited circumstances to
taxpayers who fall into one of three categories, e.g., a taxpayer who did not open or cause
the account to be opened and who exercised minimal, infrequent contact with the account.

D. Final Debt-for-Equity Regulations. One of the questions left unresolved
by the 2008 proposed regulations under Section 108(e)(8) was whether the partnership or
its partners would recognize gain or loss if the partnership issued an interest in itself to pay
accrued interest, rents or royalties owed by the partnership to a creditor of the partnership.
Generally, when property is used to extinguish an obligation of the transferor, the
transaction is treated as if the transferor first sold the property for cash equal to its fair
market value and then used the cash to pay the obligation. However, under the final
regulations, a partnership will not recognize gain or loss upon the transfer of a partnership
interest to a creditor in a debt-for-equity exchange for unpaid rent, royalties or interest,
including accrued original issue discount. Treas. Reg. § 1.721-1(d)(2). The preamble to
the final regulations explain that in a debt-for-equity exchange, where the partnership has
not disposed of any of its assets, the partnership should not be required to recognize gain
or loss on the transfer of a partnership interest in satisfaction of its indebtedness for unpaid
rent, royalties or interest.

E. Tax Provisions That Expired at the End of 2011. Although Congress
spent much of its time in 2011 debating tax policy and its related budget implications, and it
worked until December 23" to pass a short term extension of the payroll tax cut, many
other tax cuts were allowed to expire at the end of 2011. Examples include the following:

1. Personal Incentives

e Increased exemption levels for the individual AMT (section
55(d)(1)) and personal tax credits allowed against regular tax and
the AMT (Section 26(a)(2)).

e Deduction for state and local general sales taxes (Section
164(b)(5)).

e Above-the-line deduction for qualified tuition and related
expenses (Section 222).

e Deduction for elementary and secondary school teacher
expenses (Section 62(a)(2)(D)).

e Expansion of adoption credit and adoption assistance programs
(Sections 36C and 137).

2. General Business Incentives

e 100 percent bonus depreciation (Section 168(k)(5)).

e Increased section 179 expensing limit of $500,000 with $2 million
phase-out threshold and expanded definition of section 179
property (Sections 179(b)(1) and (2) and 179(f)).

e Research credit (section 41).



e 15-year straight-line cost recovery for qualified leasehold
improvements, restaurant buildings and improvements, and retalil
improvements (Sections 168(e)(3)(E)(iv), (v), and (ix)).

e Special rules for qualified small business stock (Section
1202(a)(4)).

e Reduction in S corporation recognition period for built-in gains tax
(Section 1374(d)(7)(B)(ii)).

3. Chatritable Provisions

e Enhanced charitable deduction for corporate donations of
computer equipment for educational purposes (Section
170(e)(6)).

e Tax-free distributions from individual retirement plans for
charitable purposes (Section 408(d)(8)).

F. Payroll Tax Cut Extended. Under the Middle Class Tax Relief and Job
Creation Act of 2012, employees will continue to receive larger paychecks for 2012 based
on a lower social security tax withholding rate of 4.2 percent, which is two percentage
points lower than the 6.2 percent rate in effect prior to 2011. This reduced rate was
originally in effect for all of 2011, and it was extended through the end of February by the
temporary Payroll Tax Continuation Act enacted into law on December 23, 2011. The new
law also repeals the 2 percent recapture tax included in the December legislation that
effectively capped at $18,350 the amount of wages eligible for the payroll tax cut. Self-
employed individuals benefit from a comparable rate reduction in the social security portion
of the self-employment tax from 12.4 percent to 10.4 percent. For 2012, the social security
tax applies to the first $110,100 of wages and self-employment income received by an
individual.

G. Expiring Tax Provisions. In a January 6, 2012 report (JCX-1-12), the Joint
Committee on Taxation listed tax provisions expiring from 2011 through 2013. For
example, in addition to the various tax rate and estate and gift tax changes, the availability
of additional first-year depreciation for 50 percent of a taxpayer’s basis in qualified property
under Sections 168(k)(1) and (2) expires on December 31, 2012. The provisions expiring in
2012 are also discussed in a report issued on April 17, 2012, by the Congressional
Research Service.

H. Caregiving Services. Two recent cases illustrate the increasing importance
of tax issues associated with providing caregiving services. Estate of Olivo v. Commr., T.C.
Memo. 2011-163, involved a tax lawyer, Anthony Olivo, who had given up his practice to
care for his elderly parents. When his mother, the surviving parent, passed away, Anthony
prepared an inventory of the estate, filed an estate tax return, and became the estate’s
administrator.  On his mother's estate tax return, Anthony claimed $44,200 as an
administrator’'s commission, $50,000 as estimated attorney fees, $5,000 as estimated
accountant's fees, and $1.24 million as a debt owed to him under a purported
compensation agreement with his mother. Because the only evidence the estate presented
was Anthony’s testimony, the tax court held that the estate had not sufficiently
substantiated the deductions under Section 7491(a) of the Code to shift the burden of proof
to the government on any of the factual issues. Anthony was unable to carry the burden of



proof, and ended up getting deductions only for the administrator's commission, in an
amount based upon a statutory formula, $300 for a home appraisal, $200 in surrogate’s fee,
and $100 in filing fees. This case was similar to an earlier case, Estate of Wilson v.
Commr., T.C. Memo. 98-309, in which the estate was able to get deductions for amounts
paid to settle lawsuits with two brothers who were distant relatives of the decedent’s
predeceased husband, and who had performed services for the decedent, pursuant to
alleged oral contracts the brothers entered into with the decedent. However, in Wilson,
unlike in Olivo, there was evidence of an agreement for services. The other case is Baral v.
Commr., 137 T.C. No. 1 (2011), Lillian Baral's physician diagnosed her as suffering from
dementia and determined that she required assistance and supervision 24 hours a day for
medical reasons. Lillian’s brother, her attorney-in-fact, hired caregivers to provider the
necessary assistance. During 2007, the year at issue, Lillian’s brother paid $760 to Lillian’s
physicians and the New York University Hospital Center for medical care, $5,566 to Lillian’s
caregivers for supplies, and $49,580 to the caregivers for their services. The tax court
allowed the deductions for the payments to the physicians and the hospital, and to the
caregivers for their services, but denied the deduction for the caregivers’ supplies. The tax
court said that the $760 paid to the physicians and to the hospital were for the diagnosis,
cure, mitigation, treatment or prevention of disease as defined in Section 213(d)(1)(A) of the
Code, and that they were not reimbursed by insurance or otherwise. The deduction for the
supplies paid to the caregivers was denied because Lillian’s brother failed to establish that
the amount paid was for medical care as defined in Section 213(d)(1) of the Code. In the
case of the payments to the caregivers for their services, the tax court found that Lillian was
certified by her physician, a licensed health care practitioner, as requiring substantial
supervision to protect her from threats to her health and safety because of her severe
cognitive impairment, and therefore she was chronically ill as defined in Section
7702B(c)(2)(A) of the Code. Therefore, the services provided to Lillian pursuant to her
physician’s plan of care constituted qualified long-term care services as defined in Section
7702B(c) of the Code. As such, these long-term care services constituted an amount paid
for medical care under Section 213(d)(1)(C) of the Code.

l. Mortgage Debt Forgiveness. Canceled debt normally results in taxable
income, but there are exceptions. One of those exceptions is available to homeowners
whose mortgage debt is partly or entirely forgiven during tax years 2007 through 2012.
Under the Mortgage Forgiveness Debt Relief Act of 2007, a homeowner may be able to
exclude up to $2 million of debt forgiven on the homeowner's principal residence. The limit
is $1 million for a married person filing a separate return. A homeowner may exclude debt
reduced through mortgage restructuring, as well as mortgage debt forgiven in a foreclosure.
To qualify, the debt must have been used to buy, build or substantially improve the
homeowner's principal residence and be secured by that residence. Refinanced debt
proceeds used for the purpose of substantially improving a principal residence also qualify
for the exclusion. Proceeds of refinanced debt used for other purposes — for example, to
pay off credit card debt — do not qualify for the exclusion. A qualifying homeowner may
claim the special exclusion by filling out Form 982, Reduction of Tax Attributes Due to
Discharge of Indebtedness, and attaching it to the homeowner's federal income tax return
for the tax year in which the qualified debt was forgiven. Debt forgiven on second homes,
rental property, business property, credit cards or car loans does not qualify for the tax relief
provision. In some cases, however, other tax relief provisions — such as insolvency — may
be applicable. IRS Form 982 provides more details about these provisions. If debt is
reduced or eliminated, the homeowner normally will receive a Form 1099-C, Cancellation of
Debt, from the lender. By law, this form must show the amount of debt forgiven and the fair
market value of any property foreclosed.



J. Temporary Regulations on Deduction v. Capitalization of Tangible
Property. The IRS issued temporary regulations in late 2011 regarding the treatment of
expenditures incurred in selling, acquiring, producing or improving tangible assets. The
temporary regulations are generally effective for tax years beginning on or after January 1,
2012. The regulations provide guidance as to whether costs related to tangible property
are currently deductible repairs or capital improvements that are deducted over a period of
years. The regulations provide that a unit of property is improved if the amount paid or
activities performed after the property is placed in service by the taxpayer results in a
betterment of the unit of property, restores the unit of property or adapts the unit to a new or
different use. The temporary regulations treat the unit of property for a building as the
building and its structural components (walls, partitions, floors, windows and doors, etc.).
However, in determining whether an amount paid is for an improvement to a building, the
temporary regulations require the taxpayer to consider the effect of the expenditure on
certain specifically defined components of the building, instead of the building and its
structural components as a whole. As a result, a taxpayer will be required to capitalize a
cost that results in an improvement to the building structure (building and its structural
components) or any of the specifically enumerated building systems: (i) HVAC system; (i)
plumbing system; (iii) electrical system; (iv) all escalators; (v) all elevators; (vi) fire
protection and alarm systems; (vii) security systems; and (viii) gas distribution systems.
The temporary regulations do not change the rules for depreciable lives, bonus
depreciation, or the availability of cost segregation studies to take advantage of shorter
depreciable lives If it is determined that the expenditure must be capitalized. Prior to 2012,
taxpayers were required to capitalize and depreciate the cost to replace a structural
component of a building, and to continue to recover the cost of the original structural
component. For example, if a taxpayer capitalized the cost of replacing an entire roof the
taxpayer would have to continue depreciating the removed roof, and at the same time,
capitalize and depreciate the replacement roof over the same recovery period as the
building. The temporary regulations revise the definition of disposition so that a taxpayer
may treat the retirement of a structural component of a building as a disposition of
property. Most taxpayers will need to change their method of accounting to comply with the
new regulations. The IRS indicated that they would issue revenue procedures that provide
transition rules for taxpayers changing their method of accounting, and they subsequently
issued Rev. Proc. 2012-19 and Rev. Proc. 2012-20. The regulations require that taxpayers
make Code Section 481(a) adjustments to prevent duplicated or omitted tax benefits.
Taxpayers will in effect have to apply the new rules to costs incurred prior to the effective
date of the regulations. As a result, some taxpayers may have to capitalize amounts they
previously deducted, and recognize income based on the difference in treatment.
Conversely, other taxpayers may be able to deduct amounts previously capitalized, and
take a deduction for the difference.

K. Dividend Payments from S Corporations Subject to FICA. In most of the
prior S corporation reasonable compensation cases, the shareholder-employees failed to
take any salary, leaving the IRS and the courts with the simple task of reclassifying
distributions as compensation for services. In David E. Watson P.C. v. U.S., 8" Cir., No.
11-1589, 2/21/12, David Watson, a CPA, drew compensation of $24,000 in addition to
sizeable distributions, leaving the court with the issue of quantifying reasonable
compensation for Watson'’s services. In Rev. Rul. 74-44, the court said that the IRS took
the position that the IRS would recharacterize dividend payments for FICA tax purposes
when they were paid to shareholders in lieu of reasonable compensation for their services,
and concluded that the concept of “reasonable compensation” for income tax purposes is
equally applicable to FICA tax cases. In addition, the court found that the characterization



of funds distributed by an S corporation to its shareholder-employees turns on an analysis
of whether the payments were made as compensation for services, not on the intent of the
corporation making the payments. The IRS’ expert witness valued Watson’s services to his
S corporation as $91,044 per year based on his 20 years of experience, his masters in
taxation, and the hours per week he spent as one of the primary earners of a well-
established accounting firm, and the court adopted this finding. The case illustrates how
the IRS is taking a more quantitative approach towards determining reasonable
compensation.

L. News from the Campaign Trail. In February, the President released a
general framework for business tax reform. The centerpiece would be a lower corporate
tax rate of 28 percent, with a lower 25 percent rate for manufacturing businesses. House
Republicans previously proposed a different overhaul that would include moving to a
territorial tax system and dropping the top corporate tax rate to 25 percent. Highlights from
the President’s proposal include the following:

> reduce the corporate tax rate from 35 percent to 28 percent.

> eliminate various “tax expenditures,” such as LIFO accounting and oil
and gas tax preferences, and taxing carried (i.e., profits) interests of
hedge fund managers, private equity partners and other managers in
partnerships as ordinary income instead of capital gain.

> reduce accelerated depreciation in favor of lower tax rates, reduce
the bias toward debt financing, and establish greater parity between
large corporations and large non-corporate counterparts.

> reduce the top corporate tax rate on manufacturing income to 25
percent (lower for “advanced” manufacturing activities), and expand,
simplify and make permanent the R&D tax credit.

> require companies to pay a minimum tax on overseas profits, remove
tax deductions for moving production overseas, and provide new
incentives for bringing production back to the U.S.

> allow small businesses to expense up to $1 million in investments.

> aIIovx_/ cash accounting on businesses with up to $10 million in gross
receipts.

> double the deduction for start-up costs from $5,000 to $10,000.

> reform and expand the health insurance tax credit for small

businesses. The reform would allow small businesses with up to 50
workers to qualify for the credit (up from 25), provide a more
generous phase-out schedule, and substantially simplify and
streamline the tax credits rules.

Senate Budget Committee Chair Kent Conrad, D-N.D., announced April 17" that he will
introduce the deficit reduction plan developed in 2010 by President Obama’s National
Commission on Fiscal Responsibility and Reform, co-chaired by Erskine Bowles and former
Sen. Alan Simpson, as his own budget proposal but will postpone a full markup of the plan
indefinitely.



M. Roth IRAs Cannot be S Corporation Shareholders. The Ninth Circuit,
affirming the Tax Court, has held that a corporation whose sole shareholder was a Roth
IRA is not a valid S corporation. Taproot Administrative Services, Inc., No. 10-70892 (9"
Cir. 3/21/12), aff'g 133 T.C.202 (2009). The taxpayer had argued that he, individually,
should be treated as the S corporation shareholder, since he was the beneficiary of the
Roth IRA or, alternatively, that the Roth IRA should be treated as a grantor trust or qualified
subchapter S trust (*QSST”). In rejecting the taxpayer’s argument, the Ninth Circuit noted
that, unlike grantor trusts and QSSTSs, both of which are taxed currently on their income,
Roth IRAs are subject to differed taxation on current income and are therefore incompatible
with the S corporation taxation rules. The court referenced Rev. Rul. 92-73 which
specifically prohibits IRAs from being S corporation shareholders.

N. Partnership Insolvency Under Section 108(d)(3). The IRS has issued
Rev. Rul. 2012-14, to extend the principles of Rev. Rul. 92-53 to apply to a partnership
context and help partners measure their insolvency under section 108(d)(3). Rather than
using the Section 752 rules, the Service chose a partner insolvency measurement
approach whereby each partner is allocated a share of the partnership's excess liabilities in
the same way that each partner is allocated cancellation of debt (COD) income. The reason
the IRS gives the taxpayer credit for excess nonrecourse liabilities, which they actually
wouldn't have to pay, is because the tax due on the COD income that the nonrecourse
liabilities generate can cause the partner to be insolvent. Thus, it makes sense to use
who's getting the COD income as the benchmark for allocating the debt.

O. Proposed Regulations on Back-to-Back Loans by S Corporation
Shareholders. Numerous disputes have arisen between the IRS and S corporation
shareholders regarding the extent to which shareholders can increase their basis of
indebtedness in the S corporation through back-to-back loans. The Code does not define
“basis of indebtedness,” and as a result, courts have interpreted Section 1366 to require an
investment in the S corporation that constitutes “an actual economic outlay” by the
shareholder to create basis of indebtedness. The proposed regulations (Reg-134042-07)
provide that shareholders can increase their basis of indebtedness in the S corporation only
to the extent that the debt is bona fide. The proposed regulations look to general federal
tax principles for determining whether the debt is bona fide and reaffirm that a shareholder
simply acting as a guarantor of S corporation indebtedness does not create or increase
basis. Basis of indebtedness is not created in those circumstances “unless the shareholder
actually makes a payment, and then only to the extent of such payment.”

P. IRS Tightens Procedures for Issuing Individual Taxpayer Identification
Numbers. The Internal Revenue Service announced on June 22, 2012 (IR-2012-62)
important interim changes to strengthen its procedures for issuing individual taxpayer
identification numbers (ITINs) from now through the end of the year. Designed specifically
for tax-administration purposes, ITINs are only issued to people who are not eligible to
obtain a social security number. During this interim period, the IRS will only issue ITINs
when applications include original documentation, such as passports and birth certificates,
or certified copies of these documents from the issuing agency. ITINs will not be issued
based on applications supported by notarized copies of documents. In addition, ITINs will
not be issued based on applications submitted through certifying acceptance agents unless
they attach original documentation or copies of original documents certified by the issuing
agency. The changes, which are effective immediately, are designed to strengthen and
protect the integrity of the ITIN process while minimizing the impact on taxpayers.



Q. IRS Issues Sample Language to be Used for Making a Section 83(b)
Election. Rev. Proc. 2012-29 contains sample language that may be used (but it not
required to be used) for making an election under Section 83(b) of the Internal Revenue
Code. In addition, it provides examples of the income tax consequences of making such an
election. Section 83(a) provides that if property is transferred in connection with the
performance of services to any person other than the person for whom such services are
performed, then the excess of the fair market value of the property (determined without
regard to any restriction other than a restriction which by its terms will never lapse) as of the
first time that the transferee’s rights in the property are transferable or are not subject to a
substantial risk of forfeiture, whichever occurs first, over the amount (if any) paid for the
property is includable in the service provider’'s gross income for the taxable year which
includes such time. Section 83(b) permits the employee or other service provider to elect to
include in gross income at the time of transfer the excess (if any) of the fair market value of
the property over the amount (if any) paid for the property. This amount is then treated as
compensation for services. Under Treas. Reg. § 1.83-2(c), the election is made by filing a
copy of a written statement with the IRS office with which the person who performed the
service files his or her tax return. In addition, the person who performed the services is
required to submit a copy of the statement with his or her income tax return for the taxable
year in which the property was transferred. Treas. Reg. § 1.83-2(d) requires that the
person who performed the services also submit a copy of the election to the person for
whom the services were performed. Under Treas. Reg. § 1.83-2(e), the statement must
include the following information: the name, address and taxpayer identification number of
the taxpayer; a description of each property with respect to which the election is being
made; the date or dates on which the property was transferred and the taxable year for
which such election is being made; the nature of the restriction or restrictions to which the
property is subject; the fair market value at the time of transfer (determined without regard
to any lapse restrictions as defined in Treas. Reg. 8 1.83-3(i)) of each property with respect
to which the election is being made; the amount, if any, paid for such property; and a
statement to the effect that copies have been furnished to the other persons as required by
Treas. Reg. § 1.83-2(d). An election under Section 83(b) may not be revoked, except with
the consent of the Commissioner. The sample election is reproduced below.

Section 83(b) Election
The undersigned taxpayer hereby elects, pursuant to § 83(b) of the Internal Revenue Code of 1986,
as amended, to include in gross income as compensation for services the excess (if any) of the fair

market value of the shares described below over the amount paid for those shares.

1. The name, taxpayer identification number, address of the undersigned, and the taxable year for
which this election is being made are:

TAXPAYER'S NAME:

TAXPAYER’S SOCIAL SECURITY NUMBER:

ADDRESS:

TAXABLE YEAR: Calendar Year 20__

2. The property which is the subject of this election is shares of common stock of

3. The property was transferred to the undersigned on [DATE].



4. The property is subject to the following restrictions: [Describe applicable restrictions here.]

5. The fair market value of the property at the time of transfer (determined without regard to any
restriction other than a nonlapse restriction as defined in § 1.83-3(h) of the Income Tax Regulations)
is: $ per share x shares=$

6. For the property transferred, the undersigned paid $ per share x shares =
$ .
7. The amount to include in gross income is $ . [The result of the amount reported in

Item 5 minus the amount reported in Item 6.]

The undersigned taxpayer will file this election with the Internal Revenue Service office with which
taxpayer files his or her annual income tax return not later than 30 days after the date of transfer of
the property. A copy of the election also will be furnished to the person for whom the services were
performed. Additionally, the undersigned will include a copy of the election with his or her income
tax return for the taxable year in which the property is transferred. The undersigned is the person
performing the services in connection with which the property was transferred.

Dated:

Taxpayer

l. Service Acguiesces on Pro-Taxpayer Application of Passive Activity
Loss Rules to Limited Liability Companies. The passive activity loss rules impose
limitations on the deductibility of losses. Under the current economic climate, many
investors have experienced considerable losses. Generally, a person’s ability to deduct
losses from a passive activity, i.e., an activity in which the taxpayer does not “materially
participate,” is limited under Section 469 to income generated from other passive activities.
In contrast, losses arising from an active activity can immediately offset taxable income
from any source, including the taxpayer's salary, wages, interest and dividends. For
investors using the limited partnership form of business, the correct characterization of an
activity as active or passive simply depends on whether the investor is a general partner or
limited partner. But for investors using the limited liability company form of business, the
correct characterization of an activity has been uncertain. Recently, several courts have
clarified that ownership interests in limited liability companies are not presumptively passive
limited partnership interests. Thompson v. United States, 87 Fed. Cl. 728 (2009); Newell v.
Commr., 99 T.C.M. (CCH) 1107, 2010 T.C.M. (RIA) § 10,023; Garnett v. Commr, 132 T.C.
368 (2009); Hegarty v. Commr., No. 3730-07S, T.C. Summ. Op. 2009-153, 2009 WL
3188789 (T.C. Oct. 6, 2009). The IRS has acquiesced in these cases, albeit in the result
only. A.0.D. 2010-02, 2010-14 I.R.B. 515. The IRS subsequently issued guidance in the
form of proposed regulations, which address how the general passive activity loss rules
apply to LLC members. Prop. Reg. § 1.469-5(e)(3)(i). The new guidance relies on an LLC
member’s right to participate in the management of the entity to distinguish between limited
partners and general partners.

Il. MICHIGAN

A. Update on Income Tax Changes for Retirement Benefits. The Michigan
Department of Treasury issued an updated chart summarizing the income tax changes for
retirement benefits that become effective for the 2012 tax year (i.e., tax returns filed in
2013). The release reflects the changes enacted into the law by 2011 P.A. 38, and the



changes mandated by the Michigan Supreme Court in In re Request for Advisory Opinion
Regarding Constitutionality of 2011 P.A. 38, DKT. No. 143157, 11/18/2011.

1.

Taxpayers Born Before 1946 (no change in current law).

Social Security is exempt

Senior citizen subtraction for interest, dividends and capital
gains is unchanged

Public are pensions exempt

For 2012 private pensions subtract up to $47,309 for single
filers and $94,618 for joint filers

Taxpayers Born in 1946 to 1952.

a.

Before the taxpayer reaches age 67

Social Security is exempt

Railroad pension is exempt

Military pension is exempt

Not eligible for the senior citizen subtraction for interest,
dividends and capital gains

Public and private pension limited subtraction of $20,000
for single filers or $40,000 for joint filers

After the taxpayer reaches age 67 (will first occur in 2013).

Social Security is exempt

Railroad pension is exempt (but see below)

Military pension is exempt (but see below)

Not eligible for the senior citizen subtraction for interest,
dividends and capital gains

Subtraction against all income of $20,000 for single filers
and $40,000 for joint filers

Not eligible for this income subtraction if choosing to claim
a military or tier 2 railroad pension exemption

Taxpayers Born after 1952.

a.

Before the taxpayer reaches age 67.

Social Security is exempt

Railroad pension is exempt

Military pension is exempt

Not eligible for the senior citizen subtraction for interest,
dividends and capital gains

Not eligible for public or private pension subtraction

After the taxpayer reaches age 67 (will first occur in 2020).

Not eligible for senior citizen subtraction for interest,
dividends and capital gains.
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»= Not eligible for public or private pension subtraction.
* |ncome exemption election:

i. ELECT exemption against all income of $20,000 for
single filers or $40,000 for joint filers

. No exemption for Social Security, military or
railroad retirement.
" No personal exemptions.
*OR*

ii. ELECT to exempt Social Security, military and railroad
pension. May claim personal exemptions.

B. Withholding for Pension and Retirement Benefits. As noted above,
Michigan’s tax treatment of pension and retirement benefits changed, effective January 1,
2012. In connection with this change, Michigan law now requires the administrators of
pension and retirement benefits to withhold income tax on payments that will be subject to
tax. Details can be found in the 2012 Pension Withholding Guide (Pub. 4927 [rev.01-12])
issued by the Michigan Department of Treasury.

C. Michigan Unemployment Taxes. A 0.2% surcharge was added to the
FUTA tax rate in 1976 to help shore up the federal unemployment tax system. It was
repealed in 2011, reducing the rate applied to wages from 0.8% to 0.6%, effective July 1,
2011. However, Michigan had to pay an additional 0.9% FUTA tax rate (resulting from a
reduction in the available FUTA tax credit), because of the money it borrowed from the
federal government to finance unemployment benefits and was unable to repay. Thus, the
total FUTA rate was 1.7% from January 1, 2011 to June 30, 2011, and 1.5% from July 1,
2011 to December 31, 2011. To offset this cost, Michigan offers a Michigan Unemployment
Tax Credit to fully experienced employers (unemployment experience of 5 years or more),
who have a positive reserve balance, a credit of either 50% of the additional FUTA taxes
paid or the taxable wages for the year of the credit multiplied by the employer's
Nonchargeable Benefits Component (NBC), which ever results in the lessor amount.
Whenever the Unemployment Insurance Agency (UIA) borrows money from the federal
government to pay unemployment benefits, a solvency tax is triggered by a provision of the
Michigan Employment Security (MES) Act to pay the interest on the federal loans. The
solvency tax can only be used to pay the interest. Only a contributing employer, that had a
negative balance in their experience account as of June 30th of the preceding calendar
year. A “Negative Balance Employer” is one that paid less in state unemployment taxes
than their former employees received in unemployment benefits. The negative balance
employer must also have had to pay unemployment taxes for five consecutive years. The
solvency tax went into effect January 1, 2011. The solvency tax is 1/4 of the account
building component (ABC) of the employer’s contribution rate as determined under Section
19(a)(4) of MES Act. The maximum solvency tax rate is .75% (.0075), based on a 3%
maximum Account Building Component (ABC). The maximum tax increase per year would
be $67.50 per employee, based on the annual taxable wage base per employee of $9,000.
The solvency tax is in addition to an employer’s calculated tax rate and would be displayed
as a separate line item on Form UIA 1771, Tax Rate Determination For Calendar Year
2012. However, in December 2011, the state issued $3.32 million in bonds to repay the
federal debt. As a consequence, neither the additional 0.9% FUTA rate nor the 0.75%
Michigan solvency tax apply in 2012. Instead, the Michigan solvency tax has been
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replaced with an “obligation assessment” (OA) which will be used to repay the Michigan
bonds that were issued to repay the federal debt. The bonds are scheduled to take 10
years to repay. The OA rate will be determined yearly and included on the annual Tax Rate
Determination. Instead of being billed, it will be included as a part of the annual tax rate
determination. One of the components of the OA is based on the employer’s individual tax
rate. Therefore, the amount will vary. The OA is structured to incorporate the employer’s
experience rate and a base assessment of $42 per employee for 2012, and is currently
estimated at $63 for 2013 and beyond. The calculation of the OA takes into consideration
the employer’s current tax rate, the OA ratio, a base assessment, and the taxable wage
base. The OA ratio for 2012 is 0.08, the base assessment is $42.00 and the taxable wage
base is $9,500.00. The formula is:

(2012 tax rate X OA ratio) + (base assessment + taxable wage base)
When calculating an individual OA rate, an employer would use the tax rate that is shown
on its 2012 tax rate determination form. The OA ratio, base assessment, and taxable wage
base will be the same for all employers. The 2012 rates are as follows:
OA ratio - .080671
Base assessment - $42.00

Taxable wage base - $9,500

The obligation Assessment Rate will be set and calculated yearly until all the bonds have
been retired.

For Example:

2012 tax rate = 2.4% = 0.0240 X OA =0.08 =.001920

$42.00 + $9,500.00 =.004421

.001920 + .004421=.006341 X 100 = .634 Rounded = .64

2012 Obligation Assessment = 0.64 added to calculated 2012 tax
rate

Note that the taxable wage base is increased from $9,000 in 2011 to $9,500 in 2012. If the
state’s Unemployment Trust Fund reaches a certain surplus amount, the taxable wage
base will be lowered back to $9,000. In addition, the tax rate, which was based on the past
five years of unemployment claims in 2011, will instead be based on the past four years of
unemployment claims in 2012, and the past three years of unemployment claims in 2013.

D. Federal Disregarded Entities. On January 26, 2012, the Michigan
Department of Treasury issued a notice regarding the Michigan Business Tax (“MBT")
treatment of federally disregarded entities. It was issued in response to 2011 P.A. 305.
Under this legislation, an entity that is disregarded for federal income tax purposes that did
not file as a separate entity for the 2008, 2009 or 2010 MBT tax year in either an original
return filed before January 1, 2012, or an amended return filed prior to December 1, 2011,
may not file as a separate entity for its 2008, 2009, 2010 or 2011 MBT year. However, an
entity that is disregarded for federal income tax purposes that did file as a separate entity
for the 2008, 2009 or 2010 MBT tax year in either an original return filed before January 1,
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2012, or an amended return filed prior to December 1, 2011, may file an amended MBT
return as a disregarded entity if the MBT return at issue is within the statute of limitations
provided in MCL § 205.27a. An entity disregarded for federal income tax purposes that is
eligible to file as a separate entity for its 2011 MBT tax year and does not file as a separate
entity in that year must file all required forms and supporting schedules, including
combining filing schedules if the entity is part of a unitary business group. The disregarded
entity must identify its organization type before its MBT return will be processed. For
example, if the entity is a limited liability company whose single member is a C corporation,
it must select organization type “C corporation/LLC C corporation.” The disregarded entity
that is filing separately must prepare a corresponding pro forma federal tax return and
attach that pro forma federal tax return to its 2011 MBT return. The parent entity must also
prepare a corresponding pro forma federal return and attach that pro forma federal return to
its 2011 MBT return.

E. Health Insurance Claims Assessment. Beginning January 1, 2012, the
Health Insurance Claims Assessment Act (“HICA Act”) requires certain third party
administrators, carriers and self-insured entities to pay an assessment equal to one percent
of their total paid health care claims. All payments under the HICA Act are required to be
remitted to the Michigan Department of Treasury by electronic funds transfer (“EFT”).
Quarterly payments are due April 30, July 30, October 30, and January 30. In order to be
registered to make payments by EFT, taxpayers must complete and submit Form 4926
(Electronic Funds Transfer Application — Health Insurance Claims Assessment) to the
Department.

F. Personal Property Tax Phase-Out. According to Lieutenant Governor
Brian Calley on February 28, 2012, Michigan will begin phasing out its personal property tax
by reducing the burden on the industrial sector. Bills to phase out the tax will be introduced
“in a matter of weeks,” and will include a filing threshold that gets the smaller taxpayers out
of the system. Eliminating the tax on personal property “on a schedule that matches up
with the exhaustion” of the $638 million in tax credits promised before the January 1
elimination of the State’s tax-incentive program will “mitigate” the impact on local
government. The incentive program was eliminated as part of Michigan’s new corporate
tax, but “for the next two years, will be paying out on tax-credit promises of the past,” Calley
said. The objective in eliminating the industrial classification for personal property is to
increase investment in Michigan. The process will begin with the disallowance of new
industrial property, and the phasing out of existing property as the State's tax-incentive
payouts decrease. Many local officials are nonetheless concerned over the effect these
changes will have on their communities.

G. Michigan Insurers are Required to Provide Autism Benefits. New
legislation requires Michigan health insurance plans to provide autism benefits. Self-
insured plans are not bound by this requirement, although there are incentives designed to
promote such coverage. The new law creates a fund from which insurers are able to seek
reimbursement for claims paid for the diagnosis and treatment of autism-related disorders.
Theoretically, all autism claims paid by a health plan would be reimbursed from the fund.
However, to the extent the fund has insufficient money to provide reimbursements,
reimbursements will not be made.

H. Eastbrook Homes, Inc v Department of Treasury, Court of Appeals No

299612 (04/24/12). Individual buyers purchased vacant lots under warranty deeds from a
developer, which paid transfer taxes on the value of the undeveloped lots. The next day,
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the buyers entered into separate contracts with the builder to construct homes. The builder
took quit claim deeds on the vacant lots as security and quit claimed the lots back to the
buyers after construction was completed. The court held that the quit claim deeds were
taxable and a transfer tax is owed on the value added by the completed construction.

l. Principal Residence Exemption. Public Act 114 of 2012, effective May 1,
2012, changes the deadline for a property owner to file an affidavit claiming the local
Michigan property tax principal residency exemption has been changed. For taxes levied
before January 1, 2012, the affidavit must be filed with the local tax collecting unit in which
the property is located on or before May 1. For taxes levied after December 31, 2011, the
affidavit must be filed on or before June 1 for the immediately succeeding summer tax levy
and all subsequent tax levies or on or before November 1 for the immediate succeeding
winter tax levy and all subsequent tax levies. In addition, a land contract vendor, bank,
credit union, or other lending institution is allowed to retain the principal residence
exemption on foreclosed property if the property is not occupied, is for sale, is not leased to
any person other than the person who claimed the exemption immediately preceding the
foreclosure, and is not used for any business or commercial purpose. A lending institution
that retains the exemption is required to pay what it otherwise would have paid in school
operating taxes and to pay an administration fee. The administration fee is retained by the
local tax collecting unit.

J. Michigan Accelerates Personal Income Tax Rate Cut. On June 27,
2012, Governor Rick Snyder signed legislation that accelerates the date Michigan's
personal income rate decreases to 4.25% from 4.35% to October 1, 2012. Previously, that
rate cut was scheduled to take effect on January 1, 2013. On June 28, 2012, the governor
also signed a bill that allows personal income taxpayers to claim qualifying annual personal
or dependency exemption amounts equal to $3,950 effective October 1, 2012 ($4,000
effective January 1, 2014) or the amount previously allowed ($3,700 for 2012, adjusted for
inflation in subsequent years), whichever is greater. The legislation requires the Michigan
Department of Treasury to annualize the $3,950 amount mentioned above for the 2012 tax
year, rounded to the nearest $1. (L. 2012, H5699, effective 06/29/2012; L. 2012, H5700,
effective 06/29/2012.)

K. Multistate Apportionment. In the Estate of Wheeler v. Department of
Treasury, Michigan Court of Appeals Nos. 302251, 302259, 302261 and 302262 (July 31,
2012), the court held that where Company A is 99 percent owned by Company B, which in
turn is 99.5 percent owned by Company C, then Company A and Company C are not
separate and distinct entities, but are in a parent/subsidiary relationship, and the companies
should be allowed to use multistate apportionment under the Michigan Income Tax Act
(“MITA") under the Unitary Business Principal (“UBP”). MITA does not exclude foreign
entities from being considered under the UBP.

L. Unpaid SBT tax is Non-Dischargeable Excise Tax. A taxpayer's
assessment for a company's unpaid Single Business Tax as a corporate officer was not
dischargeable in bankruptcy because it was a non-dischargeable excise tax under 11
U.S.C. § 507(a)(8)(E). The SBT taxes at issue arose from the business activity of a limited
liability company, of which the taxpayer was an manager or member. The return date for
the taxes at issue was more than three years before the date of the filing of the taxpayer's
petition in bankruptcy, which would mean the taxes would be dischargeable under 11
U.S.C. 8§ 507(a)(8)(E) unless they were an excise tax on a transaction. The SBT is a tax
upon the privilege of doing business that is measured by the “adjusted tax base” of persons
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with business activity in Michigan. Paul A. Henderson v. Mich. Department of Treasury,
Mich. Tax Tribunal, Dkt. No. 431375, 08/24/2012.

M. Supplies Were Purchased for Resale. Janitorial supplies were shipped
directly from the taxpayer's supplier to GM facilities. The contract between the taxpayer and
GM specified that GM would be billed for the cost of the supplies and equipment. The
janitorial supplies were used by GM's janitorial staff. The taxpayer was not liable for
Michigan use tax on the supplies, because they were purchased for resale. Knight
Facilities Management, Inc. v. Department of Treasury, Michigan Court of Appeals, No.
305787, September 27, 2012.

II. EMPLOYEE BENEFITS

A. Determination Letter Program. It is hard to believe that we are beginning
to go through for a second time the complex IRS system of five and six year cycles for
obtaining a determination that qualified plan documents comply, as to form, with the
requirements of the Code. This system divides plans between those which are based upon
a document that the IRS has previously approved, which are amended according to a six
year cycle, and those which are based upon a document that has been custom-drafted for
the particular adopting employer (often referred to as a “individually designed” plan), which
are amended according to a five year cycle. A “determination letter’ is an IRS approval
letter for a plan drafted for a particular employer, i.e., an individually designed plan. An
“opinion letter” is a pre-approval letter for a prototype plan, which generally consists of an
adoption agreement combined with a larger document comprising the “boiler plate.” An
“advisory letter” is a pre-approval letter for a “volume submitter plan,” which is a single
document including both the variable provisions of a plan and the “boiler plate.” Prototype
and volume submitter plans are intended to be used by more than one employer. Thus,
opinion and advisory letters are typically issued to firms which then use their pre-approved
documents to amend the plans of their clients or customers. Some clients or customers
using a pre-approved document are comfortable relying upon the opinion or advisory letter
issued with respect to the pre-approved document, while others prefer to obtain a separate
determination letter, which would then apply to the pre-approved plan as specifically
adopted by that particular employer. Although that has been a common practice in the
past, it is becoming increasingly difficult for a particular employer using a pre-approved
document to obtain a separate determination letter. This is discussed further below. If the
foregoing is not sufficiently complex, it is made more so by the fact that the six year cycle
for pre-approved plans is further divided into separate parts for defined contributions plans,
such as profit sharing and 401(k) plans, and defined benefit plans. Further, the IRS takes
the position that, apart from these cycles for restating plan documents, plans must
nevertheless be amended on an annual basis for “interim amendments,” i.e., changes in the
law that become effective during the plan year. In certain cases, these amendments may
be made by the firm which originally obtained the opinion or advisory letter with respect to
the pre-approved plan document in which case they will apply to all of the individual
employers adopting that pre-approved document. In other cases, typically where there are
discretionary provisions, those interim amendments must be individually adopted by the
particular employer. In the case of an individually designed plan, the interim amendments
must always be adopted by the particular employer for whom the plan was drafted. Below
are tables for individually designed and pre-approved plans showing the time periods for
the first set of cycles, i.e., those relating to the restatement of qualified plans for the
Economic Growth And Tax Relief Reconciliation Act of 2001, and the second set of cycles
as currently scheduled by the IRS:
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INDIVIDUALLY DESIGNED PLANS
5 YEAR CYCLE

Last digit of Plan EGTRRA Next RAP
Sponsor’s TIN Cycle RAP Ends Ends
1 or 6, electing groups A 1/31/2007 1/31/2012
2 or 7, multiple employers B 1/31/2008 1/31/2013
3 or 8, governments C 2/2/2009 1/31/2014
4 or 9, multi-employers D 1/31/2010 1/31/2015
5o0r10 E 1/31/2011 1/31/2016
PRE-APPROVED PLANS
6 YEAR CYCLE
Initial Initial Next Next 6-Year
Submission Remedial Submission Remedial
If the Plan is - Period Amendment Period Amendment
Cycle Ends Cycle
(i.e., EGTRRA
RAP)
Mass Submitter
(Lead & | 02/17/2005 04/30/2010
Specimen to 02/01/2011 | 02/01/2011
Plans) and Nat'l | 01/31/2006
Defined Sponsor Plans to to
Contributions
10/31/2011* | 01/31/2017
Non-Mass Sub-
mitter Plans | 02/17/2005 04/30/2010
(including word- to 02/01/2011 | 02/01/2011
for-word 01/31/2006
identical adopter to to
& minor modifier
applications) 01/31/2012 01/31/2017
Mass Submitter
Lead and | 02/01/2007 04/30/2012
Specimen Plans to 02/01/2013 | 02/01/2013
and National | 01/31/2008
Sponsor Plans to to
Defined
Benefit 10/31/2013 | 01/31/2019
Non-Mass
Submitter Plans | 02/01/2007 04/30/2012
(including word- to 02/01/2013 02/01/2013
for-word 01/31/2008
identical to to
adopter/minor
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Initial Initial Next Next 6-Year
Submission Remedial Submission Remedial
If the Plan is - Period Amendment Period Amendment
Cycle Ends Cycle
(i.e., EGTRRA
RAP)
modifier 01/31/2014 | 01/31/2019
applications)
* Extended to April 2, 2012 by Announcement 2012-3.
B. New Changes to Determination Letter Program. The IRS determination

letter program will undergo two key changes in 2012. The first is the elimination of the
option to obtain a determination letter that a plan passes the coverage and non-
discrimination requirements, known as Demos 5 and 6 of Schedule Q. The rational for
eliminating this option is that these determinations are based on the specific data used in
the test. Consequently, they do not relieve employers from further compliance testing as
the data changes over time. The second change is to eliminate the option on the part of an
employer adopting a pre-approved plan to obtain a determination letter, unless the
employer has modified the pre-approved plan to such an extent that it causes the plan to be
treated as individually designed. The official reason for this change in procedure is that
employers adopting pre-approved plans should be able to rely on the opinion or advisory
letter obtained by the firm from whom the employer obtained the pre-approved plan
document. A more cynical view is that it evidences the failure of the IRS’ complex five
year/six year cycle program to effectively spread out the work of its agents and eliminate
bottle-necks in the determination letter program, which was the ostensible reason for the
five year/six year cycles in the first place. As a consequence, the IRS has resorted to
putting the entire determination letter program out of bounds for employers adopting certain
kinds of plans. This has the potential for problems on several fronts. For example, buyers
in M&A transactions have long relied upon IRS determination letters as proof that the
seller’s plan document is in compliance with the requirements of the law. In addition, plans
must be qualified in order for the participants to receive certain bankruptcy protections, and
determination letters have commonly been used as evidence of plan qualification. Third,
obtaining a determination letter on a pre-approved plan is often a more efficient way to
regulate retirement plan language than trying to fix problems after they have been
discovered, particularly when the discovery occurs on audit and the penalties are much
higher. Plan documentation issues have been on the rise as adoption agreements are
increasingly filled out by people who are not experts in employee benefits law. Even the
people who ostensibly are made available by the prototype sponsor to help the employer fill
out the documentation often lack the expertise of the personnel at the home office of the
prototype sponsor charged with the administration of the plan. In any event, the end result
of all of the foregoing changes is as follows:

1. Determination letter applications filed on Form 5307 on or after May
1, 2012 will be accepted only from adopters of volume submitter plans that have modified
the terms of the pre-approved plan, but only if the modifications are not so extensive as to
cause the plan to be treated as individually designed.

2. Form 5307 applications will not be accepted from adopters of volume
submitter plans that have not made any changes to the pre-approved plan document or
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from any adopters of master and prototype plans. All of these adopters may only rely on
the advisory or opinion letter issued with respect to these plans.

3. Individually designed plans, and volume submitter plans that have
been modified to such an extent as to cause the plan to be treated as individually designed,
must apply for a determination using the lengthier Form 5300 (and pay the higher user fee).

4, Under Rev. Proc. 2012-6, the only other circumstances under which
an employer may be able to obtain a determination letter as an adopter of a pre-approved
plan by filing Form 5300 is as follows:

» the application also requests a determination regarding affiliated
service group or leased employee status, or a partial plan
termination;

» the plan is a multiple employer plan;

» a determination letter is required by the IRS (e.g., in connection
with a request for a funding waiver);

» the employer has added language to a master or a prototype plan
to satisfy the requirements of Sections 415 and 416 because of
the required aggregation of plans; or

» the plan is a pension plan with a normal retirement age earlier
than age 62.

Note that in the foregoing circumstances the use of Form 5300 does not mean that the plan
must be restated for changes in qualification requirements included in the Cumulative List in
effect when the application is filed. The plan will instead be reviewed on the basis of the
Cumulative List that was considered in issuing the opinion or advisory letter for the plan.
The employer must indicate in its cover letter the reason for using Form 5300 and must
include with the application a copy of the opinion or advisory letter issued with respect to
the prototype or volume submitter plan. The proper user fee must be paid as well, which
will be more than for Form 5307.

C. User Fees. The user fees for obtaining a determination letter are as follows:
New User Fees Per Revenue
Procedure 2011-8
Form 5300: $2,500
Form 5307: $300
Form 5310: $2,000
Multiple employer plans (Form 5300):
(1) 2 to 10 forms 5300 submitted $3,000
(2) 11 to 99 Forms 5300 submitted $3,000
(3) 100 to 499 forms 5300 submitted $15,000
(4) Over 499 Forms 5300 submitted $15,000
Multiple employer plans (Form 5310):
(1) 2 to 10 forms 5300 submitted $3,000
(2) 11 to 99 Forms 5300 submitted $3,000
(3) 100 to 499 forms 5300 submitted $15,000
(4) Over 499 Forms 5300 submitted $15,000
Volume Submitter
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Specimen plan (non-mass) with no/one adoption agreement; $12,000

Per each additional adoption agreement $9,500
Mass submitter specimen plan with no/one adoption agreement; $12,000
Per each additional adoption agreement $1,000
Specimen plan identical to mass submitter specimen plan $300
Assumption of sponsorship of an approved specimen plan per $300

basic plan document
Master & Prototype (M&P)

Mass submitter — per basic plan document with one adoption agreement; $12,000
Per each additional adoption agreement $1,000
Sponsor’s identical adoption of mass submitter basic plan document — $300
Per adoption agreement

Sponsor’'s minor modification of mass submitter basic plan document — $1,000

Per adoption agreement
Non-mass submitter — per basic plan document with one adoption agreement; | $12,000

Per each additional adoption agreement $9,500
Advisory letter for additional optional provisions — per mass submitter $1,000
basic plan document

Assumption of sponsorship of an approved M&P plan — $300
Per basic plan document

Mass submitter/non-mass submitter sponsor per trust document $1,000

In excess of 10

D. Final Service Provider Fee Regulations. The Department of Labor has
issued its final regulations for service provider fee disclosures under ERISA § 408(b)(2).
Covered service providers, e.g., registered investment advisors, certain broker-dealers,
third party administrators, and other service providers receiving $1,000 or more in direct or
indirect compensation from plan assets, must make initial disclosures to plan fiduciaries of
covered plans by July 1, 2012. Those plan fiduciaries must then make disclosures to plan
participants. The first annual plan, expense and investment disclosures to participants
must be made by August 30, 2012 (later for plan years beginning in August, September or
October). The first quarterly expense disclosure to participants is due November 14, 2012.
Plan fiduciaries can request additional information from covered service providers if
necessary to complete a participant disclosure or Form 5500. A covered service provider
must provide that information “reasonably in advance” of the date that the plan fiduciary
indicates is the filing deadline. The final regulations do not require a summary disclosure.
However, the DOL has provided a model summary disclosure in case a plan would like to
use it. The DOL has also indicated that it intends to issue proposed regulations possibly
requiring a summary. The regulations allow covered service providers to cure an error or
omission in making a disclosure, which includes corrections to change notices. There is an
exception to these disclosure requirements for certain 403(b) plans where the account was
issued before 2009 and the employer did not have an obligation to make contributions to
the account after 2008. Those accounts are not considered to be part of a covered plan,
and vendors servicing those accounts are not covered service providers. Therefore, no
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disclosures are required to be made with respect to those accounts. The following table
summarizes the participant disclosure deadlines:

Summary: Timing Rules for Required Parti

First Disclosures Required in 2012

cipant Fee Disclosures under the New Rules

60 days following the first day of the 2012 plan
year

45 days after the end of the first quart in which
the Initial Notices are required to be made

First Initial Notices due for non-calendar year
plans whose 2012 plan year begins after July 1,
2012 and before November 1, 2012

First Quarterly Notices due for plans whose
2012 plan year begins after July 1, 2012 and
before November 1, 2012

Subsequent and Ongoing Disclosure Requirements

Every 12 months

Every 3 months

Upon participant/beneficiary request

Annual Notice (includes plan-related information
and a comparative chart of investment-related
information

administrative and
expenses charged to individual

Quarterly Notice (actual

individual
accounts)

Certain  investment information
prospectuses and financial statements

including
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E. Reporting 2010 Roth IRA Rollovers and Conversions. The IRS has
posted guidance on its website concerning how taxpayers should report 2010 Roth IRA
rollovers and conversions on their 2011 income tax returns. During 2010, a taxpayer may
have rolled over eligible distributions from a retirement plan to a Roth IRA, converted
amounts from a non-Roth IRA to a Roth IRA, or made an in-plan Roth rollover. If so, the
taxpayer must report one-half of the taxable amount of these 2010 rollovers and
conversions on their 2011 tax return, unless the taxpayer elected to include the taxable
amount in income for 2010, recharacterized the 2010 rollover or conversion to a Roth IRA,
or received a distribution in 2010 or 2011 of any of the taxable amount (in which case, the
taxpayer would need to report that amount on the 2011 tax return). The guidance provides
detailed information concerning how to complete individual income tax returns for taxpayers
who took advantage of the ability in 2010 to do a conversion or rollover to a Roth IRA and
report one-half of the income in 2011 and the other one-half in 2012.

F. Misclassified Independent Contractors. Last year the IRS created the
Voluntary Classification Settlement Program (“VCSP”) which allows employers to voluntarily
reclassify workers as employees for future tax periods. In new FAQs, the IRS indicates that
it will not share information about the VCSP applications with the Department of Labor or
state agencies. Also, an employer who is contacted by the IRS regarding an SS-8
determination letter is still eligible for VCSP, but an audit of a parent, subsidiary or another
member of the employer's consolidated group is treated as an audit of the employer.
Accordingly, the employer would be ineligible for VSCP. In addition, the FAQs indicate that
signing a closing agreement under VCSP is not an admission of any liability for prior years,
and that the rejection of a VCSP application will not automatically trigger a federal audit.
The FAQs are available at http://www.irs.gov/businesses/small/article/0,,id=246014,00.html.

G. Guidance Promoting Annuity Options Under Qualified Plans. The IRS
has issued two sets of proposed regulations and two revenue rulings intended to promote
annuity options under qualified plans, IRAs, 403(b) plans, and governmental 457 plans.
REG-115809-11, 77 Fed. Reg. 5443 (February 3, 2012); REG-110980-10, 77 Fed. Reg.
5454 (February 3, 2012); Rev. Rul. 2012-3; Rev. Rul. 2012-4. Under current regulations, if
a participant elects both a partial annuity and lump sum payment, statutory actuarial
assumptions must be used to calculate both forms of distribution. If the new regulations
become final, plans would only be required to use the statutory assumptions to calculate
lump sum payments. They could use the plan's regular conversion factor to calculate the
partial annuity. The regulations would also modify the required minimum distribution rules to
allow participants to use retirement plan account balances to purchase longevity annuities.
A longevity annuity is an annuity with an income stream that begins at an advanced age,
such as age 80. Rev. Rul. 2012-3 states that when the participant invests in a deferred
annuity, the participant's account is not subject to the QPSA requirement until the
participant affirmatively elects to commence an immediate annuity distribution. Finally,
Rev. Rul. 2012-4 allows participants receiving a lump sum distribution from a defined
contribution plan to transfer all or a portion of that lump sum payment to their employer's
defined benefit plan (if permitted under the terms of the plan), so that it could then be
payable as an annuity under that plan.

H. ERISA 8 404(c) Protection Not Applicable to Investment Selection.
ERISA § 404(c) provides that fiduciaries are not responsible for losses resulting from a
participant’s investment decisions if the plan meets certain requirements. While the DOL
has long taken the position that ERISA 8§ 404(c) protection is not available with respect to a
fiduciary’s selection of the investment alternatives made available to participants, there is
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some disagreement on this point among the federal circuit courts. In PFEIL v. State Street
Bank & Trust Co., 2012 WL 555481 (6™ Cir. 2012), the Sixth Circuit agreed with the DOL’s
position. The court noted that the fiduciary had a fundamental duty to select and maintain
only prudent investment options in the plan. The fact that participants make their own
investment decisions does not relieve fiduciaries of the obligation to monitor the prudence
of the investments offered. The Sixth Circuit rejected the Fifth Circuit’s contrary view that
even when a fiduciary’s investment selection may have been imprudent, the fiduciary may
rely on ERISA § 404(c) in arguing that the participant’s investment decision was the cause
of the participant’s loss.

l. 409A Analysis Used to Determine if “Retirement” Occurs for Pension
Plan Purposes. A multi-employer pension plan, in an effort to permit employees to “retire”
under an early retirement benefit before that benefit was eliminated, proposed to let eligible
participants “retire” and then immediately return to work. In PLR 201147038, the IRS
looked to § 409A in concluding that these employees were not legitimately retired.
Although & 409A applies to non-qualified plans, the IRS states that its definitions regarding
termination and separation from service were consistent with the definition of “severance of
service date” under the elapsed time method of crediting service. It also cited a prior
Revenue Ruling that concluded an employee is not separated from service if the employee
continues on the same job for a different employer post-corporate transaction.

J. IRS Interim 403(b) Document Audit Relief. Monika Templeman, Director
of Employee Plans Examinations for the IRS’s TE/GE Division, announced in February an
interim program to address an audit problem related to the IRS’s delay in updating the
EPCRS program to reflect 403(b) document changes, and stalled 403(b) prototype
program. This interim program, according to IRS staff, will not be provided in formal,
published guidance, but will be implemented by the field staff during audit until such time as
EPCRS and the 403(b) prototype program are finalized. If an employer is found not to have
adopted a formal 403(b) plan document in a timely manner, the IRS may choose to enter
into a type of agreement where sanctions more resembling those available under the
Voluntary Correction Program (“VCP”) will apply, rather than those under the more
expensive Closing Agreement Program (“CAP”). If a “document error” (as that term is used
under EPCRS) has been found, the employer may be given the option of amending the
plan prospectively and fixing the past error as an operational error (either as a self-
correction, where applicable, or using the VCP structure); or to instead commit to adopting
a prototype program (when issued) and follow the rules for their remedial amendment under
that program. The IRS will follow-up with the employer should the “prototype choice” be
selected, so serious thought should be given to these alternatives before making a choice.
What the IRS is unable to do under favorable terms due to the legal structure of the audit
program is to permit a retroactive amendment of the plan on audit.

K. Faulty Summary Plan Description. In Skinner v. Northrop Grumman
Retirement Plan B, No. 10-55161 (9th Cir. March 16, 2012), two participants claimed
additional pension benefits because the summary plan description (“SPD”) did not
adequately disclose an “annuity equivalent offset” that was used in calculating their
pensions. Despite having previously given credence to this theory, the Ninth Circuit held
the case when it came back a second time until after the Supreme Court decided CIGNA
Corp. v. Amara, 131 S.C. 1866 (2011). In light of Amara, the Ninth Circuit found that the
plaintiff's claim for recovery based on the SPD failed as a matter of law. It then went on to
consider whether the plaintiffs were entitled to equitable relief under ERISA § 502(a). The
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court did not find sufficient evidence to justify an equitable remedy based on estoppel,
reformation or surcharge and affirmed summary judgment to the defendants.

L. IRC Section 415(b) Limits. The American Academy of Actuaries (“AAA”)
has written to the Department of Treasury and the IRS expressing concern with a position
apparently taken by the IRS with respect to Section 415(b). Section 415(b) imposes a
dollar limit on benefits payable from qualified defined benefit plans. In 2012, the limit is
$200,000 a year for a single life annuity. Section 415(b)(2)(C) provides that the limit is
reduced for benefits that begin before age 62, and Section 415(b)(2)(B) provides that there
is no adjustment for form of payment if the benefit is paid as a QJSA. It has been
understood that, using 2012 limits as an example, a $200,000 benefit could be paid
beginning at age 62 as a qualified joint and 100 percent (or any lesser percentage at least
equal to 50 percent) survivor annuity. For example, assume that a participant’s accrued
benefit under the plan formula, before applying the Section 415 limits, is $300,000, payable
at the plan’s normal retirement age of 65. The plan pays 80 percent of the accrued benefit
at age 62, and pays a 100 percent QJSA using an optional form factor of 0.9. The plan’s
pre-limit accrued benefit payable at age 62 as a 100 percent QJSA is $300,000 x .8 x .9 =
$216,000. Since the maximum benefit payable at age 62 is a 100 percent QJSA under
Section 415(b) is $200,000, the accrued benefit payable at age 62 as a 100 percent QJSA
has been understood to be $200,000. Based on informal discussions between AAA and
IRS officials, it appears that the IRS interprets the regulation (specifically Treas. Reg.
81.415(b)-1(a), which limits the benefit that can accrue to the Section 415 limit) to mean
that the benefit payable at age 62 is $200,000 x .8 x .9 = $144,000. IRS representatives
indicated that this was an intentional change promulgated in the 2007 § 415 regulations.
AAA disagrees and has provided statutory and regulatory support for its position. It also
noted in its letter that plan formulas can easily be changed to avoid the IRS’ interpretation.

M. Failure to Monitor 401(k) Fees Violates Fiduciary Duties. In the first
class action over 401(k) fees to be tried and decided on its merits, a Missouri federal district
court has ruled that manufacturer ABB Inc. breached its fiduciary duties under ERISA, and
was required to pay $35.2 million to the plaintiff class, for (i) failing to monitor the record
keeping fees and revenue-sharing payments made to the plan’s trust company, (ii) failing to
negotiate rebates to offset or reduce the cost of providing administrative services to plan
participants, and (iii) replacing an actively balanced mutual fund with the trust company’s
target date fund that generated more in revenue sharing for the trust company. Tussey v.
ABB, Inc., 2012 WL 1113291 (W.D. Mo. 2012).

N. Corporate-Owned Life Insurance Policies. Section 101(j)(1) provides
that, in the case of an employer-owned life insurance contract, the amount of the death
benefits excluded from gross income may not exceed the sum of the premiums and other
amounts paid for the contract. Section 101(j)(2) provides exceptions to the general rule
based either on (i) the insured’s status as an employee within 12 months of death or as a
highly compensated employee or highly compensated individual, or (ii) the extent to which
death benefits are paid to a family member, trust, or estate of the insured employee, or
used to purchase an equity interest in the applicable policy holder from a family member,
trust or estate. The exceptions provided by Section 101(j)(2) apply only if the notice and
consent requirements of Section 101(j)(4) are satisfied. The IRS ruled in PLR 201217017
that corporate-owned life insurance policies purchased by a closely held corporation on the
lives of its shareholders satisfied the notification and consent requirements of Section
101(j)(4), because the shareholders’ signatures on agreements disclosing the amount of
the policies and other pertinent information provided their consent.

23



0. HOP Energy, LLC v. Local 553 Pension Fund, No. 10-3889-cv (2nd Cir.,
May 3, 2012). On May 3, 2012, the U.S. Court of Appeals for the Second Circuit held that
an employer that stopped contributing to a multi-employer pension fund after it sold the
assets of one of its divisions, cannot use the Multiemployer Pension Plan Amendments Act
sale of assets exemption to avoid withdrawal liability under ERISA when the purchaser did
not assume substantially the same post-sale obligation to contribute as the seller had pre-
sale.

P. Shelter Distrib., Inc. v. Gen. Drivers, Warehousemen & Helpers Local
Union No. 89, 6™ Cir. 2012. The U.S. Court of Appeals for the Sixth Circuit has held that
a provision in a collective bargaining agreement requiring the union to indemnify the
employer for any withdrawal liability resulting from the employer withdrawing from a multi-
employer plan was enforceable. The union had argued that this provision in the collective
bargaining agreement violated a prohibition in ERISA against an agreement relieving a
fiduciary from liability for breach of a fiduciary duty. The Sixth Circuit disagreed, noting that
nothing in the collective bargaining agreement relieved the employer from the withdrawal
liability. Instead, the indemnification provision was akin to a fiduciary contracting for
insurance, which is expressly permitted under ERISA.

Q. Rollovers as Business Start-Ups (“ROBS”). ROBS is a qualified plan
arrangement marketed to prospective business owners to access accumulated tax-deferred
retirement funds without paying applicable distribution taxes in order to cover new business
start-up costs. While not considered to be an abusive tax avoidance transaction, ROBS are
guestionable in the view of the IRS because they serve solely to benefit one individual's
exchange of tax-deferred assets for currently available funds. This is accomplished by
using a retirement plan and its investment in employer stock as a means to avoid
distribution taxes otherwise assessable on this exchange. The Employee Plans
Compliance Unit ROBS project began in December, 2009 and ended in September, 2010.
Beginning in 2010, compliance contact letters were sent to a sample of ROBS plan
sponsors identified as being non-filers of the Form 5500 Series return, but having received
a favorable determination letter from EP Rulings and Agreements regarding the form of the
plan. This project has now been completed and the IRS has determined that many plan
sponsors have not been filing the Form 5500 Series return. The primary reason for the
sponsors being non-filers was because they and their advisors were incorrectly interpreting
an exemption to the Form 5500 Series filing requirement which does not apply to ROBS
plans. The filing exemption only applies if assets are less than a specified dollar amount
($250,000) and the plan provides deferred compensation solely for an individual or an
individual and his or her spouse who wholly own a trade or business whether incorporated
or unincorporated. However, in a ROBS arrangement, the plan, rather than the individual,
owns the trade or business. Therefore, this filing exemption does not apply and the annual
Form 5500 return is still required.

R. IRS Issues Q&A Guidance on Notice Requirements for Single-Employer
Defined Benefit Plans. The IRS has issued Question-Answer Guidance in Notice 2012-46
on the requirements of ERISA Section 101(j), under which notice must be provided to
participants and beneficiaries regarding certain limitations on benefits provided under
single-employer defined benefit plans. Section 101(j)) of ERISA requires the plan
administrator of a single-employer defined benefit plan to provide a written notice to plan
participants and beneficiaries, generally within 30 days after the plan becomes subject to
the benefit limitations set forth in ERISA Section 206(g)(1) or (3) which relate to
unpredictable contingent event benefits and prohibited payments. More specific notice
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rules apply in the case of a plan that becomes subject to the benefit limitations of ERISA
Section 206(g)(4), which relate to the cessation of benefit accruals. In the case of Section
206(g)(4), the notice generally must be provided within 30 days after the earlier of the
valuation year for the plan year for which the plan’s adjusted funding target attainment
percentage (AFTAP) is less than 60% or the date that percentage is presumed to be less
than 60% under the rules of Section 706(g)(7) of ERISA. Section 502(c)(4) of ERISA
provides that the Secretary of Labor may assess a civil penalty of not more than $1,000 a
day for each violation by any person of the notice requirements under Section 101(j) of
ERISA.

S. Fiduciaries Must Monitor Self-Directed Brokerage Accounts. DOL Field
Assistance Bulletin No. 2012-02 provides guidance relating to the new Code Section
404(a)(5) Participant Disclosure Rule. Question No. 30 and its related answer apply to self-
directed brokerage accounts (“SDBA”). The question posed is whether an investment
platform offered by a plan sponsor would be considered a designated investment
alternative (“DIA”). The platform described had many investments from multiple
organizations, none of which were DIAs themselves. In the response, the DOL stated:

» the platform itself is not a DIA.

» the failure to designate a manageable number of investment alternatives
raises questions about whether the plan fiduciary has fulfilled its fiduciary
obligations with respect to providing sufficient information related to
investment alternatives.

» plan fiduciaries have a general duty of prudence to monitor a plan’s
investment menu.

» if a significant number of participants and beneficiaries (at least 5, or at least
1% for plans with more than 500 participants and beneficiaries) choose a
non-designated investment alternative through a SDBA or similar
arrangement, then the plan sponsor should examine these investments and
determine whether they should be designated.

The DOL response raises several concerns, including: (i) many recordkeeping systems are
not equipped to track this data, (i) many plan administrators were surprised to learn that
there was a fiduciary duty to monitor the SDBA, and (iii) it raises the issue as to whether
having a SDBA is worth the expense and potential liability.

T. FAB 2012-02 Q&A-30 on Brokerage Windows Replaced. The DOL
subsequently withdrew Q&A-30 from Field Assistance Bulletin 2012-02, replacing the FAB
with FAB 2012-02R that contains new Q&A-39, which does not include the former Q&A-
30’s requirement that the plan provide disclosure of costs for investments through
brokerage windows that were not designated as “designated investment alternatives” that
were chosen in fact by a specified minimum number of participants.

u. Release-of-Claims Provisions May Require Section 409A Amendments
Before Year-End. Section 409A of the Internal Revenue Code applies to many
employment, severance and other similar arrangements that provide for post-termination
severance or other compensation payments. These agreements often condition severance
payments upon an employee’s execution of a release-of-claims. For example, they often
provide that severance payments will be made, or commence, only after an employee’s
execution of a release-of-claims in favor of the employer. Pursuant to federal employment
laws the employees will be provided with a minimum period (e.g., 45 days) following
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termination of employment to consider a release before signing it, and a minimum period
(e.g., seven days) following execution of the release in which to revoke it. The IRS has
expressed concern that these provisions violate Section 409A if they give an employee an
indirect election as to when to receive or start receiving severance payments. For example,
the release provisions may permit an employee to delay the payment or commencement of
payment of severance benefits until the calendar year following the year of termination,
depending on when the employee signs the release. In Notice 2010-6 and Notice 2010-80
the IRS provided employers with guidance on how to address this problem. For example,
agreements providing for severance payments to be made within a specified period
following termination of employment and that are conditioned on an employee signing and
not revoking a release should be amended to either provide for payment on the last day of
the period or provide that if the period spans two taxable years the payment will
automatically be made in the later of the two years, regardless of the year in which the
release is signed. In contrast, agreements providing for severance payments to be made
following an employee’s execution and non-revocation of a release that do not have a
specified payment period should be amended to either provide for payment either 60 or 90
days following the date of termination or provide for payment during a specified period not
exceeding 90 days following the termination date, except that if the period spans two
taxable years, the payment will automatically be made in the later of the two years
regardless of when the release is signed. For agreements existing on December 31, 2010,
with non-compliant release provisions, employers have been able to rely on a transition
period under which no document or operational failure will be deemed to occur if either the
payments were completed by March 31, 2011, or for payments made after March 2011,
where the payments for the release provision span two tax years, the payments are made
in the later of the two years (or, in the earlier of the two years, are treated as an “operational
failure” and corrected under Section 409A’s operational correction program). However, this
transition rule will expire on December 31, 2012, meaning that all affected agreements must
be amended to bring them into compliance with these rules before the end of the year. If a
bad release provision is not fixed before the end of this year, then it can only be fixed under
the IRS’ document correction program. Covered agreements entered into after December
31, 2010 are not eligible for this transition relief, and can only be corrected through the
Section 409A document correction program.

V. Terminated Executives Entitled to Equity Award Payments. In Schaffart
v. ONEOK, Inc., Case No. 10—3861(8th Cir., July 5, 2012), the 8" Circuit Court of Appeals
found that a company’s former executives were entitled to prorated payments under
performance share and restricted stock plans, despite the company’s determination that the
awards were forfeited when the executives terminated employment. In the plans, the term
“Retirement” was not defined, and had not been applied consistently by the company. In
making its decision, the court chose not to defer to the company’s determination, because it
was made by a person who lacked authority under the plans to make award decisions.
Instead, the court itself interpreted the plan terms in favor of the former executives. It also
found that the former executives were entitled to an award of attorneys’ fees under state
wage and hour laws.

W. Pension Funding Stabilization. Congress reauthorized the Highway Trust
Fund to keep most highway taxes at their current levels through September 2014, while
modifying the code to stabilize pension funding and use the revenue from that provision to
help pay for lower student loan interest rates. The Moving Ahead for Progress in the 21st
Century Act (S. 1813) addresses this issue effectively in the short-term by basing pension
plan interest rates on historical averages. Specifically, in 2012, the interest rates
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determined under prior law, which were based on the two-year average of interest rates,
would be adjusted so that they are within 10% of the 25-year average of interest rates. For
example, assume that under current law, a pension interest rate for a year is 5.5%, based
on an average of interest rates for the prior two years. Assume further that the 25-year
average for that interest rate is 7%. In that case, the 10% corridor around the 25-year
average would be from 6.3% to 7.7%. Since 5.5% is not within that corridor, the pension
interest rate would be deemed to be 6.3%, the closest number within the corridor. This
process adjusts aberrational interest rates so that they better reflect historical norms. The
10% corridor is increased by 5% each year until it hits 30% for 2016 and subsequent years.
At least in 2012 and 2013, this law effectively helps compensate for the artificiality of
today’s low rates. It is estimated to raise almost $9.5 billion over 10 years. The IRS
subsequently issued Notice 2012-55 providing guidance on the 25-year average segment
rates. IRS Notice 2012-61 was then issued providing guidance on the special rules relating
to pension funding stabilization for single employer defined benefit pension plans.

X. IRS Discontinues Letter-Forwarding to Help Locate Retirement Plan
Participants. Revenue Procedure 94-22 allowed an individual, company, or organization
that controls assets that may be due a taxpayer, including Plan Administrators, sponsors of
gualified retirement plans, or QTAs of abandoned plans under the Department of Labor's
Abandoned Plan Program attempting to locate missing plan participants, to make a written
request to the Service to use its letter forwarding program. The IRS announced in Revenue
Procedure 2012-35 that the Service will no longer provide letter-forwarding services to
locate a taxpayer that may be owed assets from an individual, company, or organization.
The letter-forwarding program is now limited to situations in which a person is trying to
locate a taxpayer to convey a message for a humane purpose as defined in Section 4 or in
an emergency situation. Letter-forwarding requests that do not serve a humane purpose,
such as requests that merely provide a financial benefit, will not be processed. This
revenue procedure applies to requests postmarked on and after August 31, 2012.

Y. Sixth Circuit Affirms Decision Finding Entities With Any Control Over
Funds Are Fiduciaries. In Guyan International Inc. v. Professional Benefits Administrators
Inc. (6th Cir. No. 11-3126, August 20, 2012), the Court specifically rejected the third-party
administrator's argument that it could not be a fiduciary, because it lacked discretionary
authority over plan assets, explaining that it merely has to exercise any authority or control
over plan assets to be a fiduciary. It also explained that any language in a contract
purporting to limit its fiduciary status did not override its functional status as a fiduciary.
Thus, because the third-party administrator had the power to write checks on the plan
account and exercised that power, it was an ERISA fiduciary to the extent that it did so.

Z. Circuits Split as to the FICA Tax Treatment of Severance Pay. The U.S.
Court of Appeals for the Sixth Circuit has issued its decision in United States v. Quality
Stores, Inc., No. 10-1563 (6th Cir. Sept. 7, 2012), which affirms the decisions of the
bankruptcy and district courts for the Western District of Michigan. The court held that
payments made by an employer to its employees upon involuntary termination due to
business cessation did not constitute wages for purposes of the Federal Insurance
Contributions Act ("FICA"). In so doing, the Sixth Circuit expressly noted that it did not
agree with the Federal Circuit's approval of the IRS's position that payments falling within
the statutory definition of supplemental unemployment compensation benefits ("SUB pay")
can still be treated as dismissal pay subject to FICA taxes in CSX Corp. v. United States,
518 F.3d 1328 ( Fed. Cir. 2008).
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AA. Employer Entitled To Make “Reasonable Modifications” To Retiree
Health Care Benefits. An employer was entitled to make “reasonable modifications” to its
retiree health care benefits, the Sixth Circuit ruled, reversing a district court’s grant of
summary judgment to the retirees finding that the employer lacked the ability to modify any
benefits except with the approval of the union that once represented them. The Sixth Circuit
majority concluded that whatever else vesting in the health care context means, it does not
mean that beneficiaries receive a bundle of services fixed once and for all. Judge Bernice
Donald filed a separate dissenting opinion. The case was Reese v. CNH America, LLC
(Nos. 11-1359, 11-1857 and 11-1969).

V. HEALTH CARE

A. Affordable Care Act Tax Provisions - Summary.

1. Small Business Health Care Tax Credit. This new credit helps small
businesses and small tax-exempt organizations afford the cost of covering their employees
and is specifically targeted for those with low- and moderate-income workers. In general,
the credit is available to small employers that pay at least half the cost of single coverage
for their employees.

2. Changes to Flexible Spending Arrangements. Effective Jan. 1, 2011,
the cost of an over-the-counter medicine or drug cannot be reimbursed from Flexible
Spending Arrangements or health reimbursement arrangements unless a prescription is
obtained.

3. Proposed Regulations Issued on Medical Device Excise Tax. On
February 3, 2012, the IRS and the Treasury Department issued proposed regulations on
the new 2.3-percent medical device excise tax (IRC 84191) that manufacturers and
importers will pay on their sales of taxable medical devices starting in 2013.

4, Health Insurance Premium Tax Credit. Starting in 2014, individuals
and families can take a new premium tax credit to help them afford health insurance
coverage purchased through an Affordable Insurance Exchange.

5. Health Coverage for Older Children. Health coverage for an
employee's children under 27 years of age is now generally tax-free to the employee.

6. Excise Tax on Indoor Tanning Services — First Quarterly Payment
Was Due Nov. 1, 2010. A 10-percent excise tax on indoor UV tanning services went into
effect on July 1, 2010.

7. Employer-Provided Health Coverage — Not Taxable; Reporting is
Voluntary for All Employers for 2011 and Small Employers for 2012. Starting in tax year
2011, the Affordable Care Act requires employers to report the cost of coverage under an
employer-sponsored group health plan.

8. Adoption Credit. The Affordable Care Act raises the maximum
adoption credit to $13,360 per child, up from $13,170 in 2010 and $12,150 in 2009. The
adoption tax credit is refundable for tax year 2011, meaning that eligible taxpayers can get
it even if they owe no tax for that year.
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9. Medicare Shared Savings Program. The Affordable Care Act
establishes a Medicare shared savings program (MSSP) which encourages Accountable
Care Organizations (ACOs) to facilitate cooperation among providers to improve the quality
of care provided to Medicare beneficiaries and reduce unnecessary costs.

10. Qualified Therapeutic Discovery Project Program. This program was
designed to provide tax credits and grants to small firms that show significant potential to
produce new and cost-saving therapies, support U.S. jobs and increase U.S.
competitiveness.

11. Group Health Plan Reqguirements. The Affordable Care Act
establishes a number of new requirements for group health plans.

12. Tax-Exempt 501(c)(29) Qualified Nonprofit Health Insurance Issuers.
The Affordable Care Act requires the Department of Health and Human Services (HHS) to
establish the Consumer Operated and Oriented Plan program (CO-OP program). IRS
Notice 2011-23 outlined the requirements for tax exemption under section 501(c)(29.

13. Medicare Part D Coverage Gap “donut hole” Rebate. The Affordable
Care Act provides a one-time $250 rebate in 2010 to assist Medicare Part D recipients who
have reached their Medicare drug plan’s coverage gap.

14, Additional Requirements for Tax-Exempt Hospitals. The Affordable
Care Act added new requirements that tax-exempt hospitals must meet to maintain their
tax-exempt status.

15. Annual Fee on Branded Prescription Pharmaceutical Manufacturers
and Importers. The Affordable Care Act created an annual fee payable beginning in 2011
by certain manufacturers and importers of brand name pharmaceuticals.

16. Modification of Section 833 Treatment of Certain Health
Organizations. The Affordable Care Act amended section 833 of the Code, which provides
special rules for the taxation of Blue Cross and Blue Shield organizations and certain other
organizations that provide health insurance.

17. Medical Loss Ratio (MLR). Beginning in 2011, insurance companies
are required to spend a specified percentage of premium dollars on medical care and
guality improvement activities, meeting a medical loss ratio (MLR) standard.

18. Limitation on Deduction for Compensation Paid by Certain Health
Insurance Providers. The Affordable Care Act amended section 162(m) of the Code to limit
the compensation deduction available to certain health insurance providers.

19. Employer Shared Responsibility Payment. Starting in 2014, certain
employers must offer health coverage to their full-time employees or a shared responsibility
payment may apply.

20. Patient-Centered Outcomes Research Institute. The Affordable Care
Act establishes the Patient-Centered Outcomes Research Institute. Funded by the Patient-
Centered Outcomes Research Trust Fund, the institute will assist patients, clinicians,
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purchasers and policy-makers in making informed health decisions by advancing clinical
effectiveness research.

B. Reporting Excise Taxes for Health Plan Compliance. For plan years
beginning on or after January 1, 2010, sponsors of group health plans are required to self-
report and pay excise taxes for failure to comply with COBRA and various other federal
group health plan mandates, which generally include the following:

> Health Insurance Portability And Accountability Act (“HIPAA”) non-
discrimination and portability requirements

Newborns and Mothers’ Health Protection Act (“NMHPA”)

Genetic Information Nondiscrimination Act (“GINA”)

Mental Health Parity and Addiction Equity Act (“MHPAEA")

Michelle’'s Law

Children’'s Health Insurance Program Reauthorization Act
(“CHIPRA")

Health Savings Account employer comparable contribution rules
Archer MSA comparable employer contribution rules

VV VVVVYYVY

The excise tax for noncompliance with the rules relating to COBRA, HIPAA, GINA,
MHPAEA, NMHPA, CHIPRA and Michelle’s Law is generally $100 per individual per day for
each individual to whom the violation relates for each day of noncompliance. However, this
excise tax is subject to various limits and special rules. IRS Form 8928 with the applicable
excise tax must generally be filed by the due date for filing the plan sponsor’s federal
income tax return (without extensions) for the year in which the failure occurs. The excise
tax for noncompliance with the rules relating to HSA and Archer MSA comparable employer
contributions is generally 35 percent of the aggregate employer contributions made to all
HSAs or Archer MSAs during the applicable calendar year. Employers who fail to make
these contributions must file Form 8928 on or before the 15™ day of the fourth month
following the calendar year in which the noncomparable contributions were made (i.e., April
15"M). The failure to file Form 8928 and pay excise taxes may result in penalties and
interest. However, for certain of these requirements there may be relief for inadvertent
errors, and there is a 30 day grace period where the failure was due to “reasonable cause”
and not “willful neglect.” Form 8928 has a separate line to report that the failure was not
discovered despite due diligence, but was corrected within the correction period.

C. Health Plan Participant Fee. For plan years ending after September 30,
2012, the Patient Protection and Affordable Care Act (“PPACA”) requires a fee to be paid
by the issuer of a policy for fully insured accident or health coverage and by the plan
sponsor in the case of a self-funded accident or health plan. The purpose of the fee is to
fund a non-profit corporation, the Patient Centered Outcomes Research Institute that was
created by PPACA to research the risks and benefits of various medical procedures and
drugs and to review ways to diagnose, treat and prevent illness. The fee will be due for
seven years, with the amount increasing over that time. The fee is $1 times the average
number of lives covered under the plan or policy in the case of plan or policy years ending
after September 30, 2012 and before October 1, 2013, but increasing to $2 times the
average number of covered lives for plan or policy years ending after September 30, 2013
and before October 1, 2014. Thereafter, the fee is adjusted for projected increases in
national health care expenditures. The fee applies to grandfathered plans, but not to
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excepted benefits for purposes of the HIPAA portability rules, e.g., most health FSAs,
certain dental and vision plans, specified illness coverage, and coverage only for accidents.

D. Form W-2 Reporting on the Cost of Health Care Coverage. The Patient
Protection and Affordable Care Act amended the Internal Revenue Code to require
employers to report on Form W-2 the aggregate cost of employer sponsored health care
coverage for most types of plans with respect to 2012 and beyond. Notice 2012-9 restates
and amends guidance previously issued in Notice 2011-28 for employers and issuers
regarding how to value and report coverage. In 2010, the IRS had granted employers relief
from this reporting requirement through the end of 2011, and indicated that the penalty
provisions would generally apply only to calendar years 2012 and beyond. Notice 2011-28
provided information for employers voluntarily choosing to report the cost of employer-
sponsored health care coverage on 2011 Forms W-2 (generally issued in early 2012) and
created a temporary exception for certain plans, including plans of smaller employers that
file fewer than 250 Forms W-2 for the previous calendar year, until calendar year 2013.
Thus, those employers would not need to report health care coverage until they issue W-2s
in early 2014. COBRA rates are generally used to determine “aggregate cost.” However,
there are a variety of methods and special rules that may apply. The following table may be
helpful in determining whether to report:

To report? Or not to report?

Type of Coverage Yes | No | Optional
Medical or Prescription Drug Coverage X
Stand-Alone Dental or Vision Coverage X
Other Dental or Vision Coverage X
Health Reimbursement Arrangement X
Employee Health FSA Contributions X
Employer Health FSA Contributions allocated specifically to Health FSA X

Employer Health FSA Contributions to the extent Employee’s FSA amount | X
exceeds Employee’s contributions for tax-free benefits

Other Employer Health FSA Contributions X

Multiemployer Plans (collectively bargained) X

Self-Funded Church Plan (COBRA Exempt) X

Health Savings Account Contribution*

Archer Medical Savings Account Contribution*

XXX

Hospital Indemnity Insurance or Coverage for Specified lliness-paid for by
employee on after-tax basis

Hospital Indemnity Insurance or Coverage for Specified lllness — paid for by | X
employer or by employee on pre-tax basis

Taxable Coverage for Domestic Partner or Child Over Age 27 X

Indian Tribal Plan X

Third-Party Sick Pay Provider X

Employee Assistance Plan providing “medical care” (e.g., counseling) for | X
which a COBRA premium is charged

Employee Assistance Plan providing “medical care” for which no COBRA X
premium is charged

Employee Assistance Plan providing no “medical care” X

Wellness Program providing “medical care” (e.g. biometric screening) for | X
which a COBRA premium is charged

Wellness Program providing “medical care” for which no COBRA premium is X
charged

Wellness Program providing no “medical care” X
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To report? Or not to report?

Type of Coverage Yes | No | Optional

On-Site Clinic Providing “medical care” (e.g., by treating dependents) for | X
which a COBRA premium is charged

On-Site Clinic providing “medical care” for which no COBRA premium is X
charged

On-Site Clinic providing no “medical care”

Taxable Income Attributable to Discriminatory Health Coverage**

X|[X|X

Taxable Income Attributable to S Corporation’s Payment of Premiums on
Behalf of 2% of Greater Shareholder**

Employer Required to File Fewer than 250 W-2s for Prior Calendar Year X

Governmental Plan (other than military) X

Governmental Plan (military)

Long-Term Care Insurance

Life Insurance

Accidental Death & Dismemberment Insurance

Disability Income Insurance

XXX | XXX

Worker's Compensation Insurance

W-2 Furnished During Calendar year in Which Employee Terminates X
Employment (at Employee’s Request)

* Butreportin Box 12 Using Code W

** But reportin Box 1

E. Medicare Tax on Net Investment Income. Effective January 1, 2013, a
new 3.8 percent tax will apply to the “unearned” income of “high income” taxpayers.
Another 0.9 percent tax will apply to the “earned” income of many of these same
individuals. The revenues generated from this tax will be allocated to the Medicare trust
fund that is part of the social security system. Those whose tax filing status is “single” will
be subject to the new unearned income taxes if they have adjusted gross income (“AGI”) of
more than $200,000. Married couples filing a joint return with AGI of more than $250,000
will also be subject to the new tax. The AGI threshold for married couples filing separate
returns is $125,000. Unearned income includes capital gains, rents, dividends and interest
income. The portion of the unearned income that is subject to the new Medicare tax is the
amount of income derived from those sources, reduced by any expenses associated with
earning that income. Thus, in the case of rents, the taxable amount would be the gross
rents minus all expenses (including depreciation) incurred in operating the rental property.
In order to determine the amount of tax, a taxpayer will need to determine the lesser of his
or her net investment income or the excess of AGI over the $200,000/$250,000 AGI
thresholds. Thus, if net investment income is the smaller amount, then the 3.8 percent tax
is applied only to the net investment income amount. If the excess over the thresholds is
the smaller amount, then the 3.8 percent tax would apply only to the excess amount. Note
that the 3.8 percent tax would apply to any part of the gain on the sale of a principal
residence that exceeds the $250,000/$500,000 primary home exclusion if the seller has
AGI above the $200,000/$250,000 AGI thresholds. If the ownership and operation of real
estate you own is your sole occupation, then those activities constitute a trade or business
and the income derived from them would not be subject to the new 3.8 percent tax, but it
could be subject to the 0.9 percent tax on earned income. The IRS has issued Frequently
Asked Questions (FAQs) to help employers implement the new 0.9 tax, which can be found
on the IRS’ website at http://www.irs.gov/businesses/small/article/0,,id=258201,00.html.

F. Summary of Benefits and Coverage. The Patient Protection and
Affordable Care Act requires group health plans and health plan issuers to provide a
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summary of benefits and coverage (“SBC”) that “accurately describes the benefits and
coverage under the applicable plan and coverage.” The requirement applies to insured and
self-funded group health plans, including grandfathered plans, as well as to individual
health insurance coverage. The SBC must follow a uniform format which includes standard
definitions of medical and health coverage terms, a description of coverage, cost sharing
arrangements (e.g., deductibles, co-insurance and co-payments), and information regarding
any exceptions, reductions or limitations under the coverage. These rules will apply to
open enrollment that begins on or after September 23, 2012.

G. Self-Funded Plan Can Convert to Insured Without Loss of
Grandfathered Status. The Department of Health and Human Services (“HHS”) has
released additional guidance on waivers from the annual limit restrictions under the
Affordable Care Act (“ACA”). The annual limit restrictions under ACA provide that as of
January 1, 2014, health plans or insurers offering group or individual coverage cannot
impose any lifetime or annual dollar limits on “essential” health benefits. Previous HHS
guidance allowed group health plans to obtain a waiver. The waiver program was closed in
September, 2011. A group health plan that has a waiver is allowed to move to another
insurer with a waiver without losing its grandfathered status. Grandfathered plans can
impose annual limits of $1,250,000 for plan years beginning after September 22, 2011, and
$2 million for plan years beginning after September 22, 2012, and before January 1, 2014.
A recent Q&A release clarifies that a self-insured plan that has an annual limit waiver can
move to an insured arrangement without losing its waiver or grandfathered status. The
same requirements that apply to a move among insurers also apply to a self-insured to
insured move, including:

» the plan sponsor must have been offering the group health coverage (for
which it obtained from HHS a waiver of the annual limits requirement) to its
employees before September 23, 2010;

» the issuer from which the group health plan is obtaining the insured policy
must have obtained a waiver from HHS for the newly purchased policy;

» the annual limits of the new policy may not be lower than the annual limits of
the previous policy, except in very limited situations where comparable
coverage is not available; and

» the health insurance issuer must obtain from the plan sponsor an attestation
that the criteria outlined above are satisfied, and the attestation must be
accompanied by documentation outlining the terms of the prior coverage.
Issuers have to retain this information in accordance with the data retention
requirements under HHS regulations.

H. Affordable Insurance Exchanges. On March 12, 2012, the U.S.
Department of Health and Human Services (“HHS”) published a final rule on Affordable
Health Insurance Exchanges (“Exchanges”) which combine policies from two Notices of
Proposed Rulemaking published last summer. Starting in 2014, one-stop marketplaces
called Exchanges will be operational, enabling consumers and small businesses to choose
a private health insurance plan. The final rule offers a framework to assist states in setting
up the Exchanges. The final rule includes standards for:

» the establishment and operation of an Exchange;
» health insurance plans that participate in an Exchange;
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» determinations of the individual’s eligibility to enroll in Exchange Health plans
and in insurance affordability programs;

» enrollment in health plans through Exchanges; and

» employer eligibility for and participation in the small business health options
program (“*SHOP”).

l. $2,500 Health HSA Limit. In Notice 2012-40, the IRS provided guidance on
the $2,500 limit on salary reduction contributions to health flexible spending arrangements.
The $2,500 limit is a new requirement that was added by the Patient Protection and
Affordable Care Act. The limit applies for plan years that begin after December 31, 2012.
The guidance specifies that the $2,500 limit applies on a plan year basis, not on an
employer’s or employee’s taxable year basis. The limit applies only to employee salary
reductions under health FSAs. For example, if an employer provides $1,000 in non-elective
contributions that the employee may use for any qualified benefit offered under a cafeteria
plan, but that cannot be taken by the employee in cash, then the $1,000 will not count
against the $2,500 limit on the employee’s salary reduction contributions. On the other
hand, if the employee’s $1,000 contribution can be taken by the employee in cash, then it
will count against the limit. The guidance gives plan sponsors until December 31, 2014 to
amend their cafeteria plans to set forth the $2,500 limit (or a lower limit chosen by the
sponsor), provided that the plan is operated in accordance with the limit for plan years
beginning after December 31, 2012.

J. HIPAA Settlement Regarding Email and Texting. The Department of
Health and Human Services earlier this year announced a HIPAA privacy and security
settlement executed by its Office for Civil Rights (“OCR”). The covered entity, a small
cardiothoracic surgery practice, reportedly posted protected health information (“PHI”) on
an internet-based, publically assessable calendar, and transmitted PHI from an internet-
based email account to work force members’ personal internet-based email accounts.
OCR alleged that the covered entity failed to appropriately train its work force; adopt
appropriate administrative and technical safeguards to protect the privacy and security of
PHI; identify a security official; conduct an accurate and thorough security risk assessment;
and obtain business associate agreements from the calendar and email providers. The
settlement agreement requires the covered entity to pay $100,000 to OCR and comply with
a corrective action plan.

K. Supreme Court Upholds Health Insurance Mandate Under Taxing
Power. In one of its most noteworthy opinions in recent years, the U.S. Supreme Court
ruled, in a 5-4 decision issued on June 28, 2012, that the individual mandate under the
2010 health care legislation is constitutional, but certain Medicaid expansion provisions are
unconstitutional.

1. Background. The constitutionality of the Patient Protection and
Affordable Care Act (the “Act”), was challenged by a variety of plaintiffs, including 26 states.
The plaintiffs argued that the Constitution does not grant Congress the power to require
private citizens to buy a private product from a private enterprise. They also argued that
the Act unconstitutionally coerced states to expand Medicaid by threatening to withhold all
federal Medicaid grants for non-compliance. The administration responded that Congress
had the authority to establish the individual mandate under the power to regulate commerce
(the “Commerce Clause”) and the power to “lay and collect taxes” (the “Tax and Spend
Clause”) set forth in Article | of the U.S. Constitution. The administration further agued that
the Medicaid expansion provisions were mere modifications of the existing program that
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offered financial inducements to comply with the new law. The lower courts generally
divided along four lines: (i) the individual mandate, along with the entire Act, was
constitutional; (ii) the individual mandate was unconstitutional, but severable from the rest
of the Act; (iii) both the individual mandate and the entire law was unconstitutional; and (iv)
the issue was not ripe for review because of the Anti-Injunction Act, which prohibits
taxpayers from preemptively seeking to stop the government from assessing any tax before
it is imposed.

2. Supreme Court’s Ruling. There were four separate opinions on the
various issues, with Chief Justice Roberts writing for the Court. The Court upheld the
individual mandate as constitutional on the basis that it is within Congress’ authority under
the Tax and Spend Clause. According to the Court, “The Federal Government does not
have the power to order people to buy health insurance . . . [but it] does have the power to
impose a tax on those without health insurance.” In writing the decision for the Court, Chief
Justice Roberts wrote that the individual mandate exceeded Congress’ authority under the
Commerce Clause, noting that the Commerce Clause does not authorize Congress to order
individuals to engage in commercial activity. However, the Chief Justice said that Court
should resort to “every reasonable construction . . . in order to save a statute from
unconstitutionality.” The Tax and Spend Clause, which grants Congress broad powers to
assess and collect taxes, provided a basis for a reasonable construction that would permit
the Court to find the Act constitutional. The Court held that the Act’'s Medicaid eligibility
expansion provisions were unconstitutional because the government cannot coerce states
to expand Medicaid by threatening to withhold existing federal Medicaid funds. Thus, even
non-participating states must still receive existing Medicaid funding. Nevertheless, the
Court found that the unconstitutional part of the Medicaid provisions could be severed and
remedied, leaving in effect the remainder of the Act.

3. What's ahead. Although the Act was deemed largely constitutional,
issues concerning the implementation and administration of the Act’'s various coverage
mandates may still be litigated. For example, dozens of Catholic dioceses and schools
have filed lawsuits in a number of states charging the Act's contraception coverage
requirement violates their rights under the First Amendment to the U.S. Constitution.
Separately, employers and plan sponsors could face litigation over whether the Act's
coverage mandates have been properly implemented and administered. All of this is in
addition to potential legislative challenges, particularly if a new administration takes office
after the November election. In the meantime, individuals and employers must
nevertheless plan for the Act’s various reforms and mandates as they come into effect.

4. Make Sure All Current Requirements Have Been Implemented. The
U.S. Department of Labor (“DOL”) has begun random audits of employers to verify
compliance with the initial requirements of Health Care Reform. Employers are being
asked to produce documents to show that health plans have been amended for the
insurance market reforms that have already taken effect, including coverage of dependent
children until age 26, elimination of lifetime limits on the dollar value of essential health
benefits, and the “restricted” annual limits that are still permissible on the dollar value of
essential health benefits. Generally, for plan years beginning on or after September 23,
2010, group health care coverage can no longer have lifetime dollar limits on “essential
health benefits.” Group coverage may have restricted annual limits on essential health
benefits for plan years beginning before January 1, 2014. No lifetime or annual dollar limits
are permitted after 2014. If a plan is not grandfathered, then employers are being asked to
demonstrate that the plan was amended to comply with the additional insurance market
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reforms applicable to non-grandfathered plans. The DOL is requesting employers to supply
copies of the notices that were provided to participants implementing the insurance market
reforms. If a health plan is grandfathered, then the participant notices regarding
grandfathered plan status must also be produced.

5. Additional Plan Changes and Participant Notices. Additional
changes will be taking effect over the next few years. For example, non-grandfathered
plans must offer contraceptive drugs and devices to female participants on a first dollar
basis with no participant cost-sharing, effective as of the first day of the first plan year
beginning on or after August 1, 2012. An exception is available for religious employers.
Annual medical flexible spending account (“FSA”) employee pre-tax contributions must be
capped at $2,500 per participant. The IRS recently issued a notice to clarify that this is a
plan year limit, and not a calendar year limit, and that it begins to apply as of the first day of
the first plan year beginning on or after January 1, 2013. Generally, employer non-elective
contributions (i.e., flex credits) do not count toward the $2,500 limit. However, if an
employer provides flex credits that employees can elect to receive as cash, or as a taxable
benefit, then those flex credits will be treated as salary reduction contributions and will
count toward the limit. The most significant new participant notice is the summary of
benefits and coverage (“SBC”). The purpose of the SBC is to provide certain information in
a prescribed format to participants in an employer’'s health plan so they can compare the
information to other plans for which they may be eligible, including the new coverages
available on the state health insurance exchanges. The SBC must be provided to
participants at open enrollment, effective with open enrollment periods beginning on or after
September 23, 2012. In addition, newly eligible employees must be provided with an SBC
effective as of the first day of the first plan year beginning on or after September 23, 2012.
Most employers will be looking to the insurer or third party administrator of their group
health plan for assistance in preparing and providing the SBC. New guidance allows the
SBC to be distributed in electronic form in many situations.

6. New Reporting Requirements. Effective for 2012 and later years,
employers must include the aggregate cost of employer-sponsored health benefits on the
W-2 statements issued to employees. This new reporting requirement initially applies to W-
2s issued in January, 2013. It is not applicable to employers with fewer than 250
individuals to whom the employer must issue a W-2. Since the cost is based on the
coverage tier in which an employee is enrolled, and the cost must account for any changes
in the employee’s coverage during the year, employers should be developing systems to
track an employee’s health benefit coverage elections, so that this information can be
captured when preparing W-2s in January 2013. Employers will also need to comply with
other new reporting requirements in the near future. For example, non-grandfathered
health plans must submit an annual report to the U.S. Department of Health & Human
Services (“HHS”) addressing whether the plan’s benefits satisfy various criteria relating to
cost and quality of care in areas such as case management, discharge planning and
wellness. The reports will be due as of a future date which will be established in yet-to-be
issued regulations.

7. New Taxes and Penalties. There are many new taxes and penalties
intended to help finance health care reform. For example, beginning July 31, 2013,
insurers and employers will be required to pay a new premium tax to finance comparative
clinical effectiveness research. For the first year, the fee is $1.00 multiplied by the average
number of covered lives (employees and dependents) enrolled in the employer’'s health
plan. The multiplier increases to $2.00 for subsequent years and the tax sunsets for plan
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years ending after October 1, 2019. Higher income taxpayers with wages in excess of
$200,000 if single, or $250,000 if married and filing jointly, will be subject to an additional .9
percent Medicare hospital insurance payroll tax on wages in excess of these thresholds
beginning next year. In addition, these individuals will be subject to a 3.8 percent tax on
their net investment income. Under Health Care Reform, a new temporary reinsurance
program is established for insurers in the individual market. The purpose of the program is
to transfer insurer risk in the individual market to the group market over a three-year period
beginning in 2014. Approximately $25 billion must be raised to finance the program, and it
will be collected through a per capita contribution fee levied against employer group health
plans (both fully-insured and self-funded). Guidance is expected to be issued later this fall
regarding the amount of the fee.

8. State Exchanges, The Individual Mandate and Employer “Pay-or-
Play” Penalty. The centerpiece of Health Care Reform is the establishment of the state
health insurance exchanges, along with the individual mandate and the employer “pay-or-
play” penalty. These elements of health care reform take effect in 2014. At that time,
employers with 50 or more full-time employees must offer health care coverage to full-time
employees and their dependents or pay a $2,000 per full-time employee penalty
(disregarding the first 30 full-time employees). If the employer offers a health plan, but has
at least one full-time employee who is enrolled in health coverage through a state
exchange, and the employee is considered to be “low income” and receives the premium
credit, then the employer must pay a penalty of $3,000 per each such individual. The
$3,000 penalty is capped at $2,000 multiplied by all of the employer’s full-time employees
(disregarding the first 30), if that amount is less. However, low income individuals who are
eligible for employer-provided health coverage can only qualify for the premium credit if the
employer’s health coverage is not “valuable” enough or isn’'t “affordable.” An employer’s
health plan is not “valuable” enough if it does not provide “minimum essential coverage,”
which means that it covers at least 60 percent of the average employees’ eligible expenses.
The IRS has issued guidance to help employers determine if their coverage is “valuable”
enough. The vast majority of employer health plans are expected to satisfy this
requirement. An employer’s health plan is not “affordable” for purposes of the $3,000
penalty if the employee’s premium for single coverage under the lowest cost health option
exceeds 9.5 percent of the employee’'s wages for that year. For this purpose, an
employee’s wages are defined as wages for purposes of Box 1 on Form W-2. Interestingly,
the Supreme Court’s decision holding the Medicaid expansion provisions unconstitutional
may have an adverse effect on employers’ liability under the Act's “pay-or-play” mandate.
The Medicaid expansion provisions would have expanded eligibility from incomes below
100 percent of the federal poverty level to incomes below 133 percent of the federal poverty
level (in effect, 138 percent of the federal poverty limit due to an additional 5 percent
income disregard provided under the Act). If states do not expand Medicaid coverage, as
they are not required to do so under the Supreme Court’s decision, then individuals who
would have been eligible for Medicaid will now likely seek coverage under the public health
insurance exchanges. In addition, these individuals could be eligible for federal subsidies
for exchange-based coverage. For example, an individual with income at 120 percent of
the federal poverty level will not be eligible for Medicaid if his or her state declines to
participate in the Act's Medicaid expansion. Such an individual may put his or her employer
at risk of a shared responsibility under the “pay-or-play” mandate if the employer’s plan fails
the quality and affordability standards discussed above and the individual enrolls in
coverage through a public health insurance exchange.
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L. Proposed Regulations Provide Guidance on the new Section 501(r)
Requirements for Charitable Hospital Organizations. The IRS has issued proposed
regulations on the new section 501(r) requirements for charitable hospital organizations
(REG-130266-11). Section 501(r) generally requires nonprofit hospitals to meet four new
requirements:

1. Conduct a periodic community health needs assessment (CHNA");

2. Provide written financial assistance and emergency care policies;

3 Establish limitations on charges for emergency or medically
necessary care; and

4, Set policies and procedures related to billing and collections actions.

In addition to risking the loss of it tax-exemption, hospitals that fail to comply can be subject
to penalties. For example, there is a $50,000 excise tax for each year that a nonprofit
hospital is not in compliance with the CHNA requirement. The proposed regulations
provide that -- except for the CHNA requirements in Section 501(r)(3) -- Code section
501(r) itself applies to tax years beginning after March 23, 2010. The Section 501(r)(3)
requirements apply to tax years beginning after March 23, 2012. The regulations under
Section 501(r)(4) through 501(r)(6), which deal with the items listed in nos. 2-3 above, are
proposed to apply for tax years beginning on or after the date these rules are published in
the Federal Register as final or temporary regs. Comments and public hearing requests are
due by September 24.

M. HIPAA Privacy and Security Audit Program. The American Recovery and
Reinvestment Act (“ARRA”) of 2009, and Section 13411 of the HITECH Act, requires the
Department of Health and Human Services (“HHS”) to provide periodic audits to ensure that
covered entities and business associates are complying with the HIPPA Privacy and
Security Rules and Breach Notification standards. To implement this mandate, HHS's
Office of Civil Rights (“OCR”) piloted a program to perform 115 audits of covered entities to
assess privacy and security compliance. Audits conducted during the pilot phase began
November 2011 and will conclude in December 2012. OCR has posted on its website a
comprehensive audit protocol. The audit protocol covers three aspects of HIPAA's
requirements regarding the safeguarding of protected health information (“PHI"). First, the
audit protocol covers the following seven requirement of HIPAA'’s Privacy Rule: (i) notice of
privacy practices for PHI, (ii) rights to request privacy protection for PHI, (iii) access of
individuals to PHI, (iv) administrative requirements, (v) uses and disclosures of PHI,
(vi) amendment of PHI, and (vii) accounting of disclosures. Second, the audit protocol
requires investigation into the covered entities’ compliance with HIPAA’s Security Rule for
administrative, physical and technical safeguards. Third, the audit protocol will examine
compliance with HIPAA's Breach Notification Rules.

N. Long Awaited Guidance under Affordable Care Act’s Employer Shared
Responsibility Rules and 90-Day Waiting Period Limit. The Patient Protection and
Affordable Care Act (the “Act”) imposes new obligations - referred to as “employer shared
responsibility” standards (a/k/a “pay-or-play” requirements) - on employers with 50 or more
full-time equivalent employees. These rules are set forth in new Code § 4980H. Generally,
employers with 50 or more full-time employees must offer group health coverage that
satisfies certain requirements or pay a penalty. The pay or play penalty takes effect in 2014.
The legislation defines full-time employee for this purpose as an individual who works, on
average, at least 30 hours per week. Notice 2012-58 provides a safe harbor for ongoing
employees under which the employer determines each ongoing employee's full-time status
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by looking back at a standard measurement period (SMP), chosen by the employer, that is
at least three consecutive calendar months and no more than twelve consecutive calendar
months. The employer must treat employees who averaged at least 30 hours each week
during the SMP as full-time employees during a subsequent "stability period," regardless of
the employee's number of hours of service during the stability period and provided that the
employee continues to be an employee. The stability period must be at least six
consecutive calendar months, it must be no shorter in duration than the SMP, and it must
begin after the SMP. The employer need not treat employees who did not work full-time
during the SMP as full-time employees during the following stability period. Also, an
employer can structure its SMP to end before the stability period begins in order to provide
an administrative period of up to 90 days during which the employer can determine which
ongoing employees are eligible for coverage and to notify and enroll employees. For
employees that are reasonably expected as of their start date to work full-time, an employer
that offers group health plan coverage at (or before the end of) their first three calendar
months of employment will not be subject to an assessment penalty for not offering the
employee coverage during this three-month period. The Notice provides a separate safe
harbor for new variable and seasonal employees for employer health plans under which
employees are offered coverage only if they are determined to be full-time employees. The
employer may use a measurement period similar in concept to the SMP, called the initial
measurement period (IMP). However, the IMP, together with any administrative period,
generally cannot extend more than 13 months (plus a fraction of a month) from the
employee's start date. For employees determined to be full-time employees during the
IMP, the stability period must be at least six consecutive calendar months, it must not be
shorter in duration than the IMP, and it must begin after the IMP. Additional rules address
the treatment of new employees who become ongoing employees and the definitions of
seasonal (for example, a camp counselor) and variable (for example, a retail worker)
employees. Most of these safe harbors are available at least through 2014. The Act also
imposes new requirements on health insurance issuers in the individual and group markets
and group health plans maintained by all employers irrespective of size. These
requirements include a limit of 90 days on the maximum length of waiting periods that plans
may impose. The 90-day waiting period limitation appears in Public Health Service Act §
2708. It is also incorporated by reference into both the Employee Retirement Income
Security Act and the Internal Revenue Code. As a result, the limitation applies to health
insurance issuers and to group health plans in the public and private sectors, including
church-sponsored plans. Notice 2012-59 provides temporary guidance regarding the 90-
day limit on waiting periods.

O. Funds Transferred by Employer to TPA of Self-Insured Health Plan
Were ERISA Plan Assets, Making TPA Liable as an ERISA Fiduciary for Deducting
Undisclosed Fees. According to the DOL, the question of whether a plan has been given
a beneficial ownership interest in particular funds (such that they become plan assets) is
determined by formal contracts and other legal instruments, as well as the actions and
representations of the parties involved -- particularly the employer. Based on these
principles, service contracts often provide that employer funds do not become plan assets
simply because they are transferred to a TPA. The decision in this case may ultimately be
appealed, of course, yet this is not the first case to hold that TPA-held funds are plan
assets. Borroughs Corp. v. Blue Cross Blue Shield of Michigan, 2012 WL 3887438 (E.D.
Mich. 2012).

P. Sixth Circuit Allows Reasonable Modifications of Retiree Health
Benefits.
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In this case, the employer and labor union entered a collective bargaining agreement which
stated the employer would provide healthcare benefits for retirees and their eligible
surviving spouses. The issue was whether the lifetime healthcare benefits had vested and,
if so, whether, and to what extent, the employer could modify the benefits. The court
reiterated its 2009 ruling in the same case that an employer could unilaterally modify a
retiree health plan, as long as the modifications were reasonable. The Court listed three
considerations for the district court to examine in making its reasonableness determination:
(i) Does the modified plan provide benefits 'reasonably commensurate' with the old plan?
(ii) Are the proposed changes 'reasonable in light of changes in health care?' and (iii) Are
the benefits 'roughly consistent with the kinds of benefits provided to current employees?
Reese v. CNH Am. LLC, 11-1359, 2012 WL 4009695 (6th Cir. Sept. 13, 2012).

V. ESTATE PLANNING

A. Changing Estate, Gift and GST Tax Laws. The following table
summarizes the estate, gift and GST tax landscape for the period from 2009 through 2013
under current law.
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2009 2010 2011 2012 2013

Estate Tax

Exclusion 3,500,000 5,000,000 5,000,000 5,120,000 1,000,000

Top Rate 45% 35% 35% 35% 55%

Portability No No Yes Yes No

C/O Basis No Optional No No No
Gift Tax

Exclusion 1,000,000 1,000,000 5,000,000 5,120,000 1,000,000

Top Rate 45% 35% 35% 35% 55%

Portability No No Yes Yes No
GST Tax

Exclusion 3,500,000 5,000,000 5,000,000 5,120,000 1,000,000*

Top Rate 45% -0-% 35% 35% 55%

Portability No No No No No

*indexed from 1997

Note: The 55% top rate in 2013 can be further increased by a surtax. The surtax consists
of a 5% additional tax on estates and taxable gifts between $10,000,000 and $17,184,000
to eliminate the effect of the marginal tax rates, effectively creating a flat 55% tax rate.

B. Alternate Valuation Date. The IRS has issued new proposed regulations
regarding the alternate valuation date. Reg-112196-07, 76 Fed. Reg. 71491 (Nov. 18,
2011). Generally, the date for valuing a decedent’s estate is the date of death, unless the
executor elects the alternate valuation date. The alternate valuation date is the date that is
six months after the date of death or, if earlier, the date that any of the decedent’s property
is sold, exchanged or otherwise disposed of. The new proposed regulations expand the list
of examples as to what constitutes a distribution, sale, exchange or disposition. For
example, an exchange or disposition can result from an exchange of an interest in a
corporation, partnership or other entity for a different interest in the same entity or in an
acquiring or resulting entity (e.g., through a merger). There are a couple of exceptions
where the fair market value of the exchanged interest equals the fair market value of the
interest received, and where distribution from an entity or trust has the same fair market
value as the amount distributed plus the fair market value of the remaining interest in the
entity immediately after the distribution. The new proposed regulations include an
“aggregation rule” pursuant to which the value of a portion of property that has been
disposed of during the six month period is determined by multiplying the total value of the
property as of the date of disposition by the fraction disposed. Also, if the decedent’s gross
estate includes an annuity, unitrust or similar interest pursuant to Section 2036 of the Code,
then the value of each payment or distribution during the six month alternate valuation
period must be determined as of the date of distribution and added to the value of the
property generating the annuity, unitrust or other payment determined as of the alternate
valuation date. The result is then used to calculate the amount includable in the decedent’s
gross estate.

C. Right to Substitute Assets Is Not An Incident of Ownership In A Life
Insurance Policy. In Rev. Rul. 2011-28, the IRS applied the holding in Rev. Rul. 2008-22
to conclude that the right on the part of the grantor of a trust to substitute assets of
equivalent value would not be treated as an incident of ownership in a life insurance policy
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on the grantor’s life held by the trust. However, the IRS indicated that the trustee must
have a fiduciary obligation to satisfy itself that the properties acquired and substituted by
the grantor have equivalent value. In addition, the substitution power cannot be exercised
in a manner that shifts benefits among the trust beneficiaries. For example, the second test
can be met when the trustee has the power to reinvest the trust corpus and a duty to treat
the trust beneficiaries impartially. Alternatively, it can be met if the substitution does not
impact the respective interests of the beneficiaries, such as when the trust is administered
as a unitrust or distributions are all discretionary. Thus, if the grantor retains the power to
substitute trust assets, such as an insurance policy, and the foregoing requirements are
satisfied, then the trust will be treated as a wholly-owned grantor trust for income tax
purposes, but the insurance policy will not be included in the grantor’s gross estate under
Section 2042.

D. Value of Property Subject to a Retained Interest. The IRS has issued
final regulations regarding the estate tax treatment of retained interests, such as a GRAT.
T. D. 9555, 76 Fed. Reg. 69126 (Nov. 8, 2011). For example, where the decedent and
another individual are joint beneficiaries, the grantor’'s estate includes the value of one-half
of the trust property, plus the value of the other half of the trust property reduced by the
value, as of the grantor’s death, of the present value of the survivor’s interest. Where the
grantor’s beneficial interest succeeds another individual’s interest, then the grantor’s estate
includes the value of the trust fund necessary to produce the grantor’s annuity or unitrust
payment had he survived the current recipient, less the present value of the current
recipient’'s remaining annuity or unitrust interests, provided that this amount cannot be less
than the amount of principal required to produce the annuity or unitrust payment that the
grantor was entitled to receive in the year of death. If the decedent is entitled to increasing
payments, such as in the case of a “backloaded” GRAT, then the grantor’'s estate includes
the value of the trust fund necessary to produce the annuity or unitrust payments for the
year of death, plus the value of the trust fund necessary to produce the incremental amount
resulting from the increased annuity in each of the future years, discounted to reflect the
delay in the decedent’s receiving this additional amount. Finally, in order to avoid double
inclusion, the regulations indicate that any amounts payable to the grantor’'s estate after
death will not be included under Section 2033 if the value of the trust property is included by
virtue of Section 2036.

E. Avoiding Late Filing and Payment Penalties by Reliance on Advice of
Counsel. In Estate of Liftin v. U.S., 2011 WL 5395546 (Ct. Fed. Cl. Nov. 8, 2011), the
Court of Federal Claims denied the IRS’ motion for judgment on the pleadings because the
estate had alleged sufficient facts to show reasonable reliance on the advice of counsel
regarding an estate tax return that was filed late. The estate had timely filed for a six month
extension to file and made a payment of approximately $870,000. The decedent’s surviving
spouse was interested in applying for U.S. citizenship in order to allow the estate to take
advantage of the marital deduction. She consulted with an estate attorney who advised her
that the estate could file its return after the due date and preserve the marital deduction
without triggering any penalties. The estate filed the return almost two years after the
extended deadline showing an overpayment of approximately $200,000. The IRS issued a
Notice of Adjustment reflecting penalties of approximately $170,000. In order to avoid a
late filing penalty, a taxpayer must show that the failure was due to reasonable cause and
that the taxpayer exercised ordinary business care and prudence, but was unable to timely
file the return. Because the surviving spouse had consulted with an attorney on multiple
occasions regarding the potential for penalties, the court held that the estate may be able to
prove facts that show its failure to file on time was due to reasonable cause.
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F. Portability. Under the tax bill signed on December 17, 2010, a deceased
spouse’s unused federal estate tax exclusion may be transferred to his or her surviving
spouse, provided that the deceased spouse’s executor files an estate tax return on IRS
Form 706. This is known as “portability.” Absent a change in current law, it only applies to
decedents dying in 2011 or 2012. For some persons passing away in 2011, an estate tax
return may not have been filed because the estate was under the $5 million exclusion
amount, and the IRS may have not yet issued guidance on qualifying for portability. Notice
2012-21 allows a period of up to 15 months to obtain a six month extension by filing Form
4768. This election is available to the estate of a decedent (i) whose date of death was
after December 31, 2010, and before July 1, 2011, (ii) who is survived by a spouse, and (iii)
whose gross estate does not exceed the $5 million estate tax exclusion for 2011.

G. FLP Assets Includable in Gross Estate. The tax court held that assets
owned by a family limited partnership were includable in the decedent’s estate under
Section 2036 in Liljestrand v. Commr., T. C. Memo 2011-259 (Nov. 2, 2011). The holding
was based on a finding that there was no legitimate, significant non-tax reason for the
family limited partnership, and that the decedent had disregarded partnership formalities.
The estate claimed that the partnership was created to secure the decedent’'s son’s
employment as manager of the property, and to avoid partition of the property under Hawaii
law. However, the decedent’'s son was already guaranteed long-term employment as
property manager by virtue of his position as trustee, and most of the real estate was
located outside of Hawaii anyway. Moreover, the partnership did not open a bank account
until two years after the partnership was formed, the decedent reported real estate income
and expenses on his individual income tax returns in the interim, disproportionate
distributions from the partnership were made to cover the decedent’s personal expenses
and those of his children, and the partnership refinanced some of the property and used the
proceeds to pay for the decedent’s federal estate tax liability.

H. FLP Assets Not Includable in Gross Estate. The tax court found that
there were legitimate non-tax reasons for creating a family limited partnership in Estate of
Stone v. Commr, T. C., No. 23290-09, T. C. Memo. 2012-48, 2/22/12. In this case, the
decedent transferred Tennessee lakefront property with a value of $1.6 million to a family
limited partnership. The IRS claimed that there was no legitimate non-tax reason for the
family limited partnership and included the property in the decedent’s estate under Section
2036. The court indicated that a family limited partnership transaction qualifies for the bona
fide sale for adequate and full consideration exception under Section 2036 when there is a
legitimate and significant non-tax reason for creating the partnership and the transferors
receive partnership interests proportionate to the value of the property transferred. The
court concluded that there was a legitimate and significant non-tax reason for the
partnership, because the decedent wanted the property to become a family asset and the
family hoped to one day develop and sell homes near the lake.

l. Incomplete Gift. In CCA 201208026, the IRS concluded that a completed
gift had been made, but that it was not a gift of a present interest. As a result, the transfer
did not qualify for the annual gift tax exclusion. The transfer involved a gift to a trust. The
taxpayer argued that it was an incomplete qift, because of a testamentary power of
appointment retained by the donor. The IRS concluded that the testamentary power of
appointment related to the remainder of the trust, not the preceding beneficial term interest.
On the other hand, there were certain impediments to the beneficiaries being able to
enforce their withdrawal rights in state court. Consequently, the withdrawal rights were
illusory and no annual exclusion was allowable.
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J. Tax Consequences of Trust Reformation. In PLR 20120008, the IRS
ruled that the reformation and modification of a residuary trust did not result in a gift under
Section 2514 and will not cause the trust assets to be includable in the beneficiary’s gross
estate. It also ruled that the trust will have a zero inclusion ratio for generation-skipping
transfer tax purposes. The purpose of the reformation was to correct a scrivener’s error,
not to alter or modify the trust instrument.

K. Family Limited Partnership Assets Includable in Gross Estate Do Not
Increase Marital Deduction. In Estate of Clyde W. Turner, Sr., et al. v. Commr., 138 T.C.
No. 14 (2012), the Tax Court found that assets transferred to a family limited partnership
were includable in the decedent’s estate because there was no significant non-tax purpose
to the partnership and the decedent retained an interest in the transferred assets. The
estate argued that the marital bequest formula clause, which required the estate to transfer
enough property to the surviving spouse to eliminate estate tax, required an increase in the
matrital deduction to account for the additional assets that were included in the gross estate.
The Tax Court disagreed. Under Section 2056(a), an estate may deduct from the value of
the gross estate the value of property that passes, or has passed, from a decedent to a
surviving spouse. Accordingly, the marital deduction could not include the amount of the
gifts of limited partnership interests that the decedent gave to those other than his wife,
because they did not pass to the surviving spouse.

L. IRS Acquiesces But Only in Result in Marital Deduction Case. The
decedent owned shares of non-publicly-traded stock held in a revocable trust, which
provided that if the trustee sold the stock for more than the decedent’s cost basis during the
surviving spouse’s lifetime, the trustee would distribute a certain amount to 23 named
beneficiaries. After the decedent died, the stock was transferred to a marital trust for which
a QTIP election was made. The IRS denied the marital deduction, but the district court
determined that, based on the date-of-death value of the stock, the contingent bequests
were effectively extinguished, and the possibility of a transfer to the contingent beneficiaries
was “so remote that it is negligible.” In AOD 2012-01, the IRS wrote that the district court
erred as a matter of law because the test for the marital deduction under Section
2056(b)(7)(B)(ii)(1l) is a bright-line test. However, the IRS concluded that the district court’s
finding that the stock had negligible value rendered the legal error irrelevant.

M. Future of Inherited IRAs in Doubt. Senate Finance Committee Chair Max
Baucus, D-Mont., added a proposal to the Highway Investment, Job Creation and
Economic Growth Act of 2012 that would limit the payout on inherited IRAs to five years.
Certain classes of eligible beneficiaries, including surviving spouses and children below the
age of majority, could still receive distributions based on life expectancy. There are also
exceptions for disabled and chronically ill individuals. In addition, spouses could still roll
over accounts. However, the five year rule would apply once a child reaches the age of
majority. Reports of IRAs worth millions of dollars, like Republic Presidential Candidate Mitt
Romney’s, may have prompted the proposal. Arguably, these accounts are intended to be
retirement assets, not assets to be left to the account owner’s heirs. However, that
distinction is hard for most people to understand. Many people would never have put as
much money into their IRAs if it could not be stretched over their children’s’ life expectancy.
The proposal would also frustrate taxpayers who converted traditional IRAs to a Roth IRA
based on the assumption that the payout of the account could be stretched over the
beneficiary’s life expectancy. The proposal was introduced as a stand-alone revenue
raiser. Although the JCT scored the proposal as raising $4.6 billion, it may be difficult for
the government to collect that amount, because there are other alternatives. For example,
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one alternative is a charitable remainder trust. Another alternative is for people to simply put
less money into these accounts. Perhaps the most likely candidate to lobby against the
proposal is the financial industry. The assets in IRAs and defined contribution plans are
reported to total $9.1 trillion, or over 50 percent of all retirement assets.

N. Proposed Regs on Program-Related Investments of Private
Foundations. The IRS has issued proposed regulations (REG-144267-11) that provide
guidance to private foundations on program-related investments. The regulations include
nine additional examples illustrating investments that qualify as program-related
investments. Section 4944(a) imposes an excise tax on a private foundation that makes an
investment that jeopardizes the carrying out of any of the private foundation’s exempt
purposes and on foundation managers who knowingly participate in the making of a
jeopardizing investment. Additional excise taxes apply under Section 4944(b) to private
foundations and foundation managers when investments are not timely removed from
jeopardy. Section 4944(c) provides that program-related investments are not treated as
jeopardizing investments. Because the existing examples focus on domestic situations
principally involving economically disadvantaged individuals and deteriorated urban areas,
the Treasury and the IRS determined that it would be beneficial to expand the examples to
address activities conducted in a foreign country, situations not involving economically
disadvantaged individuals and deteriorated urban areas, investments with potentially high
rates of return, credit enhancement arrangements, and a private foundations’ acceptance of
an equity position in conjunction with making a loan. To illustrate, in one example a
foundation makes a below-market-rate loan to a social welfare organization that conducts
community art exhibits to help the organization buy new exhibition space. Because the
loan advances the foundation’s exempt activities, it is considered a program-related
investment. Another example involves a business in a developing country that transports
solid waste which is harming the environment to recycling centers. The business had
obtained funding from a few commercial investors, but was having difficulty finding
additional financing. For that reason, a foundation bought shares of the business’ common
stock on the same terms as the initial investors. Although there could be a high rate of
return on the investment if the business succeeds, the investment is a program-related
investment because it furthers the foundation’s exempt activities.

O. Estate of George H. Wimmer, TC Memo 2012-157. On the basis of the
specific facts and circumstances in this case, the tax court found that the limited partners
received a substantial present economic benefit sufficient to render the gifts of limited
partnership interests present interest gifts on the date of each gift. Accordingly, the gifts
qualify for the annual gift tax exclusion under Section 2503(b). The primary purpose of this
partnership was to invest in property, stock, bonds, notes, securities and other personal
property and real estate. The partnership agreement generally restricted the transfer of
partnership interests and limited the instances in which a transferee could become a
substitute limited partner. Notwithstanding those restrictions, the partnership agreement
contained an exception for transfers to related parties. The partnership agreement called
for all partnership profits and all distributions of net cash flow to be allocated to the partners
according to their proportional partnership interests. Distributions had to be made in cash
pro rata. Wimmer made gifts of limited partnership interests to related parties during the
years of 1996 through 2000. He died on March 29, 2004. The tax court said that the gifts
could qualify for the annual exclusion if the donees received unrestricted and non-
contingent rights to the immediate use, possession or enjoyment of the income from the
limited partnership. To show that they did, the tax court said that the estate had to prove
that the partnership would generate income, that some portion of the income would flow
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steadily to the donees, and that the portion of income could be readily ascertained. The tax
court found that the estate was able to carry this burden.

P. “Shark-Fin” Charitable Lead Annuity Trusts. With a charitable lead
annuity trust (“CLAT"), a grantor creates and funds an irrevocable trust that pays a qualified
charity a guaranteed annuity for a specified period of time. At the end of the annuity term,
the CLAT assets can revert to the grantor or pass to other designated beneficiaries. The
annuity payments are based on the federally determined, monthly adjusted, Section 7520
rate in effect for the month of the CLAT's creation or for one of the two months prior to
creation, if lower. If the present value of the total annuity payments, based on the
applicable Section 7520 rate, equals the value of the grantor’'s contribution to the CLAT, no
gift is made upon formation (so-called “zeroing-out”). The ability of a CLAT to back load
annuity payments to a charity may increase both the total charitable distributions and the
amounts passing to the CLAT'’s remainder beneficiaries. Prior IRS guidance has indicated
that a CLAT can provide for escalating annuity payments, but the IRS has failed to provide
specific insight into the extent to which the payments may be back loaded. See, e.g., PLR
9112009 and Revenue Procedures 2007-45 and 2007-46. Recently, in PLR 201216045,
the IRS reviewed the use of a CLAT formula that annually increased the annuity payments
by 120 percent of the prior year's payment for the annuity term. The IRS approved the
escalating annuity formula, ruling that it met the requirements of a guaranteed annuity
interest as required for the estate to take a charitable tax deduction for the assets
contributed to the CLAT. Unfortunately, none of the foregoing revenue procedures or PLRs
require specific limitations on variable or increasing annuity payments made by a CLAT.
Thus, until the issuance of more specific guidance, there will continue to be uncertainty
regarding the limits on back-loading CLAT annuity payments.

Q. Proposed Portability Regs Provide Filing Relief for Small Estates. The
IRS has issued temporary and proposed regulations on estate and gift tax portability that
allow executors, in some cases, to estimate the value of a gross estate for purposes of filing
a return to elect portability. The Tax Relief Act of 2010 included a provision that allows the
unused portion of a deceased spouse's estate and gift tax exemption to be transferred to
the surviving spouse. Under the new rules a taxpayer's total applicable exclusion amount is
now the sum of the basic amount, plus the "Deceased Spousal Unused Exclusion Amount"
(DSUEA). The "basic exclusion amount" corresponds to what was previously the entire
applicable exclusion ($5,120,000 for 2012, which ties to the unified credit of $1,772,800).
The DSUEA is the exclusion amount inherited from a deceased spouse to the extent it was
not used. For example, a surviving spouse's exemption could include both a basic
exclusion of $5,120,000,and a DSUEA of $5,120,000, resulting in a total
exemption of $10,240,000. The carryover of the unused exemption applies for both estate
and gift tax purposes, but not generation-skipping taxes. Estates must file a timely estate
tax return (even if not otherwise obligated to do so) in order to make a portability election
and report the amount of the unused exemption that remains from the decedentas a
carryover to the surviving spouse. To prevent abuse (either deliberate or simply
by circumstance), the determination of the DSUEA is calculated with respect to the last
deceased spouse (who passed away after December 31, 2010, when the rules took effect).
Thus, in the event of multiple marriages and a widow/widower with multiple deceased
spouses, the deceased spousal unused exclusion amount is only calculated and
applied with respect to the most recent deceased spouse, not the cumulative value from all
prior spouses. The new portability rules apply to decedents who pass away after 2010
(when the rules took effect) and before 2013 (when the rules lapse). In other words,
portability currently applies only to those decedents who pass away in 2011 and 2012.
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Under the new temporary and proposed regulations, several changes have been
made which are intended to make the rules easier to apply. While the new rules reiterate
that it is necessary to file an estate tax return to take advantage of portability, and that the
deadline is still the due date for the estate tax return (plus extensions), the Form 706
may now simply include an "estimated value" for property, to the nearest $250,000, if the
entire amount is being left to a spouse or charity (such that the value, whatever it would be,
is offset by a marital or charitable deduction anyway) and the estate is under the
$5,120,000 exemption. This eliminates the need (and cost) to get appraisals for all of the
property in the estate. However, the exception applies only if all property is passing to the
spouse or charity. If there is a split between multiple parties, such as 50% to the spouse
and 50% to children, then an appraisal is needed to ensure the proper split of the total
value of the estate. If an estate tax return is filed, the portability election will be assumed to
have been made, unless the executor explicitly opts out of portability (although there
appears to be little reason to ever do so). The good news is that this means portability will
happen automatically when the return is filed, eliminating the risk that the executor files the
return but forgets to make a portability election. However, the bad news is that portability
only applies if the executor files the estate tax return. As a result, if the executor fails to do
so (or chooses not to do so due to cost), the surviving spouse cannot override the
executor's decision. According to James Hogan, branch 4 chief, IRS Office of Associate
Chief Counsel (Passthroughs and Special Industries), on July 23, 2012, practitioners should
not expect a simplified estate tax return for electing portability. The temporary and
proposed regulations also clarify that the DSUEA is available to the surviving spouse
immediately after the decedent passes away, even if the estate tax return has not yet been
filed (as long as it ultimately is filed in a timely manner). In addition, they indicate that if a
surviving spouse makes a gift, the gift is deemed to have come first from the
DSUEA, thereby preserving the individual's own lifetime estate tax exemption. This is
important, because it eliminates the risk of a gift/estate tax "clawback" if a spouse used a
DSUEA through gifting and then later "lost" it by remarrying and outliving a second spouse
(where the death of the second spouse overwrites the DSUEA from the first deceased
spouse). On the other hand, some surviving spouses in the future may begin to take
advantage of the favorable ordering rules to proactively gift after inheriting a DSUEA, either
to preserve it in case of a future remarriage with a subsequent spouse death, or to even gift
when a spouse is on his/her deathbed to preserve the prior DSUEA just before it is
overwritten by a more recent deceased spouse.

R. Formula Gifts. A lot of wealth is tied up in hard-to-value assets. Because
those assets are not publically traded, their value for gift tax purposes is often subject to
dispute between the donor and the IRS. Early attempts to solve this problem by means of a
formula gift, such as Comm’r v. Procter, 142 F.2d 824 (4" Cir. 1944), were failures. Later
cases, such as Estate of Christiansen v. Comm’r, 130 T.C. 1 (2008) suggested that the
keys to a formula clause being upheld were that the donor did not attempt to undo any part
of the transfer, and that the benefit of the increased estate valuation all went to charity.
Another case that followed the approach of using a charity is Petter v. Comm’r, T.C. Memo
2009-280. A more recent case, Wandry v. Comm’r, T.C. Memo 2012-88, indicates that a
charity is not necessary. In Wandry, the donors each executed gift documents stating, “I
hereby assign . . . a sufficient number of my Units [in the family LLC] so that the fair market
value of such Units for federal estate tax purposes shall be as follows . .. .” Each donor
then listed nine donees and the dollar value of the LLC that each should receive. Each
donor then went on to say that if the value that was used in actually transferring the units
was determined to be otherwise by the IRS or a court, then the new value would be used to
adjust the number of units between the donor and donee accordingly. The tax court,

47



applying a 4-factor test, held that the gift documents did not allow for the taxpayers to “take
property back,” as in Procter. Instead, they corrected the allocation of LLC units among the
taxpayers and the donees because the original appraisal understated the LLC's value.
Thus, the clauses at issue were valid formula clauses. Assuming that Wandry stands, the
donors can gift or sell hard-to-value assets without fear of a large unexpected gift tax. This
can be useful both for small interests and closely held entities where the annual exclusion is
being used to shelter the gifts, as well as in larger gifts, such as those involving donors
attempting to use their entire $5,120,000 million gift tax exemption in 2012.

S. Executor and Trustee Held Individually Liable for Unpaid Gift Taxes. In
United States v. Robert S. Macintyre, et al., No. 4:10-cv-02812, a U.S. District Court
granted partial summary judgment against an estate’s executor and the trustee of a living
trust, holding them individually liable for amounts they distributed without paying gift taxes
on an indirect gift and jointly liable for trust funds set aside in violation of the government’s
priority status. In 1995, J. Howard Marshall, Il, made an indirect gift to certain members of
his family. He died shortly thereafter. The IRS assessed gift taxes against Marshall's
estate. The Marshall estate never paid the tax on the gift. By operation of law, liability for
the donor’s unpaid gift tax shifted to the donee, Eleanor Pierce Stevens. In April of 2007,
Stevens died. E. Pierce Marshall, Jr. (“Marshall”) became the sole executor of her estate.
Finley L. Hilliard (“Hilliard”) was the trustee for the Eleanor Pierce Stevens Living Trust (the
“Trust”). Marshall, in his capacity as executor, made distributions from Stevens’ estate.
Hilliard used trust funds to pay for accounting services and legal fees. The government
brought claims against Marshall and Hilliard for personal liability pursuant to 31 U.S.C. §
3713, known as the Federal Priority Statute. This statute requires a claim of the United
States government to be paid first when the estate of a deceased debtor is not enough to
pay all of the debts. It further provides that a representative of a person or an estate paying
any part of a debt of the person or estate before paying the claim of the government is
liable to the extent of the payment for the unpaid claims of the government. Further, the
burden lies with those who argue that the government’s priority does not apply to show that
they are not within the provisions of the statute. It is sufficient to show that the fiduciary had
“notice of such facts as would put a reasonably prudent person on inquiry as to the
existence of the unpaid claim.” Leigh v. Comm’r, 72 T.C. 1105, 1110 (U.S. Tax Ct. 1979).
Marshall and Hilliard also set aside money in the trust for charitable purposes, although the
funds had not yet been paid to any charity. The court found that those funds were properly
set aside, so that the government could not access them to pay the transferee liability.
However, because Marshall and Hilliard put those funds beyond the reach of the
government, they became individually liable for doing so.

T. Charitable Deduction Denied Due To Improper Appraisal. In Mohamed
v. Commr., T.C. Memo 2012-152 (May 29, 2012), the tax court ruled that the taxpayers
were properly denied a charitable contribution deduction for donations of real estate to a
charitable remainder unitrust, because they failed to comply with Treas. Reg. § 1.170A-
13(c), which is the regulation that sets forth the proper appraisal and documentation
requirements for charitable contributions that exceed $5,000 in value. The donor was a
licensed real estate broker and a real estate appraiser, and he had essentially prepared the
appraisal himself. Treas. Reg. 8 1.170A-13(c)(5) provides that an appraisal must be done
by a “qualified appraiser” which cannot be either the donor or the donee.

U. Inherited IRA was Exempt from Debtor’'s Bankruptcy Estate. In In re

Holly Anne Seeling, Debtor (Bktcy Ct. MA, 5/24/12), the U.S. Bankruptcy Court held that the
proceeds from a deceased person’s annuity account that were transferred to a debtor's
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inherited individual retirement account prior to bankruptcy were exempt from the debtor’s
bankruptcy estate under Bankruptcy Code § 522(d)(12). This is another in a series of
cases, not all of which have reached consistent results. For example, in a matter of first
impression, a bankruptcy court in Arizona has held that debtor’'s inherited IRA was
exempted from her bankruptcy estate under 11 USC 8522(b)(3)(C) and Arizona law. In re:
Thiem, 107 AFTR 2d 2011-529 (Bktcy Ct AZ, 1/19/2011). 11 USC 8522(d)(12) is identical
to 11 USC 8522(b)(3)(C) and provides the same exemption for debtors in states that have
not opted out of the federal scheme of bankruptcy exemptions. Previously, the Eighth
Circuit held that a debtor’s inherited IRA was an exempt asset of the debtor’s bankruptcy
estate under 11 USC 8522(d)(12). In re: Nessa, 105 AFTR 2d 2010-1825 (Bktcy Appellate
Panel CA 8, 4/9/2010). In contrast, the bankruptcy court in Texas has previously concluded
that, unlike a debtor’s own traditional IRA, a debtor’s inherited IRA is not an exempt asset of
the debtor's bankruptcy estate under 11 USC 8522((d)(12). In re: Chilton, 105 AFTR 2d
§2010-1271 (Bktcy Ct TX, 3/5/2010).

V. Potential IRS Review of Certain Private Split Dollar Arrangements. The
AALU has indicated informally that, based on recent reported comments, the IRS may be
undertaking a national review of certain private split-dollar arrangements, including
consideration of whether Code 82702 should apply to these transactions. Private split-
dollar arrangements (those outside of an employer-employee context) generally are used in
estate planning to acquire life insurance on a gift-tax favored basis, particularly when
available annual exclusion gifts are insufficient to cover the yearly premiums for the desired
coverage. In a typical situation, a client enters into a private split-dollar arrangements with
his irrevocable life insurance trust ("ILIT") to split the cost of a life insurance policy insuring
the client’'s (and sometimes his spouse’s) life. The client funds the required insurance
premiums in exchange for a right to repayment upon termination of the private split-dollar
arrangement, which is generally secured by or paid from the policy proceeds. Treas. Reg.
81.61-22 generally provides two mutually exclusive regimes to determine the gift tax
treatment of private split-dollar arrangements, depending on the identity of the deemed
policy owner. The economic benefit regime applies if the client is the policy owner, and the
loan regime applies if the ILIT is the policy owner. Since an ILIT will almost always own the
policy subject to a private split-dollar arrangement in order to remove the death benefit from
the client's gross estate, it would appear that the loan regime would apply by default.
However, a special rule under the regulations states that the deemed owner of the policy
will be the client (and thus the economic benefit regime will apply) if the only economic
benefit received by the ILIT is current life insurance protection under the policy (commonly
referred to as a non-equity private split-dollar arrangement, since the ILIT will have no
interest in the policy’s cash value). Accordingly, in a typical private split-dollar arrangement
subject to the economic benefit regime, the client and the ILIT agree that the client will fund
all policy premiums until termination of the split-dollar arrangement. In exchange, the client
receives the right to the greater of the policy’s cash value or the total premiums paid, which
is secured by a restricted collateral assignment of the policy death benefits to the client.
Thus, the only benefit received by the ILIT is current life insurance coverage under the
policy. Under the regulations, the client is deemed to make an annual gift to the ILIT equal
to the term cost for that current life insurance coverage, less any consideration paid by the
ILIT for such coverage. Code §2702 provides that, where a transferor makes a transfer in
trust for the benefit of family members but retains an interest in the trust, that retained
interest has a value of zero for purposes of determining the gift tax value of the transfer,
unless the retained interest is a qualified interest (as with the annuity paid from a GRAT) or
the trust only holds the transferor's personal residence (as with a QPRT). Application of
Code 82702 to a private split-dollar arrangement appears to rely on the assumption that the
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client’s reimbursement right under the private split-dollar arrangement is actually a retained
interest in the ILIT. As this interest is not a qualified interest, the reimbursement right would
have a zero value and would not offset any portion of the premium payments that the client
makes on behalf of the ILIT. Thus, the client would make a taxable gift of the full value of
each such payment, not just the portion equal to the term cost of the current life insurance
protection. Given that the regulations have been in effect since 2003, with widespread
implementation of private split-dollar arrangements based on those regulations, one
wonders if the IRS’ current focus has been generated by a specific interest in a fairly recent
split dollar planning development known as “discount” or “generational” split dollar. In a
common version of a “generational” split dollar arrangement, a client enters into a non-
equity private split-dollar arrangement subject to the economic benefit regime with his or
her ILIT. The ILIT buys a life insurance policy insuring the client’s child or more remote
descendant. The client holds a reimbursement right under the private split-dollar
arrangement equal to the greater of the policy’s cash value or the premiums paid by the
client. The private split-dollar arrangement terminates upon the earlier of the insured’'s
death or the mutual agreement of the ILIT and the client. The client has no right to access
the policy’'s cash value during the private split-dollar arrangement term and has no
unilateral right to terminate the split-dollar arrangement. Arguably, based on these facts, a
bequest of the client's reimbursement right under the private split-dollar arrangement is
entitled to a substantial valuation discount, since the client cannot access the policy’s value
or unilaterally terminate the private split-dollar arrangement and the insured’s death is not
expected for many years. Code 82702 could be a different approach in analyzing the
possible consequences of “generational” split dollar, which would not challenge the
discount of the reimbursement right, but would undermine the potential gift tax benefits of
the arrangement by subjecting the full value of the client's premium payments to gift tax.
Unfortunately, a broad application of the Code 82702 approach could adversely impact all
private split-dollar arrangements.

W. Split-Dollar Rollout. In two consolidated cases, Neff v Commr. and Jensen
v Commr., T.C. Memo. 2012-244 (2012), the tax court found that petitioners realized
$710,376 in compensation income resulting from an equity split-dollar rollout. The
petitioners were in business together. They acquired six life insurance policies to fund
cross-purchase agreements and to provide estate liquidity upon their deaths. Each
petitioner owned one policy. Their family limited partnerships each owned two other
policies. Each policy was the subject of a split-dollar agreement. The split-dollar
agreements obligated the petitioners’ management company to pay the premiums, and
provided that the management company would be reimbursed upon the earlier to occur of
the termination of the life insurance policies, the termination of the split-dollar agreements,
or the deaths of the petitioners. The amount that the management company was entitled to
be reimbursed was equal to the lesser of the total premiums it had paid or the total cash
surrender value of the policies. Based on the advice of their advisors, the petitioners
terminated the split-dollar agreements when the final split-dollar regulations were issued.
At that time, the management company had paid a total of $842,345 in premiums, and the
policies had a total cash surrender value of $877,432. However, upon termination the
management company was only paid the present value of $842,345, which amounted to
$131,969. This was on the erroneous assumption that the management company was only
entitled to be reimbursed upon the deaths of the petitioners. At trial, the petitioners took
various positions, e.g., they only acquired “contract rights” and/or the intent was only to
“freeze” the split-dollar agreements, but these arguments were disregarded by the court,
which found that the petitioners’ recognized income in the amount of the difference between
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the $842,345 that the management company was entitled to be reimbursed and the
$131,969 that was actually paid, which amounted to $710,376.

VI. MERGERS & ACQUISITIONS

A. Step Transaction Doctrine Applied to Contingent Payment Acceleration
Provision. In an interesting Delaware case, the court applied the step transaction doctrine
to a two-step transfer of assets and found that the steps, taken together, triggered a
contingent payment acceleration provision in the merger agreement between the parties. In
2007, GloNav, Inc. (“GloNav”) merged with a subsidiary of NXP, B.V. (“NXP"). GloNav
became NXP’s wholly owned subsidiary, and GloNav’'s shareholders received cash plus
rights to additional payments contingent on the future performance of GloNav's IP assets.
The merger agreement provided for acceleration of the contingent payments if NXP
transferred all or substantially all of GloNav’'s assets other than to a subsidiary of NXP. In
2008, NXP and ST Microelectronics formed a joint venture into which NXP contributed its
wireless business, including GloNav's IP assets, in exchange for a 20 percent interest. The
transaction was accomplished in two steps. First, GloNav transferred its assets to NXP’s
newly created and wholly owned subsidiary, WH2. NXP then transferred the WH2 shares
to the joint venture. NXP contended that the first step avoided acceleration because WH2
was a subsidiary of NXP, and the second step avoided acceleration because neither
GloNav stock or assets nor NXP stock or assets were transferred. The court looked at the
“end result,” “interdependence,” and “binding commitment” tests under the Step Transaction
Doctrine and found that NXP’s two-step transfer satisfied all three tests. The court said that
the purpose of the acceleration provision “was to ensure that the stockholders would
continue to received their bargained-for contingent payments in the event that NXP sold
GloNav,” and that application of the Step Transaction Doctrine was therefore appropriate.
The case shows the limits on the extent to which a party can rely on the technical
structuring of a transaction where a court might find that the parties’ intent was otherwise.
Coughlan v. NXP, B.V., 2011 WL 5299491 (Del. Ch. Nov. 4, 2011).

B. Purchase Agreement Found to be an Amendment to a Purchaser’s
Benefit Plans. In Evans v. Sterling Chemicals, Inc., No. 10-20493 (5™ Cir. 10/13/11), the
Fifth Circuit Court of Appeals held that a provision in an asset purchase agreement,
pursuant to which the purchaser agreed to provide post-retirement medical and life
insurance coverage to the seller's employees which the purchaser hired in connection with
the transaction, constituted an amendment to the purchaser’'s employee benefit plans. The
Fifth Circuit indicated that, as long as the agreement is in writing, it contains a provision
directed to an ERISA plan, and the plan amendment formalities are satisfied, the
agreement will be considered a valid plan amendment. The amendment procedures in the
purchaser’'s benefit plans specified that the plan could be amended by action of the
purchaser’'s employee benefits plan committee. That did not occur. However, the asset
purchase agreement was authorized by the board of directors of the purchaser and
executed by the purchaser’'s chairman. The court determined that the plan amendment
formalities were satisfied because, regardless of any action taken by the employee benefits
plan committee, the board of directors had the authority under state corporate law to revoke
the delegation to the committee and authorize the chairman to amend the plan by signing
the asset purchase agreement. Most asset purchase agreements contain provisions
indicating that the agreements are not intended to benefit third parties, and it is not clear
from the decision whether the asset purchase agreement included such language.
However, it is possible that such a provision may not be sufficient to protect the purchaser
under the court’s decision. It is also important to note that the purchaser had not assumed
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the seller's benefit plans. It had only hired the seller's employees. The asset purchase
agreement was treated as an amendment to the purchaser’'s benefit plans as it related to
the former employees of the seller that the purchaser hired.

C. Jump Start Our Business Start-Ups (*JOBS”) Act. The new JOBS Act
aims to facilitate business formation by reforming certain aspects of the laws and rules
governing the U.S. capital formation process. Among its other provisions, the JOBS Act
exempts emerging growth companies from several executive compensation reporting
requirements otherwise required by the Dodd-Frank Act. The JOBS Act will make it easier
for emerging growth companies to go public by exempting them from certain federal
securities regulations, including certain compensation-related reporting requirements. In
general, an “emerging growth company” is a company with annual gross revenues of less
than $1 billion during its most recently completed fiscal year.

1. Increases the “Private” Holder Cap from 500 to 2,000. Under current
law, issuers are generally required to register a class of securities with the Securities and
Exchange Commission (“SEC”") if the securities are held of record by 500 people or more.
This makes them subject to burdensome reporting obligations applicable to public
companies, including the obligation to file detailed quarterly and annual reports with the
SEC. The JOBS Act significantly increases the threshold to 2,000 holders of record,
provided that not more than 499 of those 2,000 holders of record do not qualify as
“accredited investors” under SEC rules. The new rule excludes from these calculations
people who obtained equity under the company’s equity compensation plans and investors
who purchased securities pursuant to the crowd funding exemption discussed bel