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ith the weskened
gock maket and
extremely low

interest rates, now is a good
time to dug off an old etate
planningtool that seldomgets
much exposure. A Chariteble
Leed Trust (CLT) is
paticularly effective a atime
when there is consderable
uncertainty surrounds federd
transfer taxes, what the laws
will be, whether there will even
be an estate tax, or whether the
estate tax will be restored to its
pre-2001 rates. In concept, the
Charitable Lead Trugt is often
described as a Qemporary giftoO
to charity.

A Chartabe Lead Trust
usudly creates income tax
benefits to the donor that
enable assets to be passed to
children or  grandchildren
severd years later a virtudly
no transfer tax cost. For
example, say you have $1
million of marketable
securities. You transfer them
to aCLT. The CLT will pay
$70,000 ayear for 18 yearsto a
charity of your choice. At the
end of 18 years, your children
receivethe CLT@assats. If the
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CLT investments follow
higtoric paterns, more than $1
million will beinthe CLT in 18
yearsevenafterthe $70,00(
year pay out to the charity.
While there would be a gift tax
return to be filed, you would
not owe any gift tax, because
of the use of your $1 million
federd gift tax exemption. The
giftedstockwouldberemoved
from your taxable estate in the
event of your degth, including
any future stock agppreciation.
Thus, your children would
ultimately receive $1 million,
gift tax GreeQ and estate tax
GreeO If aCLT unitrust was
used and your grandchildren
were the GndO bendficiaries,
your $1 million generation
skipping transfer tax
exemption could also be
applied to this gift and there
would be no generdion
ipping trander tax a the
time that the CLT terminated.

The incometax benefitsto a
CLT depend on the form of a
type of CLT Trust. The CLT
can ether be established as
wha is known as a non-
grantor CLT or agrantor CLT
for income tax reporting
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purposes.  In a non-grantor
CLT, the Trust pays income to
the charity d@ther in annuity or
unitrust (fixed percentage)
amount from the CLT. In a
non-grantor CLT you will
recdve a gift tax charitable
deductionfor the valueof the
charity® interest in the CLT,
but you will not receve any
income tax deduction. Income
tax savings occur indirectly,
however, because you are no
longer taxed on the income
that is producedby the gifted
assts. The primary advantage
to you is tha a dgnificant
reduction in the transfer tax
occurs due to the gift tax
charitable deduction and the
avoidance of the transfer tax
on any future gppreciaion in
the value of the CLT® assets.

If a grantor CLT is used, you
are treated as the owner of the
CLT under the grantor trust
income tax rules. A grantor
trust usudly resultsif you hold
a reversonary interest in the
CLT of more than 5%, or you
retan the right to substitute
assts for equivdent vaue in
the CLT, or youempoweltthe
CLT® Trustee to add one or



more chariteble beneficiaries.
You receive both the gift tax
and the income tax charitable
deduction, but then you are
taxed on dl CLT income, even
the amounts that are pad to
the charity. The income tax
that you face as the donor can
be minimized if the CLT is
funded with municipa bonds
that produce tax exempt
income or appreciatedstocks
that can be sold off each year
to make the required Qpay outO
to the charity. However, if the
stocks pay dividends, any
income to you will be taxed.
Generdly, however, most of
the tax will be in the form of
long term cepitd gains.

To the extentthat a charitable
income tax deduction is
created, a CLT is consdered

Jor the use ofO the charity,

which means that the donor®

contributions are deductible to

30% of Th donor® adjusted
gross income, with any excess

Qaried overO for five (5)

following caendar years.

Congder aCLT edtablished in
March 2003. The gpplicable
federd interest rate for March
of 2003 is 3.8%. If the CLT is
directed to pay a charity 3.8%
of its assets for the duration of
the CLT, the gift to the
remainder holders can be easily
computed. What is significant,

however, is tha if the actud
assetdeldin the CLT growat
a rate of more than 3.8% a
year; dl of that excess growth
will be transferredto your
children (or grandchildren) gift
and estete free, estete tax free,
and potentidly generation
skipping transfer tax free. So
now, when interest raes are
higoricdly low, and many
people are optimigtic tha the
stock prices will GeboundOin
the future, srong
consderation should be given
to a CLT to shift wedth to
younger generaions & virtudly
no transfer tax cost.

TENANTSBY THE ENTIRETIES: ANEW LOOK

cently, Michigan
crested a new edae
planning or  more

accurate edsae preservaion
opportunity. If you are not
married, you can stop reading
now. If youaremarriedand
ae concerned about losing
your assetsto potentid creditor
clams, you will beinterested in
what follows. A part of estate
planning is the implementation
of asst protection strategies
that prevent the loss of assets
dueto uneyectedclams. In
our highly litigious society,
there is never  enough
insurance to cover dl potentia
liabilities. As a result, even
when individuds are not faced
with an imminent liability, they
nonetheless want to structure
thelr assets in a manner 0 as
to frustratepotentialcreditors.
One of the most popular ways
in which to protect assets from
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creditor clams is for spouses
to hold their assets as tenants
by the entirety.

By owning an assets in an
estate by the entireties, a
husband and wife take the full
title to the asset with full rights
of survivorship. An edtae by
the entireties resembles a joint
tenancy in that there is a
survivorship interest held by
both spouses, but it is
distinguishable from a norma
jointtenancyestatebecausdi)
tenants by the entirety may
only be hed beween a
husband and wife; and (i) a
tenants by the entirety property
cannot be forcibly partitioned,
i.e.,divideandsold,in acourt
action. [Divorce, of coursg, is
aunigue form of legd partition
of assts between a husband
and wife]
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But an edtae by the entireties
cannotbedestroyedoluntarily
or by the involuntary act of
ether spouse, consequently,
creditors of one spouse cannot
reech any interest in an
entireties held asH.
Accordingly, an entireties
edtate is exempt from creditor
cams of dther spouse
Creditorghatholdjoint claims
agang both spouses may
continueto force the sale of an
entireties held asset.

The common law of Michigan
was tha the entireties
ownership of persond
property was not formaly
recognized. Only red estae
owned by a husband and wife
coud be owned by the
entireties. This unique
treatment of entireties property
Is a result of a 1927 Michigan
Act tha recognized tenants by



the entireties in certain assets
besides red estae.
Unfortunately, given the
antiquity of that 1927 gatute, it
IS not clear that the ownership
of dl types of property in
Michigan can be held by a
husband and wife by the
entireties. When the 1927 Act
was passed,six (6) limited
classes of persond property
were recognized under that
statute to possess the effect of
joint ownership a by a
husband and wife who own
real estatetogether, meaning
by the entireties. While red
estatecanclearlybe ownedby
spouses as tenants by the
entirety, tangible personal
property and what is caled
intangible persond property
interest ae not so clear.
Unfortunately, the 1927 Act
has never been amended.
Consequently, many modern
financid products tha ae
owned by a husband and wife
together may not, depending
upon a judgeOmterpretation
of this old daute, be
consdered to be held by them
asby theentireties.

Snce 1927 the Michigan
Qupreme Court has had
infrequent occasons  to
commentupon the scopeand
intent of the statute. The late
Theordore Souris, a  wdll
known and respected Michigan
Supreme Court Justice, pointed
out that the 1927 statute does
not expresslyprovide for the
creation of entireties
ownership in those assats snce
Qhe Legidaure could have
easilyusedthe word entireties
as opposedto the concept
joint tenancy in the Act.
Consequently, courts have not

been inclined to expansively
read the statute and the scope
of its protection, limiting the
statute to a few specifically
identified assets, eg., stock;
mortgages, promissory notes,
debentures;, and evidences of
indebtedness.

Why the background
discusson on entireties
ownership? With modern
financid products it is unclear

whether such assets can be
owned by a husband and wife

by the entireties and thus
provide to the spouses a cloak

from the creditorclaims. An

example of how the courts
sruggle with modern

investment products is a recent

federa court case Shapiro v
Nicoloff. The federd judge
held that a husband and wife®
ownership of stock in a broker

investment account, which

contain publicly traded stock
and money, was not part of the
husbandObankruptcy estate,
since it was held by them as by

the entireties. The judge
focused upon the fact tha the

invetment  account had

required, & dl times that

distributions be in the form of

a check payable to both

husband and wife. From that

restrictionthejudgeconcluded
that an entireties interest was
created. Had that investment
account been accessble by
eitherthe husbandr the wife,

a different result would have
occurred, and hdf the
investment account  would

have been logt to the husband®
bankruptcy creditors.

However, on December 30,
2002, Michigan amended its
Limited Liability Company Act
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to permitLL membeilinterests
to be held by a husband and
wife by the entirety.
Consequentlywhen spouses
want to shdter modern
investment assts  from
potential creditor claims,
investmenthat arenot clearly
described in the 1927 satute,
one step that they can teke is
to create a Limited Liability
Company (LLC), transfer their
investmentdo the LLC, and
then own ther LLC
membership units as tenants
by the entirety. If assetsare
held in tha fashion, if ether
the husband or wife
subsequently encounter
creditor problems, the LLC
units cannot be sdized and

liquidated to satisfy the
creditor claims of the one
Spouse. Consequently, Al

assets held in the name of the
LLC will beremovedrom the
rech of one spouse®
creditors. So while the scope
of the 1927 statute is narrowly
condrued by courts to
preclude the entireties
ownership of modern financia
products, the use of an LLC to
hold title to those assets can
circumvents that limited
Satute.

Now for a bit of bad news.
Despite the unity concept
upon which entireties
ownership is presumed, the
United Sates Supreme Court
surpriseceveryonean 2002by
holding, in United Saes v
Kréft, that a federd tax lien
can be filed by the IRS against
an entireties interest of only
one (1) spouse. As such, one
souse® interest  in  the
entireties property can be
encumbered by a federd tax




lien. The SupremeCourt did
not say, however, how such
liencanbe enforcedeavingus
dl guessng. As a result of
these recent changes, both
from Michigan's Legislatte
and the United Sates Supreme
Court, a couple of conclusions
can be drawn. |f spouses want
to protect their investment
assets  from  the potentid

creditor clams of one spouse,
the entireties form  of
ownership is clearly the way to
go. If many of ther
investments are new products
that are not clearly identified in
the 1927 daute, eg, CDs
derivatives, mutud funds, it
makes sense for the spouses to
create aLLC and transfer title
to ther investments into the

LLC. The spouses can then
take title © the LLC units by
the entiretiess  While those
steps will go a long way to
prevent an atack from the
creditor of one spouse, the
Srategy apparently will not
work  when the federd
government attempts to collect
back taxesfrom one spouse.

PLEASE WELCOMEE

Ann-Mary Petroskey isthe newest member of Smith Haughey Rice & Roegge®Business & Property Law
Depatment. Ann-Mary was admitted to the Michigan Bar in 1998 and practices in the areas of business and
tax law. She is a member of the State Bar of Michigan Business Law, Taxation, and Probae and Edtate
Planning sections, the American Bar Association Section of Taxation and is aso admitted to practice in the
United Sates Tax Court.

Ann-Mary received her Bachelors Degree from Western Michigan University, her JD. (cum laude)
from Thomas M. Cooley Law School, where she was dso an editor for the law review, and aMaster of Laws
in Taxation from Georgetown University Law Center. A long-term member of the Nationa ki Parol, Ann-
Mary serves as a regiona and locd instructor and evduator in that organization. She currently lives in
Farmington Hills where sheisrenovating avintage home.

Ann-Mary® arriva strengthens the ability of our BPLD group to address your tax needs. She will be
gpending time in the next few months in both the Lansing and Traverse City offices before taking up
permanent resdence in Lanang. Her direct did is 517.318.5659 and she can dso be reached via emall a
apetroskey@shrr.com. We encourage you to contact her with any questions.
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