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NCBA MEMBERS 
YOUR 2013-2014 DIRECTORIES HAVE ARRIVED
Stop by Domus and pick-up your copy today!

When you attend a committee meeting, have lunch or
are just stopping by – pick up your copy. The NCBA
Directories will be available at Domus from 9:00 a.m. to
5:00 p.m.  

Should a law firm wish to pick-up all of its NCBA
member employees copies at one time, we are happy to
coordinate with their messenger service. Firms should
call the Membership Office to arrange time for pick-up.

Any directory that has not been picked up by
December 24, 2013 will be mailed.

UPCOMING PUBLICATIONS COMMITTEE MEETINGS
Thurs., January 9, 2014  l Thurs., February 13, 2014  – 12:45 at Domus

OF NOTE
NCBA Member Benefit – I.D. Card Photo
Obtain your photo for court identification
cards at NCBA Tech Center. Cost $10.  
January 21, 22 & 23 • 9 a.m. – 4 p.m.

The Lawyer Assistance Program provides confidential help to lawyers
and judges for alcoholism, drug abuse and mental health problems.
Call 1-888-408-6222. Calls are completely confidential.
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WHAT’S INSIDE

JOIN US TO CELEBRATE THE SEASON!
81st Annual Wassail Celebration
Thursday, December 12, 2013
6:00 p.m. at Domus
$20 pp/ children under 12 free
RSVP Special Events 516-747-4070

New York Islanders VIP Night
NY Islanders vs. Pittsburgh Penguins
Thursday, January 23, 2014
Nassau Coliseum
See Insert for Details

Nassau Academy of Law
Bridge the Gap
Saturday & Sunday, January 25-26, 2014 
at Domus
See Insert and page 12-13

WE CARE
ARTrageous at the Bar
Art Show and Cocktail Party
Thursday, February 13, 2014
6:00 p.m. at Domus
See page 19

WE CARE
Children’s Winter Festival
Wednesday, February 19, 2014
at Domus

NASSAU ACADEMY OF LAW
Hon. Elaine Jackson Stack 
MOOT COURT Competition
Tuesday & Wednesday
March 25 & 26, 2014 at Domus
Details to follow

EVENTS

Follow us on facebook

Just One Billable Hour 
Can Make a Difference

Nassau County may be the third
richest county in New York State, but
there are thousands of residents living
under the poverty level – homeless peo-
ple, working poor, single parents with
dependent children and the elderly. To
protect their rights, access to the legal
system is vital. 

Fortunately, the Nassau County Bar
Association partners with Nassau-
Suffolk Law Services to support the
Volunteer Lawyers Project (VLP). The
VLP is a not-for-profit program that sup-
plements the civil legal services provided
by the Nassau-Suffolk Law Services
staff with volunteer assistance from the
Nassau County Bar Association. 

In the past 12 months, VLP’s services
have benefitted more than 3,000 adults
and children, with the active involve-
ment of almost 200 pro bono attorneys.
For the most part, these matters involve
landlord/tenant (Attorney of the Day
Project), bankruptcy and divorce cases.

In addition, VLP hosts a free bankrupt-
cy clinic every other month at the
NCBA.  

VLP is staffed by a full-time attorney,
a part-time attorney and a full-time sec-
retary. This small staff interviews and
screens applicants for pro bono services,
manages the recruiting of legal volun-
teers, directs the placement of pro bono
cases, including follow up and final
reporting of case dispositions and main-
tains the large client database. 

This month all NCBA members
should have received a letter asking you
to participate in the Annual Pro Bono
Campaign to help ensure the continued
services of the Volunteer Lawyer
Project. If you don’t have the time to vol-
unteer, know that a donation of what
you charge for just one billable hour will
go a long way to help all Nassau resi-
dents have access to justice. If you do
not receive the mailing and would like 
to contribute to the Annual Pro Bono
Campaign, please contact Elaine
Leventhal (516) 747-4070.

Did you know that you can help 3,000 underserved residents of 
Nassau County have access to justice for the cost of one billable hour? 

Judicial Election Results
Hon. John M. Galasso
Hon. Hope S. Zimmerman
were elected to Supreme Court

Hon. Patricia A. Harrington
Hon. David P. Sullivan
were elected to County Court

Hon. Scott H. Siller
Hon. Joy M. Watson
were elected to District Court

Hon. Rhonda E. Fischer
Hon. David Goodsell
Hon. Erica L. Prager 
were re-elected to District Court

The Judicial Induction Ceremony 
will take place on

Monday, January 13, 2014 
at 2:00 p.m.

Central Jury Courtroom
100 Supreme Court Drive

Mineola

For Induction Ceremony Information
contact Dan Bagnuola at (516) 493-3262.

ANNUAL PRO BONO CAMPAIGN

By Valerie Zurblis

Happy Holidays

From the Nassau County
Bar Association
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Why Refer Your Elder Law Case
To Vincent J. Russo and Associates?

Call Today: 800-680-1717
www.VJRussoLaw.com

VINCENT J. RUSSO
& associates, p.c.

Westbury | Islandia | Lido Beach | Manhattan

Elder Law is a highly specialized practice area. �e rules for guardianship, 
special needs trusts, quali�cation for Medicaid and Veteran’s Aid & 
Attendance, home care and other strategies are complicated and full             
of pitfalls.

Seniors and their families are living longer in part due to healthier
lifestyles and modern medicine. �e challenge is that they are o�en          
out-living their money and even their ability to care for themselves.

Who will care for an elderly family member, pay for assisted living or
nursing home care? Our attorneys can work with your clients and their 
families to resolve these issues.

We have a proven track record in helping seniors and their families 
plan e�ectively for their future.

Counselors to the Profession: Participation fees provided upon request, pursuant to DR-2-107

New Member Orientation

      November 2013
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With all of the hype in the media
about government dysfunction, the IRS
has not been exempt from its own series
of scandals. 

In its recent past, it has been accused
of wasting money, wrongfully disclosing
taxpayer information and
targeting specific political
groups. And justifiably, many
taxpayers are beginning to
lose trust in “the system.”
But through these trials and
tribulations, there was
always a guidepost that tax-
payers (and advisors) could
rely upon to identify expected
IRS Procedure when a con-
troversy matter arises, name-
ly the Internal Revenue
Manual (“IRM”). 

Although the Internal
Revenue Code (and certain Treasury
Regulations) is given the force of law,
Tax Advisors have long recognized that
the IRM is the official guidance for IRS
personnel. It dictates the criteria for
IRS procedure during audit, examina-
tion and appeal. The IRM sets forth the
parameters for the administration of
tax, penalties and interest while provid-
ing a tangible delineation of IRS
requirements and expectations.

As indicated in the IRM:
“The IRM is the primary, official

source of IRS ‘instructions to staff’ that
relate to the administration and opera-

tion of the Service. The IRM ensures
that employees have the approved poli-
cy and guidance that they need to carry
out their responsibilities in administer-
ing the tax laws or other agency obliga-
tions.”1

The greatest benefit to the
IRM is its transparency. The
IRS employees are given
marching orders to follow the
IRM, and from its contents,
taxpayers could decipher
what to expect. They could
also determine where their
case results would resonate. 

In order to understand
how information can be dis-
closed and shared, a brief
primer is first needed to
explain how tax reporting of
foreign income is governed.

The Financial Crimes Enforcement
Network (“FinCEN”) is an agency that
operates separately from IRS (yet still a
part of the Department of the Treasury). 

FinCEN processes and enforces the
reporting of offshore financial data to
protect against money laundering and
terrorism. It handles Foreign Bank
Account Reporting (“FBAR”) matters
and Title 31 of the US Code governs its
guidelines. The FBAR form is a policing
tool and can be obtained by other gov-
ernment agencies without need for
prior authorization. On the other hand,
the IRS is a separate component of the

Department of the Treasury and is del-
egated to administer the nation’s
Income Tax laws. Its guidelines are
instead governed under Title 26 of the
US Code.

Despite the existence of a common
parent agency, it was understood that
information filed with the IRS was pri-
vate and information filed with FinCEN
was, for the lack of better word, public.
However as the US economy took a turn
for the worse, the government decided it
needed more money – a lot of money. It
began looking in new places to identify
additional sources of revenue, namely,
by asserting high penalties for failure to
report and disclose offshore accounts. 

But in the process of its pursuits, the
IRS has begun to stray from the very
rules it has established for itself. The
result has clouded the transparency of
tax audits and risks the creation of
additional taxpayer distrust. This past
summer, the US General Accounting
Office (“GAO”) had suggested that
Taxpayers who merely initiated “Quiet”
voluntary disclosures (just mailing defi-

cient tax filings outside of any
Disclosure Program) and “first-time” fil-
ers be pursued via data mining. 

There is a shortage of citable infor-
mation with recent Foreign Account
Disclosure Programs; particularly those
associated with the recent “Loud”
Disclosure submissions or “Quiet”
Disclosure investigations. This had bol-
stered the importance of the IRM as a
mechanism for navigating the unchar-
tered waters of FBAR controversy mat-
ters, particularly for taxpayers who
may now be pursued after the recom-
mendations from the GAO.

However, due to the shared need for
information, several questions emerge.
Do the Income Tax Auditors require
approval to pass your personal tax data
along to FBAR Auditors? Can FinCEN
obtain information for non-tax matters
without authorization? Currently, there
are information exchange arrange-
ments between the IRS and the State
tax authorities. But is it permissible for
the IRS to pass that information to
other federal agencies as well? And how
closely would the income tax returns
and/or IRS Income Tax Auditors find-
ings be used as a basis for establishing
willful conduct on FBAR violations?

Congress has instituted provisions 
in the Internal Revenue Code that
maintain the privacy of taxpayer data.2
As a result, Income Tax Auditors are

See TAX DATA, Page 16

Eric L. Morgenthal

Medicare Surtax on Investment Income: Analysis and Planning
This article is not about Medicare.

It’s about a new 3.8% income tax1 that
you and your clients will pay beginning
this year, 2013.

Welcome to the tax world of Alice in
Wonderland – a place where
we have never been and which
is mysterious in so many
ways. New Internal Revenue
Code Section 1411 draws
from many other areas of the
IRC, but the IRS is reluctant
to provide new definitions
needed in order to apply the
3.8% surtax on net investment
income. Come down the rab-
bit hole with me, and let's see
what we find.

This “new” tax is not so
new. It was enacted in 20102
as part of the Affordable Care Act to be
effective for the first time this year,
2013. The IRS issued proposed regula-
tions3 on November 30, 2012 and we
await final regulations which may have
been issued by the time you read this
article. 

Let’s begin by describing who is sub-
ject to the Net Investment Income Tax
(“NIIT”), also referred to as the
Medicare surtax.4 An individual unmar-
ried taxpayer is subject to the Medicare
surtax when his/her Modified Adjusted
Gross Income (“MAGI”)5 is greater than
$200,000. A married couple is subject to

the Medicare surtax when their MAGI
is greater than $250,000. A same sex
married couple whose marriage is recog-
nized in the state in which they were
married, and whose combined MAGI is

greater than $250,000, will be
subject to the Medicare sur-
tax instead of being entitled
to two-$200,000 thresholds.
But as for estates and trusts,
the threshold is significantly
lower. For 2013, the thresh-
old is $11,950 of taxable
income and, because of the
low threshold; estates and
trusts easily will be subject to
the 3.8% Medicare surtax.

If you expect to exceed the
threshold applicable to you
(or your client), keep reading.

What Is and Is Not 
“Net Investment Income”?

The tax is a tax on net investment
income. We will get to deductions later.

The following items have been
described as “buckets” (of investment
income) subject to the 3.8% tax.

Bucket 1: Interest, dividends, capi-
tal gains, annuities, rents, royalties,
etc. The gain on the sale of a principal
residence is subject to the Medicare sur-
tax only to the extent that the gain
exceeds the IRC Section 121 principal
residence exclusion (generally $250,000

for an unmarried individual and
$500,000 for a married couple).

Bucket 2: Passive activity income.
That is a tax “term of art.” In its sim-
plest form, it means income from an
activity in which the taxpayer does not
play an active role. For example, the
taxpayer furnishes the money to a per-
son (and becomes a partner or co-share-
holder) in a business in which the
money person is only an investor.
Income generated by the taxpayer from
this investment is ‘passive income’ and
will be subject to the 3.8% tax. Also, in

most cases, rental income is “passive
income.”

Bucket 3:Net gain that is attributable
to the disposition of property (an interest
in a limited liability company, a partner-
ship, or an S corporation) unless the
property is held in a non-passive activity
trade or business. Without getting into
the specifics, suffice it to say that a ‘non-
passive activity trade or business’ is one

Alan E. Weiner

Tax       Law
IRS Disclosure of Protected Tax Data

In the process of its pursuits,
the IRS has begun to stray
from the very rules it has
established for itself.

See SURTAX, Page 16
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Last year, I had the privilege as president-elect of shar-
ing the “true” tale of Wassail at our holiday celebration. As
it turned out, the origins of Wassail bore a striking resem-
blance to the events depicted in the holiday classic, It's a
Wonderful Life.

Fiction has often depicted how the world would be
altered, for better or worse, if history were to be changed.
The well-known premise of It's a Wonderful Life is that
many lives are changed dramatically for the worse by the
nonexistence of one good, caring person. Naturally, in my
Wassail version of the story, I cast Past President Frank
Yanelli in the Jimmy Stewart/George Bailey role because
he epitomizes these qualities for me. And now, a year later,
we join in mourning the loss of his beloved wife
Roberta, who faced her extended illness with
such dignity and courage.

Yet in our sadness, we also give thanks at
this special time of year for all that is good in
our personal and professional lives, including
this wonderful Bar Association of ours. So, I
thought that it might be interesting to look at
our professional home through the prism of
that classic holiday film: What if the Nassau
County Bar Association had never existed?

Without our Bar Association, the attorneys
who practice law in Nassau County never had
the opportunities for professional growth pre-
sented by our substantive law committees. Our
committees had been the backbone of our Bar
Association, and without them we were spine-
less. Lost with them were endless opportunities
for networking, legal education and developing
social relationships in the collegial environment of Domus,
well removed from the rough and tumble of the courtroom.

The many and varied educational opportunities offered
by our Academy of Law were never available to attorneys
in our community, to the great detriment of their clients.
While there were other CLE providers, none were nearly
as good or as economical as the $219 cost of the Domus
Scholar Circle.

Our powerful voice in assuring the quality of our judici-
ary through the dedicated and time consuming work of our
Judiciary Committee was forever silent. And there was no
NCBA to protect our interests and those of the public by
taking advocacy positions on legislation that affected us.

The 80 plus Mortgage Foreclosure free legal consulta-
tion clinics conducted by our Bar Association since the
recession of 2008 never happened, with drastic conse-
quences for many who lost their homes. Homeowners who
were devastated by Superstorm Sandy never had volun-
teer attorneys to turn to for advice because there were no
pro bono Superstorm Sandy Recovery clinics to help them
in their time of greatest need. There also weren’t any Pro
Bono Legal Fairs for the community. Those who spoke

English poorly or not at all found themselves particularly
at risk, as there were no BOLD clinics or Language Line
programs to ensure that language differences would not be
added to the substantial barriers that they already faced
in obtaining access to justice.

The public was entirely left to fend for itself in finding
quality, reasonably priced legal representation, as there
was no Lawyer Referral Information Service to provide
affordable consultations to prospective clients. Some didn’t
even try to consult with an attorney in matters where legal
representation was clearly warranted, sometimes with dis-
astrous consequences.

Without our Lawyer Assistance Program (LAP), there
was no help available to attorneys to deal with
the tremendous stresses of our profession,
which became worse and worse as the economy
unraveled, leading to depression, unpaid bills
and an increased use of alcohol and drugs.
Those affected included attorneys whom LAP
would otherwise have served who were not
NCBA members and who had not lived or
worked in Nassau County. The impact of LAP’s
absence was felt not only by them, but also by
their families and clients.

Millions of dollars were never raised for the
WE CARE Fund and distributed to our commu-
nity. As a result, a long list of charitable organ-
izations faced reductions in services to those in
need, or worse still, the prospect of closing their
doors altogether. There were no happy smiles of
gratitude and appreciation on the faces of those
who would have been invited to our

Thanksgiving Day Luncheon for Seniors, Gingerbread
University, Children's Holiday Festival and trips to the
ballpark with underprivileged children if WE CARE had
existed.

Finally, it shouldn’t come as a surprise that the public
image of attorneys in our community took a beating, and
false and unsavory stereotypes flourished in their place.
After all, there was no Bar Association to inform the media
of the many selfless acts of charity and pro bono activities
of those who would have been our members.

You see, George Bailey, you really had a wonderful Bar
Association. Don’t you see what a mistake it would be to
just throw it away?

Please join us for our Wassail celebration on Thursday,
December 12 at 6 p.m. It's an opportunity to celebrate all
that is good in our Bar Association and to look forward to
the year to come. Reservations are $20 per person.
Children under age 12 are welcome at no charge. Eat,
drink, share in the fellowship, be regaled by musical enter-
tainment, and hear President-Elect John McEntee present
the true tale of Wassail. 

Really.

By Scott M. Karson
The annual fall meeting of the 77,000

member New York State Bar Association
was held on October 31 – November 2,
2013 at the Bar Center in Albany, New
York. The Association’s policy-making
body, the House of Delegates, met on
Saturday, November 2, 2013, with
NYSBA President Elect Glenn Lau-Kee of
New York City presiding as Chair of the
House.  

The meeting of the House featured a
lively debate which focused on recent
amendments made by the Appellate
Divisions to Rule 6.1 of the New York
Rules of Professional Conduct, effective
on May 1, 2013. Those amendments in -

creased the aspirational number of pro
bono hours to be provided annually by all
lawyers from 20 to 50, and provided that
lawyers should aspire to make annual
financial contributions to organizations
that provide legal services to poor persons
in an amount at least equivalent to, inter
alia, the amount typically billed by the
lawyer (or the firm with which the lawyer
is associated) for one hour of time.  

Although the 50-hour goal and the bill-
able hour financial contribution goal are
aspirational, a concurrent amendment to
section 118.1(e)(14) of the Rules of the
Chief Administrator was enacted, requir-
ing lawyers to report on their biennial
registration forms: (a) the number of

hours that the lawyer voluntarily spent
providing unpaid legal services to poor
and underserved clients during the previ-
ous biennial registration period; and (b)
the amount of voluntary financial contri-
butions the lawyer made to organizations
primarily or substantially engaged in pro-
viding legal services to the poor and
underserved during the previous biennial
registration period. 

The debate was triggered by a seem-
ingly innocuous proposal by the NYSBA
Committee on Standards of Attorney
Conduct to amend the commentary to
Rule 6.1 to reflect the change in the aspi-
rational goal from 20 to 50 hours

COUNTING OUR BLESSINGS

NYS Bar Association Fall Meeting
Features Debate on Pro Bono

The Nassau Lawyer welcomes articles that are written by the members of the Nassau County Bar Association, which would be of interest to New York
State lawyers. Views expressed in published articles or letters are those of the authors alone and are not to be attributed to the Nassau Lawyer, its 
editors, or NCBA, unless expressly so stated. Article/letter authors are responsible for the correctness of all information, citations and quotations.
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Both the federal and state govern-
ments have equipped landowners with
the tools to preserve their property and
receive significant tax benefits. The
Conservation Ease ment Tax Incentive
is a promoter for landowners who want
to preserve their property, but who also
want to offset income with significant
tax deduction. 

Under the Internal
Revenue Code, a conservation
easement donor can deduct
the value of a qualified con-
servation easement, up to
30% of the donor’s adjusted
gross income per year, with a
five (5) year carry-forward of
any unused amount.1 The
Conser vation Easement Tax
In centive sweetens the deal
by allowing donors to deduct
up to 50% of their adjusted
gross income and extending
the carry-forward period from
five (5) years to fifteen (15) years.
Unfortu nately, this incentive is set to
expire in 2013 unless Congress extends
the time period or passes the
“Conservation Easement Incentive Act
of 2013,”2 which makes the incentive
permanent. 

A conservation easement is a volun-
tary and unique agreement between a
landowner and a qualified conservation

organization. The agreement restricts
particular development and uses on a
landowner’s property in order to perma-
nently preserve significant environ-
mental resources. 

On Long Island, and especially in
Nassau County, where overdevelop-
ment is causing detrimental effects to
our surface waters and groundwater,

the preservation of open
space is the most effective tool
for offsetting increased devel-
opment. When property is left
in its natural state, it pro-
vides a buffer to prevent
stormwater run-off from
entering our waterways.
Natural buffers soak up run-
off and filter out impurities
from fertilizers, and other
harmful pollutants that
would otherwise enter our
ground and surface waters. 

While there has been
some push by local governments to pur-
chase open space, recent economic
downturns have defunding these pro-
grams and left our remaining open
spaces vulnerable to unsustainable
development. The Con servation
Easement Tax Incentive allows private
landowners who love their property but
are concerned about overdevelopment

Preservation Pays Off

The Conservation
Easement Tax Incentive

“S” Corporations and
the Built-In Gains Tax
Taxation is an area that most practi-

tioners find intimidating because of the
intricacies of the Internal Revenue
Code, Treasury Regulations, and the
technical jargon used to describe trans-
actions and situations. While
taxation is undoubtedly com-
plex, it is important for an
attorney to understand the
fundamental concepts that
can affect a corporate client. 

Over the years, the
Subchapter “S” Corporation
(“S Corporation”) has played
an important role in choice 
of formation for a business.
However, if the S Corpor -
ation has had any history 
as a “C” corporation (“C
Corporation”), a concept
known as the built-in gains tax may
surface. This article will briefly explain
the important aspects of S Corporations
and offer an overview of the associated
built-in gains tax.

Overview of “S” Status
To understand the implications of

the built-in gains tax, it is important to
have some familiarity with “S” status.
An S Corporation is essentially a C
Corporation that elects “S” status.1
Electing “S” status combines the formal
structure of a corporation under state
law with a tax regime similar to that of

a partnership or limited liability com-
pany. Thus, income, deductions and tax
credits “pass through” to the sharehold-
ers of the S Corporation as opposed to
being taxed at the entity level, creating

only one level of tax for the
shareholders.2

To be eligible for “S” sta-
tus, the entity must meet
some basic requirements. The
electing entity must be a
domestic corporation with
only one class of stock.3
Additionally, the entity can-
not have more than 100
shareholders.4 These share-
holders must also be natural
persons5 and US citizens or
residents.6 Lastly, the IRC
excludes insurance compa-

nies, financial institutions, and domes-
tic international sales corporations
from electing “S” status.7

Major Differences Between S
Corporations and C Corporations
S Corporations differ from C

Corporations, particularly with respect
to the entity-level tax. The C
Corporation will pay tax on income it
generates, then, when the business dis-
tributes cash or property to its share-
holders, the shareholders will also pay
tax on the receipt of that cash or prop-

See INCENTIVE, Page 19

Beth Baldwin

Jon H. Ruiss Jr.

Tax       Law

See GAINS TAX, Page 15
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(although the rules themselves are the
exclusive province of the Appellate
Divisions, the commentary is provided
by NYSBA). However, former NYSBA
President Robert Ostertag of
Poughkeepsie rose in opposition,
emphatically noting that the rules
changes were contrary to established
NYSBA policy opposing mandatory pro
bono reporting, and had been imposed
without consultation with NYSBA.
Former President Ostertag opined that
the public dissemination of highly-per-
sonal information about contributions of
time and money by attorneys is patently
intrusive, particular to solo and small
firm practitioners in smaller cities and
towns and rural areas of the state. 

Although most of the speakers were
critical of the new rules and urged
NYSBA to take action against them, at
least one, Susan Lindenauer of the New
York County Lawyer’s Association and
former general counsel to the Legal Aid
Society of New York City, argued that
pro bono is not charity but a profession-
al obligation, and that 50 hours is not too
much to ask.

Ultimately, the motion to approve the
revised commentary to Rule 6.1 was
tabled, making it likely that the matter
will be revisited at the next meeting of
the House of Delegates in January 2014
during the NYSBA Annual Meeting in
New York City.

The House also approved the Report
of the NYSBA Special Committee on
Human Trafficking. This authoritative
and exhaustive report focuses on three
types of trafficking: labor trafficking, sex
trafficking and child trafficking.  

Regarding labor trafficking, the
report calls for the creation of a civil pri-
vate right of action; enactment of an
enterprise disclosure law requiring busi-
nesses with annual revenues exceeding
$100,000,000 to file an oath of non-
involvement with trafficking with the
New York State Department of Labor;
and providing monetary rewards and
whistleblower immunity to employees of
entities engaged in trafficking activities
and citizens who report suspected traf-
ficking which results in the prosecution
of those responsible.

With respect to sex trafficking, the
report recommends that section
70.02(1)(a) of the Penal Law be amend-
ed to classify sex trafficking as a class B
violent felony; that prostitution in the
third degree be included as a “designat-
ed offense” for purposes of expanding
eavesdropping and video surveillance
authority pursuant to CPL 700.05(8)(h);
creating an affirmative defense for traf-
ficking victims charged with offenses;
amending the Vacating Convictions Law

by expanding it to include non-prostitu-
tion offenses, eliminating the due dili-
gence requirements and developing uni-
form court rules to protect the identities
of trafficking victims; and expanding the
victim referral process to the New York
State Office of Temporary and Disability
Assistance for services to include
providers of social or legal services who
are well positioned to identify victims of
sex trafficking.  

As to child trafficking, the report calls
for the elimination of coercion as an ele-
ment of sex trafficking when a person
who is 19 years of age or older intention-
ally advances or profits from the prosti-
tution of a person under the age of 18; the
elimination of criminal prosecution of
minor victims of sex trafficking by rais-
ing the age of criminal responsibility for
such crimes to 18; making Family Court
orders of protection available to victims
of sex trafficking and sexual exploitation;
amending the child protective provisions
of the Family Court Act and Social
Services Law to explicitly include child
victims of human trafficking; improving
training for Family Court professionals;
and amending mandated reporter
requirements under the Social Services
Law to include human trafficking.

The House overwhelmingly approved
the report and recommendations, with
the exception of that portion of the
report dealing with orders of protection
in Family Court, which was withdrawn
by the Special Committee for further
consideration.

Finally, the NYSBA Nominating
Committee report to the House was
delivered by Former NYSBA President
and current Nominating Committee
Chair Stephen P. Younger of New York
City. Mr. Younger announced that
David P. Miranda of Albany had been
nominated as President Elect; Ellen G.
Makofsky of Garden City had been nom-
inated as Secretary; and Sharon Stern
Gerstman of Buffalo had been nominat-
ed for Treasurer. Nominees for the office
of Vice President for each judicial dis-
trict, for members at large of the
Executive Committee, and for delegates
to the American Bar Association were
also announced by Mr. Younger. These
nominees will stand for election at the
January 31, 2014 meeting of the House
in New York City and, if elected, will
assume office on June 1, 2014.       

Scott M. Karson is the Vice President of the
NYSBA for the Tenth Judicial District and
serves on the NYSBA Executive Committee
and in the NYSBA House of Delegates. He is a
sustaining member and former President of
the SCBA, a member of the ABA House of
Delegates, a member of the ABA Judicial
Division Council of Appellate Lawyers, a Life
Fellow of the New York Bar Foundation, a
Fellow of the American Bar Foundation and
Vice Chair of the Board of Directors of Nassau
Suffolk Law Services Committee. He is a part-
ner at Lamb & Barnosky, LLP in Melville.

NYS BAR ...
Continued From Page 4
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Impact of Windsor on Federal Tax Law
On June 26, 2013, in U.S. v.

Windsor1 the United States Supreme
Court held that Section 3 of the Defense
of Marriage Act (DOMA),2 which
excluded same-sex couples from the fed-
eral definition of “spouse,” was uncon-
stitutional. This decision
impacts virtually all areas of
law; Justice Kennedy, in his
majority opinion, noted that
there are over one thousand
federal statutes and regula-
tions which address marital or
spousal status, including
bankruptcy, criminal law,
Social Security and veteran’s
benefits. 

Certainly, one of the areas
which will be greatly affected
is federal tax law; indeed, the
controversy in Windsor itself
centered on a tax issue, the right of a
surviving spouse to claim the unlimited
federal marital deduction for estate tax
purposes. In the wake of this case, it
has been left to the various federal
agencies charged with administering
the federal laws to implement the
Court’s decision. 

In late August of 2013, the IRS
issued a Revenue Ruling3 providing
guidance on applying the Windsor deci-
sion to federal tax law. The IRS ruling
answered the most pressing questions
raised, and in general is quite taxpayer
friendly. As a result, qualified taxpay-

ers will be able to file refund claims for
years where the statute of limitations is
still open. It remains to be seen how
this federal interpretation will dovetail
with state taxation in states where
same-sex marriages are not recognized,

including those states that
allow civil union or similar
arrangements.

Bumps on the Path Ahead
There were two major

issues raised by the Court’s
opinion. First was the feder-
al treatment of same-sex
couples who were legally
married in one state, but
then moved to another state
where same-sex marriages
are not recognized. 

While Windsor over-
turned Section 3 of DOMA, which
defined “marriage” for federal purposes
to mean only a union between one man
and woman, this holding only applies to
states that have enacted legislation
legalizing same-sex marriages. Section
2 of DOMA, which permits states to
refuse to recognize same-sex marriages
performed in other states was not chal-
lenged and remains effective. As a
result, a valid same-sex marriage per-
formed and recognized in one state,
such as New York, need not be accorded
any legal status by another state. 

The Revenue Ruling noted above

holds that, for federal tax purposes, a
same-sex marriage which is validly
entered into in a state that authorizes
such marriage (the so-called “state of
celebration”) will continue to be respect-
ed regardless of the married couple’s
place of domicile. The IRS
relies on a 1958 Revenue
Ruling4 which had held that if
taxpayers entered into a com-
mon-law marriage in a state
which recognizes such mar-
riages, they would retain
their status as husband and
wife for federal tax purposes
even if they subsequently
moved to another state that
did not recognize such mar-
riages. 

The reasoning for both the
1958 ruling and the current
ruling is the need for uniformity in
administration of the federal tax law.
This uniformity would leave no doubt as
to the status of the marriage for federal
tax purposes, regardless of where the
couple is currently domiciled, and such
status will be consistent from year to
year.

Before Windsor, same-sex married
couples in states that recognized the
marriage, such as New York, were
treated as single for their federal
returns, even though they were
required to use a married status for
their state tax filings. From now on,

their married status will apply for both
federal and state purposes. 

This inconsistency still applies in
states that allow civil unions, registered
domestic partnerships and other simi-
lar arrangements which, while similar,

are not officially sanctioned
marriages. The revenue rul-
ing makes it clear that only
relationships denominated
under state law as “mar-
riages” will be recognized for
federal tax purposes. This
means that couples whose
status under state law does
not rise to the level of “mar-
ried” will still be considered
single for federal tax purpos-
es. 

However, a new inconsis-
tency arises; same-sex cou-

ples who were legally married in one
state, but now reside in a state that
does not recognize such marriage, are
now required to file under married sta-
tus for federal purposes, but will still be
deemed single for state tax returns.
This issue is further complicated by the
fact that many states piggy-back off the
federal return, using federal taxable
income as the starting point. Each state
will have to provide guidance to affect-
ed taxpayers. 

The second major issue raised was
whether the Windsor decision would be

Marc Ausfresser Michael A. Garcia

See WINDSOR, Page 20
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Member Activities
Farrell Fritz P.C. partner James M.

Wicks was named to the Top 100 New
York – Metro Super Lawyers list. Mr.
Wicks has been selected for inclusion on
the Super Lawyers list each year since
2008.

Steven Pegalis, Stephen Erickson,
Annamarie Bondi-Stoddard and
Sanford Nagrotsky, partners at
Pegalis & Erickson, were
named to the 2014 Edition of
The Best Lawyers in America.
Mr. Pegalis, who was named to
the list for the seventh time, is
also the author of American
Law of Medical Malpractice
(Volumes 1-3) and was recently
appointed as Dean Emeritus by
New York Law School where
he earned his Juris Doctor. 
Mr. Erickson, who also earned
his Juris Doctor from New
York Law School, is the found-
ing member of the firm and
concentrates his practice in
medical malpractice and personal injury
litigation. He has also been named to
the Best Lawyers list for the seventh
time and was named one of the Ten
Leaders of Long Island in Civil Trial
Law. Ms. Bondi-Stoddard is the firm’s
managing partner and was also includ-
ed on the Best Lawyers’ list for a sev-
enth time. She is the Dean of the New
York State Trial Lawyers Association
and has been honored by United
Cerebral Palsy of Nassau County. Ms.
Bondi-Stoddard is a former President of
the Long Island Women’s Agenda and
earned her Juris Doctor from Boston
University. Mr. Nagrotsky concentrates
his practice in plaintiff’s medical mal-

practice and earned his Juris Doctor
from State University of New York at
Buffalo. The firm was also recognized by
U.S. News as a Tier 1 “Best Law Firm.”

Salenger, Sack, Kimmel & Bavaro,
LLP received a Tier 1 Ranking in the
2014 Edition of U.S. News – Best
Lawyers’ Best Law Firms. Marvin
Salenger of the firm has also been
included in New York Magazine’s “Best
Lawyers” issue. Mr. Salenger and Jeff

Kimmel are included in the
Ten Leaders in Law series,
and are A-V rated by
Martindale-Hubbell’s Peer
Review.

Emily F. Franchina, a
partner at Franchina &
Giordano, P.C., was recently
honored by the Long Island
Arthritis Foundation at their
“Women on the Move” Gala
for her service to the commu-
nity. Ms. Franchina, a former
President of the Bar Associ -
ation and current Vice Chair
of Fellow of the New York Bar

Foundation, was previously named a
Super Lawyer for Elder Law and was a
recipient of the Juliette Law Award of
Distinction from the Nassau County Girl
Scouts.

Mark E. Alter, senior partner in the
Law Offices of Mark E. Alter, was named
to the 2013 Super Lawyers List in the
category of Personal Injury Litigation
(Plaintiffs). He is also a certified member
of the Top Trial Lawyers in America®
and earned his Juris Doctor from the
Touro College Jacob D. Fuchsberg Law
Center. Mr. Alter is a former Police
Officer.

Richard K. Zuckerman of Lamb &
Barnosky, LLP recently presented on the

Affordable Care Act to the Council of
Licensed Physiotherapists of New York,
Inc.

Jennifer Cona, managing partner,
and Melissa Negrin-Wiener, partner, of
Genser Dubow Genser & Cona recently
spoke at the 18th Annual Work/Life
Conference hosted by the National
Association of Mother’s Centers.

Ethan A. Kobre, a commercial litiga-
tion associate of Farrell Fritz, P.C. was
appointed to the junior board of directors
of the Alan T. Brown Foundation to Cure
Paralysis. Mr. Kobre has been involved
in the organization for several years, pre-
viously serving as chair of the event com-
mittee for the Foundation’s annual
Family Fun Day. The Alan T. Brown
Foundation offers education and preven-
tion regarding spinal cord injuries. 

Farrell Fritz P.C. received a Tier 1
Ranking by Best Lawyers and will be
included in the 2014 U.S. News – Best
Lawyers “Best Law Firms.”

Bond, Schoeneck & King, PLLC was
recognized in the 2014 U.S. News – Best
Lawyers “Best Law Firms” in the prac-
tice areas of Litigation (Labor &
Employment), Employment Law (Man -
agement) and Labor Law Management.
The firm also was recognized with First-
Tier Rankings in Education Law,
Employment Law (Management), Labor
Law (Management) and Litigation
(Environmental, Labor & Employment
and Municipal).

The Honorable Stephen L.
Ukeiley, Suffolk County District Court
Judge and editor of this column, was
appointed Acting County Court Judge,
effective January 1, 2014, and will be pre-
siding over Suffolk County’s Human
Trafficking Court.

New Partners, Of Counsel 
and Associates

Partners Joseph Asselta, David A.
Loglisci and Jason L. Rothman and
associate John M. Comiskey have
joined the Construction Law Department
of Forchelli, Curto, Deegan, Schwartz,
Mineo & Terrana, LLP. Mr. Asselta co-
Chairs the Department.

Elke Stoiber has been named Of
Counsel in the Real Estate and Com -
mercial Lending Practice Groups at
Certilman Balin. Ms. Stoiber, who con-
centrates her practice in commercial and
residential real estate, was named
Attorney of the Year by the Long Island
Development Corporation in 2008. She is
also a member of the Steuben Society of
America and provides pro bono services
for several organizations and serves as a
mentor in the Nassau County Academy
of Law and the Lawyers Involved with
Kids' Education programs. Ms. Stoiber
earned her Juris Doctor from Touro Law
Center where she was awarded the
school's award of excellence in Real
Estate Transactions.

Sandra N. Busellhas joined Davidoff
Hutcher & Citron LLP as a partner in its
Trusts & Estates Group. Maria F.
Galante and Dustin J. Cohen have
also joined the firm as associates. 
Ms. Busell is also a Certified Public
Accountant and serves on the board of
the Long Island Chapter of the American
Heart Association. She is a frequent lec-
turer and earned her Juris Doctor from
St. John’s University of Law.

Brian A. Sands has joined the Law
Office of Daniel M. Morrin in Mineola as
an associate concentrating in the areas 
of Workers’ Compensation and Social
Security Disability. Mr. Sands earned his
Juris Doctor from Touro College Jacob D.
Fuchsberg Law Center.

New Firms and Locations
The Law & Mediation Offices of

Harriette M. Steinberg has relocated to
675 Old Country Road, Westbury.

The Law Office of Louis Sternberg has
relocated to 775 Park Avenue, Suite 200-
12, Huntington. Mr. Sternberg concen-
trates his practice on matrimonial and
family law matters.

The In Brief section is compiled by the Hon.
Stephen L. Ukeiley, Suffolk County District
Court Judge. Judge Ukeiley is an adjunct 
professor at both the Touro College Jacob D.
Fuchsberg Law Center and the New York
Institute of Technology, and author of The
Bench Guide to Landlord & Tenant Disputes
in New York©.
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Hon. Stephen L.
Ukeiley

IN BRIEF

COMMITTEE REPORTS

Appellate Practice
Meeting Date: 11/19/13 
Chair: Jackie Gross

Committee member Thomas
Villecco, Esq., gave a presentation enti-
tled “Leaveworthy: The Art of
Certiorari Practice before the
New York Court of Appeals,”
and provided excellent “how-
to” tips on obtaining leave to
appeal and defending against
leave applications. 

Upcoming lunch meeting
scheduled for Tuesday,
January 14, 2014, at 12:30
p.m., with the anticipated lec-
ture entitled “Electronic
Resources for Appellate
Lawyers,” with a representa-
tive from Westlaw scheduled
to participate. All NCBA
members are welcome to attend.  

Matrimonial Law
Meeting Date: 11/13/13
Chair: John DiMascio, Jr.

Support Magistrates Diane M.
Dwyer and Elizabeth A. Bloom from
the Nassau County Family Court pre-

sented the CLE program entitled:
“Family Court: Where Divorce
Agreements May Encounter a Second
Life.” Magistrates Dwyer and Bloom
discussed problems that often arise
when separation agreements and stipu-
lations of settlement are challenged,
modified or enforced in Family Court,

and gave advice on how these
agreements can be better
drafted to avoid these prob-
lems in the future.  

The committee’s new
monthly meeting feature, “A
New Case from a New Face,”
was presented by Jacqueline
Caputo, Esq., who discussed
a recent Third Department
relocation case, Matter of
Michelle V. v. Brandon V.

Upcoming committee
meet ing is scheduled for
December 11, 2013, which is

the annual Holiday Party with live
music, buffet dinner and cocktails. 

Michael J. Langer

Michael J. Langer, an associate in the Law
Offices of Kenneth J. Weinstein, is a former
law clerk in the United States Court of
Appeals for the Second Circuit, and a former
Deputy County Attorney in the Office of the
Nassau County Attorney. Mr. Langer's prac-
tice focuses on matrimonial and family law,
criminal defense and general civil litigation.
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Tel: (516)747-4070 x. 219
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In the preceding years, many indi-
viduals sought to take advantage of the
estate tax exemption, which steadily
climbed from 1 million to 3.5 million 
to 5 million before the estate tax
Armageddon of 2013. 

But, consistent with any countdown
to Armageddon, tax life remained stat-
ic. And so, many individuals made large
gifts, completed massive estate plans,
filed their gift tax returns, and then
went on with their life. However, it is
the gifting season again and time once
more to think about that
enigma: Generation Skipping
Transfer Tax.

Which Transfers Get
Taxed?

Generation Skipping
Transfer Tax (GSTT) is a
minor part of the federal
transfer tax system and usu-
ally rears its head when the
taxpayer and his or her advi-
sor fails to anticipate its
application or allocates the
Generation Skipping Transfer
(GST) exemption incorrectly on the gift
tax return (Form 709). 

GSTT is a tax imposed on both out-
right gifts and transfers in trust to/or
for the benefit of individuals two or
more generations younger than the
donor. It is triggered in the most basic
sense when a grandparent makes a gift
to his or her grandchild, although it
becomes more difficult to decipher the
trigger when a trust is involved. 

In order to understand GST exemp-
tion allocation, we need to answer a few
questions: (1) who is the transferor? (2)
is the transfer for a skip or non-skip

person? and, (3) what triggered the
Generation Skipping Transfer Tax?

A transferor, quite simply, is a person
who gifts property (directly or by means
of a trust).1 A transferor can be a grand-
father who gives a grandchild a birthday
present, a spouse who exercises her
power of appointment over property that
qualified for the marital deduction, a
beneficiary of a trust who exercises,
releases or allows to lapse a general
power of appointment over property held
in trust, or parents who set up a dynasty

trust. When spouses consent
to a gift split, each spouse is
the transferor for GSTT pur-
poses as to one-half of the gift,
even if the non-donor spouse
split less than one-half of the
gift.2

A skip person is a natural
person who is at least two gen-
erations below the transferor
(grandchild, grandnephew,
grandniece, etc.), as long as
the deceased parent rule 
(IRC §2651(e)) does not apply,
or in the case of individuals

unrelated to the transferor, at least 37.5
years younger.3 A trust can be a skip per-
son if it has all of the trust interests
presently held by a skip person.4

Trusts that are not skip persons may
still be subject to GSTT when future
distributions and terminations occur
and may be considered an indirect skip,
which is any transfer of property (other
than a direct skip) subject to gift tax
made to a GST trust.5

A taxable distribution is any distri-
bution from a trust for a skip person
(other than a taxable termination or a

The GST Allocation Puzzle

See GST, Page 21

Moira A. Jabir

This Fall, the Department of
Education is launching a new initiative
to contact student loan debtors and
inform them of various repayment and
forgiveness options.1 One
such option is the income-
based repayment plan
(“IBR”), enacted by Congress
in 2007 as a response to
unprecedented rates of
defaulting student loans.2

Importantly, the federal
government and the main-
stream media scarcely men-
tion the personal income tax
consequences of IBR,3 yet
these tax consequences may
significantly affect a debtor’s
decision to use IBR as his or
her method of repayment.

IBR is a flexible, affordable payment
plan intended to assist student loan
debtors in meeting monthly payments.
As of July 1, 2009, IBR allows debtors 
to make monthly payments based on
the graduate’s gross income, without
regard to the total outstanding balance
of the debtor’s loans.4 Thus, debtors can
avoid default using IBR, even during
periods of unemployment or substantial
underemployment.

Under IBR, debtors are permitted to

make monthly payments equivalent to
15% of the difference between the
debtor’s adjusted gross income and
150% of the poverty line for the taxpay-

er’s family size.5 After 25
years of timely payments,
any outstanding balance,
including interest, is can-
celled.6 There is no require-
ment that the debtor work in
any particular field.7

Put simply, IBR allows
debtors to pay no more than
15% of “discretionary” income
toward student loans; after
300 monthly payments, the
remaining balance will be
forgiven, regardless of
whether the debtor works in
the public or private sector.

For most debtors, however, the for-
giveness of their student loan balances
under IBR will come with a significant
tax consequence: any amount forgiven
under IBR will be taxed to the debtor as
ordinary income. The Internal Revenue
Code broadly defines gross income as
“all income, from whatever source
derived.”8 This definition is followed by
a list of specifically enumerated items,
including “income from [the] discharge
of indebtedness.”9

In United States v. Kirby Lumber Co.
the Supreme Court confirmed that can-
celled indebtedness must be reported as
part of a taxpayer’s gross income
because “by becoming less
indebted, the taxpayer has
simultaneously become
wealthier, and therefore,
should be taxed on his or her
accession to wealth.”10 Kirby
Lumber still stands to this
day as the landmark case
regarding cancellation of
indebtedness income.

Section 108 of the IRC has
specifically provided several
exceptions that result in
exclusion of cancelled indebt-
edness from gross income.11
For example, gross income
does not include discharge of indebted-
ness when the discharge occurs in a
title 11 bankruptcy proceeding.12
Section 108(f) specifically excludes the
income from the discharge of federal
student loan indebtedness from gross
income, but only when the debtor works
for a certain period of time in public
service or for the public benefit, which
usually entails working for the federal
government, a state government, or a
501(c)(3) not-for-profit organization.13

Notably absent from the list of excep-
tions is income from student loan debt
forgiven under any other circum-
stances, including forgiveness pursuant

to IBR.14 Thus, cancellation
of indebtedness income from
the forgiveness of student
loans under IBR will be taxed
to the debtor as ordinary
income, resulting in a sudden
and potentially significant
personal income tax liability
to the extent of the debtor’s
marginal income tax rate.

Furthermore, the debtor
will not receive a correspon-
ding amount of cash with
which to satisfy the resulting
tax liability. This cash short-
fall is a concept known as

“phantom income,” a phenomenon more
commonly encountered in corporate and
partnership tax law.15 For debtors with
total outstanding balances close to the
reported national average of approxi-
mately $30,000,16 the amount of “phan-
tom income” recognized after 25 years
should not prove unmanageable, pro-
vided the debtors immediately secure
adequate employment after graduation
and remain employed for the duration

The Tax Consequences of Income-Based
Repayment of Student Loans

Marion D.
Livermore

Matthew Evan
Rappaport
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2013 - 2014

William J.A. Sparks
This month we are delighted to honor William J.A.

Sparks as the Pro Bono Attorney of the Month for his com-
mitment to the Nassau County Bar Association Mortgage
Foreclosure and Sandy Clinics and the pro bono
Foreclosure Settlement Conference initiative. His commit-
ment is consistently exemplified by his volunteering and
his ability to step up whenever we need him over the last
three years. 

For those of you unfamiliar with the Mortgage
Foreclosure Project and monthly foreclosure clinics, volun-
teer attorneys provide one-on-one consultations at our
monthly clinics to Nassau County homeowners concerned
about or facing foreclosure issues. Attorneys may also vol-
unteer as “Attorney of the Day” to represent homeowners
and/or provide information and assistance at court-man-
dated conferences in Supreme Court. 

Mr. Sparks graduated from Duke University School of
Law, and is admitted to practice in New York, New Jersey
and Florida. His career has included both  large firms such
as Dewey Ballantine Bushby Palmer & Wood as well as
Fortune 500 Corporations such as Olin and W. R. Grace &
Co. He has managed litigation teams responsible for han-
dling complex litigation and other corporate legal prob-
lems. His expertise includes product liability and tort liti-
gation management, Chapter 11 Reorganization as well as
focusing on legal ethics specifically involving internal
investigations and attorney client privilege. He has served
as Vice Chair of the Ethics Committee for the Nassau
County Bar Association.

Following his decades in law firms and as corporate

counsel, he recently became certified as a Mediator and
Arbitrator in order to serve on ADR panels and was also
appointed a Fee Arbitrator. 

Previously, Will taught as an Adjunct Professor of Law
at Pace Law School from 1984 through 1991 on Profes -
sional Responsibility and Ethics; and Products Liability.

In his spare time, Will has two show dogs and is active
in the sport of conformation. He has finished two Norwich
terrier champions and is currently working with Hugo (CH
Paradym Victor Hugo Get It) and Freddie (GCH CH
Foxwood Freddie Set Go). He is also a founding member
and contributor to AKC’s charitable Humane Fund whose
mission includes encouraging responsible pet ownership,
education and helping victims of domestic violence.  

Will volunteers because he thinks he can add value from
his corporate background. He wants to put years of experi-
ence to use, particularly in the court room, which he accom-
plishes through representing homeowners at the mandato-
ry conferences. He believes in the legal system and passes
on that positive approach to those homeowners and
lawyers with whom he comes in contact.

We are proud to acknowledge his generosity and assis-
tance to the community by honoring William J. A. Sparks
as the Pro Bono Attorney of the Month.

*Attorneys interested in working on any of these pro bono
efforts either at a Mortgage Foreclosure/Sandy Clinic, or at
Nassau Supreme Court Mandatory Conferences, can call
Gale D. Berg, Director of Pro Bono Attorney Activities at
NCBA or email her at gberg@nassaubar.org.

By Gale D. Berg, Esq.
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With all of the tax law changes that
were implemented at the beginning of
this year, and all of the talk in Congress
about a major overall in the Internal
Revenue Code in general, many of our
clients have asked if there have been
any significant changes in the regula-
tions that apply to tax deferred
exchanges under IRC §1031. 

Perhaps due to
recent shutdown
of the federal gov-
ernment and the
constant debate
over the debt ceil-
ing, both Congress
and the Treasury
Department have
left 1031 ex -
changes alone, at
least for now.
However, in the
last few years, the
United States Tax

Courts have decided several cases that
shed light on the issue of “qualified
use.”

In order for a property to be included
in a tax deferred exchange, it must be
held for “productive use in a trade or
business or for investment.”1 Both the
relinquished property and the replace-
ment property must be held for this
purpose. Property held purely for per-
sonal use will not qualify for tax defer-
ral under IRC §1031.2 Recent cases
suggest that this determination
involves intensive facts and circum-
stances analysis, and that bears and
violent brothers may pay pertinent
roles:

Goolsby v. Commissioner, TC
Memo 2010-64 (2010). The court found
that the Goolsbys did not hold the
replacement property acquired in their
exchange for investment, where:

• the Goolsbys moved into the prop-
erty two months after they acquired it; 

• the purchase of the property had
been contingent on the Goolsbys’ sale of
their primary residence;

• the Goolsbys closed on the sale of
their primary residence one month
before acquiring the replacement prop-
erty and moved in with their in-laws;

• prior to the acquisition, the
Goolsbys asked their qualified interme-
diary for guidance on whether and
when they could move in to the proper-
ty;

• two weeks after purchasing the
property, the Goolsbys obtained build-
ing permits to finish the basement;

• the only effort to rent the property
was to place an ad in the newspaper;
and

• the Goolsbys failed to research the
potential to rent the property or even
whether rental was permitted by the
home owner’s association;

Reesink v. Commissioner, TC
Memo 2012-118 (2012). The court found
that the Reesinks did hold their
replacement property for investment,
even though they moved into it eight
months after they acquired it in a 1031
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Home is where the heart is. This is especially true for
many older clients. But the home is not only a sentimental
centerpiece; it is also often a person’s most valuable asset.
For this reason, many have a strong desire to protect their
home’s value from the costly expense of long term care.
Achieving this goal, though, often requires a transfer of own-
ership of the property. 

Medicaid eligibility, in particular, often requires divest-
ment of assets1 and may impose a penalty period for trans-
fers made within the five years prior to entering a nursing
home.2 Any transfers made prior to the five-year look-back
period have no impact on Medicaid eligibility. There are sev-
eral different ways to effectuate the transfer of a senior’s
home while maintaining Medicaid eligibility and minimizing
tax consequences. 

Outright Transfer of Real Property 
The outright transfer of a residence with no consideration

is accomplished by signing a deed transferring full
ownership of the residence. This transfer method
offers the transferor little in the way of protection
and tax advantages. An outright transfer results
in the transferor’s loss of complete control over the
residence including the legal right to live there. In
addition, certain real estate tax benefits are lost,
such as STAR exemptions and veteran or senior
citizen tax exemptions. 

A residence transferred outright with no consid-
eration will also result in a loss of the benefit of the
capital gains exclusion. The US Code permits an
individual to exclude from gross income up to
$250,000 ($500,000 for a married couple) of the
gain from the sale of the primary residence when
certain requirements are met. To qualify for the exclusion,
the individual must have owned the home for at least two
years and lived in the home as his or her primary residence
for at least two years during the five year period prior to the
sale date.3

There are exceptions to this rule. For instance, an individ-
ual who entered a nursing home can still benefit from the
capital gains exclusion if he or she lived in the house for at
least one year during the five year period prior to the sale of
the house.4

With an outright transfer, the transferee takes the resi-
dence subject to the transferor’s basis, or the value of the res-
idence at the time the transferor purchased the residence
plus capital improvements. If the residence was not the
transferee’s primary residence for at least two years prior to
the date of sale, the transferee will not qualify for the capital
gains exclusion and will incur capital gains tax on the appre-
ciation of the residence using the transferor’s basis. The cap-
ital gains tax in this situation can be quite significant in
areas like Long Island, where housing values have appreci-
ated tremendously in the last 50 years. 

Bear in mind, as a completed gift, an outright transfer
requires the filing of a federal gift tax return even if no gift
taxes are due.5

Transfer Retaining a Life Estate
Retaining a life estate in a residence involves the prepa-

ration and signing of a deed from the homeowner, or life ten-
ant, to another individual, or remainderman. The deed trans-
fers the property to the remainderman and includes lan-
guage indicating the life tenant is retaining a life estate in
the property. 

This transfer method offers the life tenant more protection
and tax advantages than an outright transfer. A life estate
provides the life tenant with the right to live in the residence
for his or her lifetime and the life tenant retains his or her
property tax exemptions. The life estate cannot be terminat-
ed by a future sale without the consent of the life tenant. 

One drawback to a transfer retaining a life estate, from a
Medicaid eligibility perspective, arises when the residence is
sold during the life tenant’s lifetime. 

If the life tenant is receiving Medicaid benefits, or is about
to apply for such benefits, the portion of the pro-
ceeds attributed to the life tenant based upon his
or her current age must be paid to the life tenant.
The valuation of both the life tenant’s interest and
the remainderman’s interest in the property is
determined pursuant to Section 7520 of the
Internal Revenue Code, which requires the use of
Table S for valuation of a life estate interest. This
return of funds to the Medicaid applicant or recip-
ient can make the individual ineligible for
Medicaid benefits. 

Capital gains are also a concern when using the
life estate deed. If the residence is sold during the
life tenant’s lifetime, the life tenant can apply the
capital gains exclusion only to his or her portion of

the gain. The remainderman’s portion from the sale, howev-
er, will likely be subject to capital gains tax. 

For example, assume Mom purchased her home 40 years
ago for $50,000 and made no capital improvements. In 2008,
Mom transferred her residence retaining a life estate to her
daughter. In October 2013, Mom is 85 years old and the res-
idence is sold for $500,000. There is a gain of $450,000
($500,000 - $50,000 basis). 

Per IRS tables, the IRC § 7520 interest rate for October
2013 is 2.4% and the corresponding section of IRS Table S
indicates that an 85 year old owns a life estate interest of
13.235%. Mom’s interest in the residence is $66,175
($500,000 x 13.235%) and Mom’s basis is $6,617.50 ($50,000
x 13.235%). Mom applies her $250,000 capital gains exclu-
sion to her gain of $59,557.50 ($66,175 - $6,617.50), elimi-
nating capital gains tax for Mom. Daughter’s interest in the
property is 86.765% or $433,825 ($500,000 x 86.765%).
Daughter’s basis is $43,382.50 ($50,000 x 86.765%). 

Daughter has a capital gain of $390,442.50. Daughter can-
not benefit from the $250,000 capital gains exclusion unless
the property was her primary residence for at least two years
prior to the sale of the property. Depending on daughter’s
income tax bracket, she could pay as little as $0 in taxes on
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VIEWfrom the Refreshing Recollection – Let Me
Count the Ways ...

By Hon. Arthur M. Diamond
What trial lawyer worth his salt (I have no idea

what that means) has not gone through the time
worn exercise of refreshing his witnesses’ recollec-
tion: “Mr. Witness, please look at what’s
been marked as Plaintiff’s Exhibit 3 ... I
direct your attention to the third line ...
please read that to yourself and look up
when you are finished ... does that refresh
your recollection as to whether or not you
said anything to the police officer at the
scene of the accident?”

While that dance occurs in many court-
rooms everywhere every day, trial lawyers
should be aware there are several other
ways and circumstances under which a
witness’s memory can be refreshed. It may
be for either direct or cross examination –
the same principles apply. Remember that the
writing, in most cases, will not be independently
admissible, nor does it have to be and its contents
should not be disclosed to the jury. There are two
exceptions to those rules – past recollection
recorded and prior inconsistent statements.

Past Recollection Recorded
I particularly like the Court of Appeals case of

People v. Taylor,1 for its discussion of this issue.
In Taylor, a witness testified that two weeks after
an alleged rape of a neighbor in her mother’s
building the witness was visiting her mother.
While there she observed a man come to the vic-
tim’s door, knock and ask for the victim. There
was no answer and he left. The witness wrote
down the license plate number and called the
detective assigned to the case. He was not in and
so another detective took the message with the
license plate. When the case detective received the
message he was able to identify the car and sub-
sequently the owner who was then charged with
two rapes.

At the time of the trial, the witness had lost the
piece of paper with the license plate number on it
and she could not remember it. The first detective
to whom she gave the message testified that while
he recognized the message he gave to the carrying
detective to be in his handwriting, he said that he

had no recollection of writing it down. He said it
was his practice to be as accurate as possible in
taking messages. 

The court allowed the memo as evidence of past
recollection recorded. The Appellate Division
affirmed and the Court of Appeals reversed the

conviction. The court described the
requirements for admission of such
evidence: the witness observed the
matter recorded; the recollection was
fairly fresh when it was recorded; the
witness can testify now that the record
correctly represented his/her knowl-
edge and recollection when made and
the witness lacks sufficient present
recollection of the recorded informa-
tion. Here, the court held that the
requirements were not satisfied
because the recording detective had no

recollection of the information given by the wit-
ness nor any memory of making the memo. There
was no testimony to support the accuracy of what
the observer-sender accurately saw and therefore
it was error to admit testimony concerning the
license plate.

Prior Inconsistent Statements … 
Refreshing Recollection

When using a prior written inconsistent state-
ment of a witness, the contents may be read to the
jury so long as the statements regard a material
fact in the case. In a criminal case, you may not
read the prior inconsistent statements of your own
witness unless it is a sworn statement or signed
by the witness. I often encounter demands by
opposing counsel to see the document being used
before it is shown to the witness. I generally would
not allow inspection until the document is offered
into evidence. However, according to the New
York Evidence Handbook,2 opposing counsel has a
right to inspect it under these circumstances, cit-
ing People v. Gezzo.3

Practitioners should also be aware that an
adversary has the right to inspect writings used
by a witness before trial used by the witness  in
preparing to testify. These writings may also be
introduced at trial for the purpose of impeaching
the witness’s credibility. An excellent example of

this would be the medical malpractice action
Chabica v. Schneider4 where the Second
Department held that the defendant was entitled
to inspect a diary that plaintiff had kept  regard-
ing contacts with the defendant physician during
the time of treatment. At trial, the plaintiff testi-
fied that he had in fact read through the diary
prior to testifying. On the stand, the witness had
not used the diary to refresh his recollection but
the court held that opposing counsel had a right to
inspect the diary for the purposed of cross exami-
nation.(Note that the principle applies to docu-
ments used to refresh for the purposes of prepar-
ing for deposition as well.)

Impact of Privilege
Be aware that issues of privilege also may arise

here as well. For example, if the witness uses an
otherwise privileged document to prepare for trial,
what effect does that have on the privilege? Not
surprisingly, it depends on the contents.
Remember that CPLR 3101(d)(2) states, in sum,
that “materials otherwise discoverable ... and pre-
pared in anticipation of litigation or for trial by or
for another, or by or for that other party’s repre-
sentative (including an attorney...) may be
obtained only upon a showing that the party seek-
ing discovery has substantial need of the material
in the preparation of the case and is unable with-
out undue hardship to obtain the substantial
equivalent of the materials by other means.”
Generally, I believe that the privilege will be jeop-
ardized if the witness has refreshed his recollec-
tion with a document that has been prepared for
the litigation. On the other hand, where an attor-
ney has prepared a writing for the client-undeni-
ably work product – and the witness reviewed it
before testifying, the likelihood is the privilege
will remain intact. 

See you next column!
Hon. Arthur M. Diamond is a Supreme Court Justice in
Mineola. He welcomes evidence questions & comments
and can be reached at adiamond@courts.state.ny.us.

1. 80 N.Y.2d 1(1992)
2. Martin, Capra and Ross:, New York Evidence Handbook,
Section 6:13, at 604 (page) [1st ed. 1997]

3. 307 N.Y. 385 (1954)
4. 213 A.D.2d 579 (2nd Dept. 1995)
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erty. Since an S Corporation is a “pass
through” entity, one layer of that “dou-
ble tax” is removed. Accordingly, the
shareholders of the S Corporation will
only have to pay tax on the “passed
through” income.8 Each shareholder
will report the income based on his or
her pro rata share of ownership.9

Another major difference is the
treatment of distributions made to the
shareholders. Cash distributions made
by a C Corporation, are normally tax-
able.10 In this regard, C Corporations
have limited flexibility in distributing
cash to shareholders, which promotes
shareholders to distribute cash through
other means. For example, the owners
of a C Corporation may be motivated to
classify cash distributions as rent,
salary or interest. While this strategy
may be successful, the IRS scrutinizes
these “distributions” and may classify
them as taxable. Conversely, an S
Corporation provides a more flexible
approach to distributing cash to its
shareholders because cash distributions
are generally not taxable.11

Furthermore, when a C Corporation
distributes appreciated property to its
shareholders, the IRC treats this distri-
bution as if the corporation sold the
property to its shareholders for the
property’s then fair market value.12
This type of transaction results in tax-
able income for the corporation and the
shareholders. An S Corporation, howev-
er, is generally not taxed on such a
transaction.13

The Built-In Gains Tax
Hypothetically, if a C Corporation

converts its status to an S Corporation,
it may avoid immediate tax conse-
quences. In that case, all C
Corporations should convert if the
shareholders are willing to relinquish
C Corporation status to avoid the enti-
ty-level tax. However, the built-in
gains tax prohibits such gamesman-
ship.14

The built-in gains tax was enacted by
the 1986 Congress as part of the over-
haul to the IRC. Since S Corporations
are not taxed on the distribution of
appreciated assets,15 Congress was con-
cerned that some C Corporations would
convert to S Corporations, circumvent-
ing a layer of double tax in distributing
assets. Under URC § 1374, an S
Corporation that was formerly a C
Corporation is subject to an entity-level
income tax, at the highest C
Corporation tax rate,16 on disposition of
appreciated assets.17 Notably, the tax
will only result on the pre-conversion
gain lurking in assets. 

The threat of the built-in gains tax is
not interminable because it only applies
to the 10-year period starting from the
date of conversion, known as the “recog-
nition period.”18 In recent years,
Congress reduced the recognition peri-
od for the built-in gains tax.19 This
shortened recognition period is set to
expire at the end of 2013 if Congress
takes no action.

As an example of how the built-in
gains tax applies, suppose that XYZ,
Inc., holds an asset that has a value of
$10,000 and a basis of $5,000 and con-
verts from a C Corporation to an S
Corporation in Year 1. In Year 3, XYZ,
Inc. sells that asset for its then fair
market value of $15,000. There is a
total gain of $10,000 resulting from the
sale of the asset; however, part of that
gain, $5,000, is considered built-in gain
because it is the excess of the fair mar-
ket value over the basis at the time of
conversion. Assuming that the highest
corporate tax rate is 35%, XYZ, Inc.
shareholders will pay $1,750 in built-in
gains tax on the sale of the asset. 

The calculation for determination of
built-in gains can be quite complex. The
applicable Treasury Regulations pro-
vide a rigorous formula for determining
built-in gains. The goal of this calcula-
tion is to determine the net tax conse-
quences to the corporation in a hypo-
thetical liquidating sale of the entire
business.20

Navigating the Built-In Gains Tax
One significant issue that arises

with conversion is the appraisal of the
business’ assets. A higher fair market
value at the time of conversion risks
greater potential for built-in gains to
arise. To reduce the tax liability asso-
ciated with conversion, it is imperative
to obtain a proper appraisal of the
assets at the beginning of the recogni-
tion period. 

Proper appraisal will ensure that the
IRS cannot dispute amounts relating to
the appreciation of assets and increase
the built-in tax gains tax. The onus is
on the taxpayer to establish that a por-
tion of the gain on the sale constitutes
post-conversion appreciation.21 To
achieve a proper appraisal, the apprais-
er should possess the relevant qualifica-
tions for valuing assets in similar busi-
nesses and should also be familiar with
the IRC and the Treasury Regulations.
This will ensure that the IRS has little
room to dispute pre-conversion fair
market value.

Another issue that emerges in the
conversion is the sale of inventories.
Surprisingly, the built-in gains tax
applies to the sale of inventory during
the recognition period.22 Since the
built-in gains tax may apply to individ-
ual sales of products during the recog-

nition period, day-to-day operations
may trigger the built-in gains tax. 

This can create a serious problem for
an S Corporation not utilizing the “last
in-first out,” or LIFO, inventory system.
Generally, if the S Corporation does not
use LIFO, the corporation will be
required to treat the inventory items on
hand at the beginning of the recognition
period as the first items sold during the
recognition period. This means that if
inventories generally turn over at least
once each year, the gain lurking in
inventory may be subject to the built-in
gains tax.23

Yet another important concern that
arises in the conversion is the use of
favorable tax attributes. Throughout its
lifespan, a C Corporation may accumu-
late a number of tax attributes that can
be carried forward or back to lower its
tax liability. These tax attributes
include net operating losses, excess
charitable contributions or certain tax
credits. 

However, an S Corporation generally
cannot carry forward or back favorable
tax attributes.24 This is contrary to the
underlying policy of the built-in gains
tax, which is to treat the S Corporation
as if it remained a C Corporation. To
reconcile this disparity, the IRC allows
an S Corporation to use some of those
favorable tax attributes obtained as a C
Corporation to reduce the built-in gains
tax.25 However, it is important to note
that the IRC does not permit full use of
all favorable tax attributes, such as
excess charitable contributions.26
Practitioners advising a converted S
Corporation should be fully aware of
the favorable tax attributes that may
reduce potential built-in gains tax. 

Conclusion
The conversion to an S Corporation

may seem simple from a mechanical
standpoint, but the built-in gain lurk-
ing in the corporation’s assets may com-
plicate matters and subject the S
Corporation to an additional tax.
Attorneys representing business own-
ers wishing to convert or that have con-
verted in the past should take care in
planning dispositions of assets to mini-
mize the potential for built-in gains tax. 

Jon H. Ruiss, Jr. is an associate at Ruskin
Moscou Faltischek, PC, in Uniondale, and is
also a Certified Public Accountant.

1. See IRC 1362(a).
2. See IRC § 1366.
3. IRC § 1361(b).
4. IRC § 1361(b)(1)(A). 
5. IRC § 1361(b)(1)(B). See IRC § 1361(c)(1)(A),
(B) for exceptions.

6. IRC § 1361(b)(1)(C). 
7. IRC § 1361(b)(2).
8. See IRC § 1363. 
9. See IRC § 1366(a)(1).
10. See IRC § 301 et. seq. 
11. Some distributions to S Corporation share-

holders may be taxable. See generally IRC §
1368 and Treas. Reg § 1.368-3.

12. IRC § 301(b)(1).
13. See IRC § 1368.
14. See IRC § 1374. 
15. See discussion, supra.
16. IRC § 11(b). 
17. IRC § 1374(d)(7)(A). 
18. IRC § 1374.
19. See American Recovery and Reinvestment Act

of 2009, Pub. L. No. 111–5, 123 Stat. 115
(2009), and Small Business Jobs Act of 2010,
Pub. L. No. 111–240, 124 Stat. 2504 (2010).

20. IRC § 1374(b. See also Treas. Reg. §§ 1.1374-1
& 1.1374-2.
21. IRC § 1374(d)(3). 
22. Treas. Reg. § 1.1374-7(a).
23. See Treas. Reg. § 1.1374-7(b). 
24. IRC § 1371(b)(1). 
25. IRC § 1374(b)(2), (3). 
26. See IRC § 170(d)(2). 
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By Andrea M. Brodie 
The Young Lawyers Committee

(YLC) of the Nassau County Bar
Association is pleased to highlight
the achievements of Cory H. Morris,
Esq.  

As an associate with the Law
Offices of Frederick K. Brewington in
Hempstead, Cory H. Morris, Esq. rep-
resents clients in civil
rights litigation. 

In 2008, Mr. Morris
graduated from Adelphi
University with a
Bachelor of Science in
Criminal Justice. He also
graduated from Adelphi
University in 2010 with a
Masters in General
Psychology, with a con-
centration on forensic
psychology, substance
abuse and impulsive dis-
orders.

Mr. Morris graduated
cum laude from Touro College Jacob
D. Fuchsberg Law Center in 2012.
While at Touro, Mr. Morris was the
recipient of several awards and fel-
lowships:  Brian Lord Public Interest
Graduation Award, Berg Public
Interest Fellowship, and Howard
Glickstein Public Interest Fellowship.
Mr. Morris also participated in the
Civil Rights Clinic and interned with
the Suffolk County Chapter of the
New York Civil Liberties Union.  

He worked on challenging the

Suffolk County E-Verify legislation,
cell phone registry legislation, and the
expansion of and conditions in the
Suffolk County prisons. Additionally,
Mr. Morris participated in and con-
ducted “know your rights” workshops
for immigrants’ rights and students’
rights. 

Mr. Morris is admitted to practice
law in the State of New
York and in the Eastern
and Southern Districts.  

Mr. Morris is an active
and contributing member
of the New York State,
Suffolk County and
Nassau County Bar
Associations. Additi -
onally, Mr. Morris was
recognized by his peers for
his dedication and com-
mitment to public interest
and social justice. In
October 2013, Mr. Morris
was recognized with the

Equality Award from the Suffolk
County New York Civil Liberties
Union at their 50th Anniversary Gala.

The YLC congratulates Mr. Morris
on his accomplishments and contin-
ued commitment to social justice and
wishes him continued success in his
endeavors.

Andrea M. Brodie, Esq. is an associate 
at Abrams, Fensterman, Fensterman,
Eisman, Formato, Ferrara & Eineger, LLP
in Lake Success and Chair of the Young
Lawyers Committee.

YO U N G LAW Y E R O F T H E MO N T H

Cory H. Morris
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prohibited from freely sharing taxpayer
information with FBAR Auditors unless
a “Related Statute Memorandum” is
first obtained.3

This means it must first be estab-
lished that the Title 31 (FinCEN) viola-
tions are “related” to Title 26 (Income
Tax) violations before the income tax
data can be released. This was
premised on the belief that Agents
should not have carte blanche to peruse
any income tax return they would like
merely to identify its potential for
FBAR violations. In fact, the IRM sets
forth the repercussions for the privacy
violation itself:

Without a related statute determina-
tion, Title 26 information cannot be
used in the Title 31 FBAR examination.
Any such use could subject the persons
making the disclosure to penalties for
violating the disclosure provisions pro-
tecting Title 26 return information.4
These issues recently came to the fore-
front in Jon C. Hom Associates, Inc. v.

the United States.5
In Hom, the taxpayer argued that

the IRS should be precluded from shar-
ing information discovered during an
income tax audit with the FBAR
Investigator referred to and sought
damages for the unauthorized disclo-
sure. He also proclaimed that the priva-
cy protections under statute6 state that
the information exchange can only be
authorized for the collection of tax and
that FBAR “penalties” were not “taxes,”
per se. The taxpayer argued that the
IRS had even violated its own rules
because it allowed the release of his tax
information without the Related
Statute Determination required in the
IRM.

However, contrary to the IRM, the
court interpreted that 31 U.S.C. § 5314
(foreign transactions and bank
accounts) is intrinsically a related
statute to 26 U.S.C. § 6103 and operates
in furtherance of tax administration.
The court held that the administration
of tax included penalties for non-com-
pliant foreign reporting, and therefore
deemed the exchange and utilization of
information as permissible. It even set

aside the IRM violation by the IRS
employee under the IRS’ own guide-
lines, citing the longstanding position
that the IRM “confers no rights upon
taxpayers.”7

Taxpayers can no longer presume
that documents directed to the IRS are
for their eyes only. Despite the statuto-
ry protections instituted by Congress to
maintain taxpayer confidence, informa-
tion can be procured without authoriza-
tion under the guise of effectuating tax
administration by other divisions of the
Department of the Treasury. 

But then a question emerges…due to
the fact that the penalty under the
Patient Protection & Affordable Care
Act was classified a “tax” by the US
Supreme Court, will other agencies of
government likewise obtain the ability
to procure confidential tax return infor-
mation without notice to Taxpayers?
And in light of the recent GAO report
declaring the intent to pursue “Quiet”
FBAR filers, will reviewing Agents have
free reign to cross-check with the
income tax file(s) merely to scan for
instances of culpable conduct?

The holding in Hom sets a dangerous

precedent which spans beyond just the
sharing of information for enforcement.
It endorses the exposure of data to
unintended parties and reduces the rel-
evance of the IRM, the roadmap for
Federal Tax controversy matters.
Information sharing can trigger the ero-
sion of privacy protections. And like the
recent National Security Agency scan-
dal, it produces the impression to tax-
payers that the system lacks oversight
and limitation. Looking ahead, these
permissible privacy violations should be
watched very closely as the government
expands its involvement into the
administration of other areas in our
lives.

Eric L. Morgenthal, Esq., CPA, M.S.
(Taxation) maintains his Tax Law practice in
Melville specializing in International, Federal
and NYS Tax Controversy Matters. 

1. IRM § 1.17.2.3.5.
2. 26 U.S.C. 6103.
3. See IRM §§ 4.26.17.2 and 4.26.14.2.2.
4. See IRM 4.26.17.2
5. No. C. 13-02243 WHA, 2013 U.S. Dist. LEXIS
142818 (N.D. Cal. Sept. 30, 2013).

6. 26 U.S.C § 6103 (and the associated IRM sec-
tions).

7. United States v. Caceres, 440 U.S. 741 (1979).

that the taxpayer was operating.
The following types of income are not

considered to be investment income and
are not subject to the 3.8% tax:

1. Active trade and/or business
income.

a. The income must be earned in the
trade or business6 that the taxpayer is
conducting.

b. The income must be earned in the
ordinary course of the trade or business;
therefore, investment income earned by
the business would not be exempt from
the Medicare surtax.

c. The trade or business cannot be
passive to the taxpayer.

d. Income from the sale of an active
business in which the owner is not pas-
sive.

2. Distributions from qualified retire-
ment plans, including Individual
Retirement Accounts.

3. Municipal bond income. When in -
vestors consider the rate of return on
municipal bond income, they calculate
the interest rate that they would need
to generate to net to the interest rate
on the municipal obligation. Let’s say
that a municipal obligation pays 3%. A
taxpayer who is subject to the highest
individual rate of 39.6% plus the new
3.8% NIIT, for a total of 43.4%, would
need to purchase a taxable obligation
paying 5.3% to net to 3% tax free.
When you factor in the New York State
income tax rate, the investor must earn
more than 5.3% to net to the 3% tax
free rate.

4. Social Security; life insurance;
alimony; lottery and gambling winnings.

Deductions in Arriving at 
Net Investment Income

It makes sense that investment advi-
sory and brokerage fees would consti-
tute a valid deduction to reduce NII;
however, it’s not that simple because the
IRC requires that most miscellaneous
itemized deductions be reduced by what
is referred to as a 2% floor, i.e., reduced
by 2% of AGI before allowing it as a mis-
cellaneous itemized deduction. 

Note that if the taxpayer is subject to
the dreaded alternative minimum tax
(“AMT”), which most New York State
homeowners are, that negates a tax ben-
efit for the deductible portion of the mis-

cellaneous deductions; however, it still
will be allowed as a deduction (to the
extent that it exceeds 2% of AGI) in cal-
culating the NIIT. 

Deductible investment interest ex -
pense is a valid deduction for NIIT pur-
poses.

Here’s something new. State and
local income taxes attributable to net
investment income reduces the NIIT.
Ah, but how is the allocated amount cal-
culated? Per the proposed regulations,
it’s calculated on a ‘reasonable’ basis but
the starting point for determining what
is ‘reasonable’ is, according to the pro-
posed regulations, the deduction on the
tax return being filed on the cash basis
(i.e., the amount of state and local taxes
paid in the calendar year). 

Many commentators have opined
that a more reasonable starting point
should be the tax expense calculated on
the taxpayer’s state and local tax
returns being filed for the calendar year
(similar to the calculation of the credit
on the New York income tax return for
taxes paid to another state). 

Pre-2013 (as well as current and
future) net passive loss carryforwards
reduce net passive net investment income
in 2013 and thereafter but net operating
losses, no matter when incurred, do not
reduce net investment income on the the-
ory that the NOL cannot be allocated to a
specific type of income. 

The IRS uses “difficulty” as a reason
for not allowing the net operating loss
carryforward to be factored into the cal-
culation of net investment income. The
New York State Society of Certified
Public Accountants commented to the
IRS state that “...it would be possible to
track the portion of an NOL allocable to
a net investment loss without creating
rules that would be unduly complex and
not administrable.” Other organizations
have submitted similar comments. 

Although the net operating loss carry-
forward, for the time being, cannot be
used to reduce NII, an NOL carryforward
can be used in calculating the current
year’s AGI (perhaps to bring the taxpay-
er’s AGI below the applicable threshold
and avoid having to pay the NIIT).

Estates and Trusts
Fiduciaries have the responsibility to

consider the interests of both the income
beneficiaries and the remaindermen
when making discretionary decisions.
Beginning in 2013, the ordinary and

capital gains (and qualified dividends)
income tax rates on estates and trusts
have increased (to 39.6% and 20%,
respectively) and, because of the low
threshold, as noted earlier, estates and
trusts easily will be subject to the 3.8%
Medicare surtax. 

The NIIT is an additional danger
area for fiduciaries’ decision making.
While the taxes on estates and trusts
can be minimized by making distribu-
tions to beneficiaries who are eligible
for a higher threshold before becoming
subject to the Medicare surtax, the
fiduciary needs to consider state law
(e.g., as a general rule, capital gains do
not flow through a beneficiary except
in the year that the estate/trust is ter-
minated); the governing document
(which may contain prohibitions on
specified distributions); and the
grantor’s intent. 

Also, state and local (e.g., New York
City) income taxes imposed on the recip-
ient beneficiaries may be a considera-
tion when deciding whether to make 
distributions where the estate/trust is in
a state without an income tax.
Additionally, beneficiaries who have
capital loss carryforwards may want the
capital gains to be distributed, if possi-
ble, since they will not incur the 20%
capital gains tax and 3.8% NIIT (where-
as gains trapped within the estate/trust
will incur the 20% capital gains tax and
3.8% NIIT). Their share of the capital
gains will be offset by their capital loss
carryforwards.

Some disadvantages to beneficiaries
receiving discretionary distributions,
and the taxable income resulting there-
from, include a higher adjusted gross
income which, inter alia, increases the
2%/3% floors on itemized deductions;
has an effect on Roth and traditional
IRA contribution limitations; has an
effect on the amount of taxable Social
Security; and has an effect on the oft-for-
gotten calculation of Medicare premi-
ums of ‘high earners.’

On August 7, 2013, the IRS issued, in
draft form, the one-page Form 8960,7
Net Investment Income Tax-Indivi -
duals, Estates, and Trusts. The form
makes numerous references to “see
instructions.” The instructions are not
expected out until after the regulations
are finalized later in the year.

Further Guidance on the NIIT
The IRS has issued Q & A’s which

are understandable.8 Also, many well-
written articles have been published
on the subject and many organizations
(including the American Bar
Association and the New York State
Bar Association) have submitted com-
ments to the IRS with suggestions as
to how the proposed regulations should
be changed.

The benefit to reading the comments
is that they highlight the problems with
interpreting the law and alert you as to
matters that might be of interest to you.
There also are sites, such as Google, to
help you search for information of use to
you.

Conclusion
Re-evaluate Federal tax estimates

and alert the client if the 2013 Federal
tax estimate should be increased or if a
larger Federal tax balance will be due in
April 2014.

… and finally, death cures the
Medicare surtax (and capital gains tax)
on gains unrecognized at the time of the
death of the decedent (because the tax
basis of most9 assets is re-valued at
death).

Alan E. Weiner, CPA, JD, LL.M. is Partner
Emeritus of Baker Tilly (formerly Holtz
Rubenstein Reminick) and was its founding
tax partner (1975). He served as the 1999-
2000 President of the New York State Society
of CPAs. He is the author of All About Limited
Liability Companies and Partnerships and
DFK International’s Worldwide Tax Overview.
1. The statute also imposes an additional tax of
.009 on certain employees and self-employed
individuals’ earned income. This article is limit-
ed to the surtax on net investment income.

2. See 26 U.S.C. § Subtitle A. IRC § 1411 provides
that it shall apply to taxable years beginning
after December 31, 2012.

3. 77 Fed. Reg. 234 (Dec. 5, 2012).
4. Although commonly referred to as the Medicare
surtax, the 3.8% tax collected is not earmarked
for the Medicare Trust fund. Also, none of the
3.8% tax is deductible either as a medical
deduction or as part of the self-employment tax
deduction.

5. MAGI is the taxpayer’s normal adjusted gross
income on the Form 1040 plus income earned
by the taxpayer while working outside of the
country if the income is eligible to be excluded
from taxable income under IRC section 911. 

6. The proposed regulations do not define “trade
or business,” something that the IRS is reluc-
tant to do. The IRS has said to look at cases
and other regulations and perform a 'facts and
circumstances' test.

7. http://www.irs.gov/pub/irs-dft/f8960--dft.pdf
8. http://www.irs.gov/uac/Newsroom/Net-
Investment-Income-Tax-FAQs

9. ‘Income in respect of a decedent’ (i.e., income
earned before death but not yet collected, such
as rental income) is not re-valued at death.

TAX DATA ...
Continued From Page 3

SURTAX ...
Continued From Page 3
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To discuss your information needs and how 
we can help, call Federal News Service at  
(800) 211-4020, (202) 216-2801 or email us 
at sales@fednews.com
Use referral code: H2D002

FNS is a service provided by The Dolan Company, publisher of Lawyers Weekly, The Daily Record, 
Long Island Business News, Lawyers USA, New Orleans’ City Business, The Journal Record, Idaho 
Business Review, Daily Journal of Commerce, The Daily Reporter, Finance & Commerce, The 
Mecklenburg Times, Wisconsin Law Journal and Minnesota Lawyer.

Know what 
they say… 
before the 
“spin!”

 

    

  

 

 

 

    

 

 

Sorting through daily political and governmental news is hard to do. 
Inaccuracies, reporting delays, multiple sources and “the spin” too 
often make it tough for you get to the facts. Unless you go to the 
source!  Federal News Service delivers verbatim transcripts of key 
hearings, speeches and events.

Key Features of the Transcripts Database Service:
 Fast, accurate and complete transcripts of the actual words spoken 

 Interviews and speeches by newsmakers and presidential candidates

 Gavel-to-gavel testimony of Congressional hearings and key press 
conferences

 Broad Foreign Affairs coverage in addition to transcripts related to  
the Middle East

 More than 262,000 searchable transcripts in our archives for your 
research needs

INTRODUCING FNS, TRANSCRIPTION DATABASE SERVICES
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Contributions may be sent to: NCBA, Attn: WE CARE, 15th & West Streets,
Mineola, NY 11501 or at: www.nassaubar.org

We Acknowledge, with Thanks, 
Contributions to the WE CARE Fund

Donors In Honor Of
Christopher T. McGrath Steven Eisman’s daughter Alexandra passing the Bar
Peter Panaro Hon. Joy Watson’s election to District Court
Peter Panaro Hon. Hope Zimmerman’s election to Supreme Court
Peter Panaro Hon. Patricia Harrington’s election to County Court
Peter Panaro Hon. David Sullivan’s election to County Court
Lois Schwaeber Nicole Vaughn finishing the Chicago Marathon
Ellen Birch/ The following women being named 
Realtime Reporting, Inc Long Island's Top Most Influential Women for 2013:

Kathleen Deegan Dickson
Florence M. Fass
Loretta Gastwirth
Mickee Hennessy
Elizabeth Kase
Cheryl Korman
Domenique Camacho Moran
Linda M. Olivia

Donors Speedy Recovery
Joanne & Frank Gulotta Jr. A. Thomas Levin
Joanne & Frank Gulotta Jr. William Levine
Christopher T. McGrath William Wingertzahn

Donors In Memory Of
Hon. Leonard B. Austin Stuart Kirschenbaum, husband of Hon. Meryl Berkowitz
Elena Greenberg Howard & Rita Fass
Hon. John G. Marks Kelly Rich, wife of Dave Rich
Ellen Rosen Carol Polk, sister of Joseph Resop
Hon. Peter B. Skelos Lewis Hall, brother of Hon. L. Priscilla Hall, Assoc Justice 

App. Division 2nd Dept.
Hon. Peter B. Skelos Olympia Angelis, mother of Effiz Vogel, Principal Ct. Clerk

Nassau County Supreme Court
Jill Stone Robert Quimpo, father of Jen Quimpo

General

WE CARE

Emily Franchina & Mary Giordano
Elaine Leventhal

Hon. Denise L. Sher
WE CARE Advisory Board

In Honor Of Hon. Carnell Foskey’s Appointment As County Attorney 

22001133
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In Memory Of Hon. Joseph Goldstein
Freda R. Eiberson Hon. Andrea Phoenix Hon. Peter B. Skelos

In Memory Of Noreen Phelan, Wife Of Hon. Thomas P. Phelan
Steven Eisman
Stephen Gassman
Hon. Marilyn Genoa

Alan B. Hodish
Christopher T. McGrath
Hon. Peter B. Skelos

Vessa & Wilensky
Hon. Ira A. Warshawsky

In Memory Of Anne M. Randisi, Mother Of Martin P. Randisi

Hon. Leonard B. Austin
Hon. Ruth C. Balkin
Gale D. Berg
Aaron Britvan
Pat Carbonaro
Steven Eisman
Stephen & Meryl Gassman
Douglas Good
Alan B. Hodish

Kathy Hopkins
Barbara Kraut
Elaine Leventhal 
Hon. John G. Marks
Kenneth L. Marten
Christopher T. McGrath
Officers and Board of Directors 
of NCBA

Hon. Sondra Pardes

Susan Katz Richman
Ed & Lynn Robinson
Hon. Denise L. Sher
Hon. Peter B. Skelos
Michael Solomon
Hon. Elaine Jackson Stack
Staff of NCBA
Hon. Joy Watson
WE CARE Advisory Board

Harry Damm
Elena Greenberg

Marc W. Roberts
Elihu I. Rose

Armand T. Teppening
John Zenir

In Memory Of Ellen Bernard, Mother Of Sandra Stines
Roberta Kaufman
Carol Lewisohn

Ellen Pollack
Hon. Elaine Jackson Stack

In Memory Of Family Court Attorney/Referee Patricia E. Doyle
Friends and Colleagues in the Nassau County Family Court

Amy Arnberg
Harrison Arnberg
Howard Arnberg
Jackson Arnberg
Brett Bennett
Lexi Bennett
Hon. Stacy & Chuck Bennett
Daniel Bornstein
Kenneth Bornstein
Ivan Chesler
Meredith Chesler
Susan Deith
Marni Schlissel
Denenberg
Ethan Denenberg
Maddie Denenberg
Zoe Denenberg

Ian Dinnall
Alexandra Eisman
Steven Eisman
Alexandra Gann
Samantha Gann
Amanda Gherardi
Chris Gherardi
Gabrielle Gherardi
Lisa Gherardi
Olivia Gherardi
Karen Goldberg
Hon. Ellen Greenberg
Sarika Kapoor
Jordan Karafiol
Kim Karafoil
Joshua Kotin
Michael Kotin

Sidney Kotin
Zachary Kotin
Ken Landau
Peter Mancuso
Katie McGrath
Barbara Mitchell
Victoria Phoenix
Addison Ratner
Michael Ratner
Jerry Scharoff
Steve Schlissel
Ashley Schmidt
Donna Schmidt
Marissa Schmidt
Hon. Denise L. Sher
Hon. Peter B. Skelos
Donna Stern
Michael Stern

Marc Gann
Christopher T. McGrath

Timothy Aldridge
David Denenberg

Jeffrey Halbreich
Patricia Strom

WE CARE wishes to especially thank
Garden City Caterers/James Poirot and Chef Gerard D’Amico

WE CARE wishes to thank
Hon. Andrea Phoenix, Chair

Elaine Leventhal
and the following volunteers who helped set-up and serve on Thanksgiving Day

With Special Thanks to

Steven Eisman
Elaine Leventhal
Hon. John G. Marks

Susan Katz Richman
Hon. Denise L. Sher

Hon. Peter B. Skelos
WE CARE Advisory Board

In Memory Of Roberta Yannelli, Wife Of Hon. Frank E. Yannelli



WE CARE’s Second Annual Art
Show and Cocktail Party is scheduled
for Thursday evening, February 13,
2014, just in time for you to select an
appropriate gift of art for your special
someone. Save this date!

The First Annual ARTrageous event
was a smashing success. More than 50
artists and photographers participated
in our first art show, which offered
more than 100 works of art for sale.
Many of these were donated, providing
WE CARE with 100% of the sale price
as a donation. For those artists who
chose to consign their work, WE CARE
shared 50% of the sale price with the
artist.

The event committee has promised a
lavish cocktail party with a wonderful
assortment of local wines. The cost of
the event is $75 per person or $100 per
person with a credit of $50 on any work
of art purchased by that guest. 

If you are an artist or know someone

who is, tell that person about
ARTrageous, suggest they join with
their fellow professional and amateur
artists to assist WE CARE in its char-
itable work; and, at the same time,
introduce themselves to the local com-
munity. Every artist who submits
work will be invited to be our guest at
the event and provide brochures or
information about themselves or their
studio.

Be sure to make note of the date –
Thursday, February 13, 2014. An invi-
tation will be on its way to you short-
ly – via email or snail mail – and we
hope you will respond early. Bidding on
the art is by silent auction and great
bargains are possible for the shrewd
shopper.

WE CARE Fund is the charitable
arm of the Nassau County Bar
Association, created 25 years ago to aid
the underserved populations of Nassau
County, principally children, the sick,

elderly and impoverished. Since its
beginning WE CARE has awarded
grants to charities of more than
$4,000,000. ARTrageous is one of the
WE CARE Fund’s events that seeks

your support for our mission.
Contact Sheryl Palley-Engel at the

Bar Association (516) 747-4070 for
more information and an application to
participate.

and the health of future generations, to
permanently protect their land while
enjoying significant tax benefits. On
Long Island, where property values are
high, this deduction can result in signif-
icant tax savings.

Federal Tax Benefits
In 2006, through the Pension

Protection Act,3 Congress encouraged
the donation of conservation easements
by increasing the deduction from 30%
to 50%, and extending the carry-for-
ward period from five years to fifteen.
This incentive widens the taxpayers
that could benefit from the donation.
While this incentive has help preserve
thousands of acres across the country,
the law sunsets periodically and is
scheduled to sunset once again on
December 31, 2013. 

The federal tax benefits are depicted
in the following example. A donor with
an Adjusted Gross Income (AGI) of
$500,000 who donates an easement
with a conservation value of
$3,500,0004 could deduct $250,000
(50% of AGI) each year for a total of 13
years. This deduction could create sig-
nificant federal income tax savings for
landowners with income. 

New York State Tax Credit
In addition to the federal tax benefits

for donating a conservation easement,
there is also an annual New York State
tax credit that is worth mentioning. This
credit offers New York taxpayers whose
land is restricted by a conservation ease-
ment an annual state income tax credit
of up to 25% of the school district, coun-
ty and town real estate taxes paid on the
restricted land, up to an annual maxi-
mum of $5,000 per taxpayer. 

In order to qualify for this credit the
easement must be voluntarily donated
and comply with the requirements of
IRC § 170(h). Moreover, the easement
must be filed with the Department of
Environmental Con servation. 

Finally, unlike the federal deduction,
this credit applies to easements donat-
ed prior to the 2006 enactment of the
credit and stays with the property. In
other words, future owners of the prop-
erty would benefit from the qualified
easement even though they did not
donate the easement. 

Donation Requirements
There are a few things to think about

when discussing an easement donation
with a client, as the IRC has specific
requirements when seeking a charita-
ble income tax deduction for donating a
conservation easement. These require-
ments can be found in IRC § 170(h).

The IRC provides the donor of a
“qualified conservation contribution”5
to a “qualified organization”6 exclusive-
ly for “conservation purposes”7 is enti-
tled to a deduction. According to the
IRC, a conservation easement is a qual-
ified conservation interest when the
conservation easement is granted in
perpetuity.8 While this requirement is
daunting to many landowners, it should
be noted that conservation easements
can be tailored to accommodate a
landowner’s current and future needs. 

For example, if the landowner antic-
ipates subdividing out two lots in the
future in order to give to each of his two
children that right can be written into
the easement. Does the landowner
want to add a pool down the road? Or
what about an addition to their existing
house? All of these things should be
considered and discussed with the
landowner prior to entering into the
easement, keeping in mind that the
more rights reserved for the landowner
the less the conservation easement
value.

Also important are the conservation
values of the property that are being
preserved. The IRS looks to this in
establishing the purpose of the ease-
ment. The IRC defines what a qualify-
ing purpose is. According to Section
170(h)(4), qualifying purpose can be
described in four separate categories
generally: (1) outdoor recreation or edu-
cation for the general public; (2) protec-
tion of a relatively natural habitat; (3)
the preservation of open space; or (4)
the preservation of historically impor-
tant land or certified historic structure. 

When drafting conservation ease-
ment agreements, the “qualified pur-
pose” should be clearly stated. Many
landowners mistakenly think that
donating a conservation easement over
their property will open their land to
the public. This is not usually the case.
Most easements do not require public
access, and actually granting public
access may be an infringement of the
conservation purposes, such as protec-
tion of a specific natural habitat. 

Other matters to consider when con-
templating a conservation easement
are the value of the conservation ease-
ment. The IRS requires that the value
of the easement be established by a
“qualified appraisal”9 which shall be
conducted by a “qualified appraiser.”10
A qualified appraisal, among other
things, must include a description of
the property and the method of valua-
tion used to determine the fair market
value.

It should be noted that the appraisal
cannot be completed more than 60 days
prior to the date of the gift and must be
completed no later than the due date for
the landowner’s federal tax return for
the year in which the gift was made.
Form 8283 needs to be signed by the
appraiser to support the donation by
the landowner and should be submitted
with the appraisal. 

Also, when contemplating an ease-
ment donation, any mortgages on the
property will need to be subordinated to
the easement in order to protect the
perpetuity requirements of the deduc-
tion. Treasury Regulation Section
1.170A–14(g)(2) states that “no deduc-
tion will be permitted ... for an interest
in property which is subject to a mort-
gage unless the mortgagee subordi-
nates its rights in the property to the
right of the qualified organization to
enforce the conservation purposes of
the gift in perpetuity.”

The Conservation Easement
Incentive and the New York State tax
credit are valuable tools available to

landowners looking to protect the con-
servation values of their property while
simultaneously receiving significant
tax benefits from the donation. As each
landowner’s situation is unique, the
landowner’s advisors should thoroughly
review any future uses or development
on the property. Also, it is important
that the strict requirements are
adhered to when donating an easement
because the IRS may deny the deduc-
tion. 

Elizabeth Baldwin is the Associate Director
and Counsel for the North Shore Land
Alliance, a not-for-profit land trust located in
Old Westbury. For more information regard-
ing conservation easement donation or the
North Shore Land Alliance, contact the Land
Alliance at (516) 626-0908 or e-mail Beth at
bbaldwin@northshorelandalliance.org.

1. IRC §170
2. H.R. 2807.
3. The enhanced incentive was created in the
2006 Pension Protection Act, extended through
2009 in the 2008 Farm Bill, through 2011 by
section 723 of H.R. 4853, and through 2013 by
section 206 of H.R. 8. 

4. Conservation Value is determined by deter-
mining the value of the entire property and
deducting the value of the property with ease-
ment. The difference between the two values is
the conservation value. For example, a proper-
ty with an appraised value of $5,000,000 who
donates a conservation easement thereby
reducing the appraised property value to
$1,500,000 has a Conservation Easement
Value of $3,500,000. 

5. IRC § 170(h)(1).
6. IRC § 170(h)(3).
7. IRC § 170(h)(4).
8. IRC § 170(h)(2)(C). 
9. IRC § 170(f)(11)(E)(i).
10. IRC § 170(f)(11)(E)(ii).
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INCENTIVE ...
Continued From Page 5

WANTED

ARTISTS and ARTWORK

 

ARTrageous at the BAR
an Art Show & Cocktail Party

Thursday, February 13, 2014

      6:00 p.m. at Domus

 
WE CARE is looking for artists who wish to 

donate works of art for sale or consignment (50/50).

 Paintings, photography, pastels, prints...No sculptures, please.

Art from members’ collections is also sought.

Send a photo, along with the size and medium of the donated

or consigned art to wecare.artrageous@gmail.com  

“On the eve of Valentine’s Day”

ARTrageous is Coming!

 



retroactive or only apply moving forward. The
Revenue Ruling offers a favorable solution – providing
prospective application, effective September 16, 2013,
so that same-sex married couples must file as married
for any returns filed after that date. 

Couples who were legally married in prior years for
which the statute of limitations is still open may, but
are not required to, file amended returns to reflect
their married status. In general, the statute of limita-
tions for refunds runs three years from the date a
return was filed or two years from the date the tax was
paid, whichever is later. 

The September 16 effective date is a little odd, con-
sidering that the due date for individuals filing 2012
returns who have received extensions was October 15.
This means that same-sex couples who did not file
their 2012 returns on or before September 15, 2013
were required to file as married; if filing before
September 16, they were able to choose between mar-
ried or single status for 2012 returns. Presumably, if
one spouse had filed as single before the September 15
deadline but the other spouse had not filed by that
date, both were required to file as married for 2012 and
the earlier return would have to be amended. 

Favorable or Not? It Depends
Whether married status is favorable for tax purpos-

es is a matter of individual circumstances, and couples
should consult their tax advisers to make an intelli-
gent choice where there is an option, such as where
amended returns could be filed, and to plan for the
future. 

Post-September 15, 2013, same-sex couples now
face the same decisions faced by heterosexual couples:
whether to file using married status or as married fil-
ing separately. Filing as married could trigger the so-
called “marriage penalty” if both spouses have consid-
erable income. They could pay more tax as a result of
being taxed in a higher “tax bracket” at a higher rate. 

In other cases, particularly where there is a large
discrepancy in the earnings of the spouses, married fil-
ing separately will cause a higher combined tax bill. In
addition to filing status, there are implications that
must be considered, and that could affect the decision
whether or not to file amended returns. For example,
married couples are jointly liable for any tax due,
unless “innocent spouse” relief is available. 

Weighing Your Choices
Sitting down with a tax specialist to discuss the pos-

sible ramifications is important before filing any
amended returns, as there are many thorny issues to
consider. While, a detailed analysis is beyond the scope
of this article, it is notable that the revenue ruling
states that there are more than 200 provisions of the
Internal Revenue Code that will be affected. The brief
summary below addresses some of the most prominent
questions. 

Income Tax Issues
Filing status: The most obvious consequence of

Windsor is that same-sex couples will be considered as
“married” for filing status purposes, and will need to
choose between filing a joint return or as married filing
separately. As already noted, in many cases a joint
return will result in a lower tax liability, and filing
amended returns to claim refunds may make sense. In
other cases, the so-called “marriage penalty” may
cause a higher tax liability if married status applies. In
addition, joint liability applies for returns filed as mar-
ried. 

ERISA/Employee benefit plans: Windsor will
surely have a large impact on employee benefit plans
under ERISA, where spousal status is important in
determining the amount and timing of many benefits.
For example, spousal consent could be required in
order to choose certain forms of distribution.

Compensation/fringe benefits: Issues related to
the taxation of employee compensation will arise. For
example, an employer’s contribution to health insur-
ance coverage for a same-sex spouse will be nontaxable
under Windsor, again raising the possibility of refunds.
In addition, contribution limits to tax-favored compen-
sation plans, such as flexible spending accounts, may
be affected by marital status. In some cases this may
be helpful, as with the ability to contribute to a spousal
IRA. In other cases it may be a detriment; for example,
the limit on contributions to a flexible spending
account is $5,000 for both single people and married
couples, so that same-sex couples may have over-con-
tributed in prior years, resulting in additional tax.

Related party rules: There are many rules in the
IRC which apply exclusively to “related” parties, and
various attribution rules which apply in determining
whether entities are related. For these purposes, attri-
bution will apply between spouses in almost every
case. Some same-sex couples had taken advantage of
the fact that they were not defined as spouses for fed-
eral tax purposes to skirt the related party rule. These
arrangements will now have to be re-thought.

Other tax provisions which will be directly affected
by Windsor include those related to divorce, the higher
exclusion available for married couples when selling a

primary residence, and various credits, such as the
earned income credit, child care credit and adoption
credit.

Estate and Gift Tax Issues
Marital deduction: The Windsor case itself dealt

with the availability of the estate tax marital deduc-
tion. Going forward, it is clear that same-sex couples
will qualify for the unlimited marital deduction under
both the federal estate and gift taxes. This may require
same-sex couples to re-examine their wills. Again,
refund claims may be advisable.

Portability of estate tax exclusion: Under cur-
rent law, a surviving spouse may utilize any of the
deceased spouse’s unused estate tax exclusion.

Split gifts: Married couples can take advantage of
“split gifts” so that each can take advantage of the
annual gift tax exclusion.

FICA Issues 
Non-taxable employee benefits: As already

noted, certain compensations paid on behalf of an
employee’s spouse are not subject to FICA. To the
extent the employer paid FICA on such income refund
claims may be possible, both for the employer portion
of FICA and on behalf of employees for the employee
portion. 

Sole proprietorship: Services performed by an
employee in the employ of a spouse are not subject to
FICA taxes, and any such tax paid by a sole proprietor
on compensation paid by to a spouse in open years can
be claimed for refund.

The IRS and the states are expected to issue addi-
tional guidance on the application of Windsor to feder-
al tax issues. Until then, practitioners and their clients
affected by Windsor would be well-served to review
both income and estate tax planning to determine
what changes may be needed. It is important to
remember that the consequences will vary for differ-
ently-situated taxpayers; some will benefit while oth-
ers may pay more tax. Where it makes sense, refund
claims should be filed. In any case, the time to take
action is at hand.

Marc Ausfresser is a tax principal and attorney with the
accounting and advisory firm Berdon LLP. Michael A. Garcia
is a manager and attorney with Berdon’s Litigation, Valuation
and Dispute Resolution Group. The firm has offices in Jericho
and New York City. 

1. 570 U.S. ____, 33 S.Ct. 2675 (2013).
2. 1 U.S.C. § 7 and 28 U.S.C. § 1738C.
3. Rev. Rul. 2013-17, 2013-38 I.R.B. 201.
4. Rev. Rul. 58-66, 1958-1 C.B. 60.
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of IBR. 
However, for debtors who experi-

ence prolonged periods of unemploy-
ment or underemployment, especially
those who exit school with large ini-
tial loan balances, the total outstand-
ing balance of their student loans may
accumulate to an unmanageable level
under IBR. In any case, the cancella-
tion of indebtedness income from for-
giveness under IBR will prove even
more problematic if debtors have not
been adequately informed of its exis-
tence, thus precluding their ability to
prepare accordingly.17

Student loan debtors may view
IBR as an attractive repayment
option for their student loans, but
they should consider the tax conse-
quences of opting for IBR before doing
so. The concept of forgiveness after 25
years of timely payments may mis-
lead student debtors into believing
that they would owe nothing further
after their debts are cancelled, espe-
cially in light of the government’s
omission of in-depth tax information
from their IBR resources. The IRC,
however, provides differently. When
considering repayment options, stu-
dent loan debtors should pay heed to

the tax consequences of IBR.

Matthew Evan Rappaport is an Associate in
the Business Planning and Estate Planning
groups at L’Abbate, Balkan, Colavita &
Contini, LLP in Garden City. Marion D.
Livermore is a third-year law student at St.
John’s University School of Law.

1. Tamar Lewin, U.S. to Contact Borrowers
With New Options for Repaying Student
Loans, N.Y. Times, Sept. 24, 2013, at A20. 

2. 20 U.S.C. § 1098(e).
3. See, e.g., Lewin, supra n.3. See also Megan
Slack, Income Based Repayment: Everything
You Need to Know, The White House Blog,
(June 7, 2012), http://www.whitehouse.gov/
blog.

4. Id.
5. Jonathan M. Layman, Forgiven But Not
Forgotten: Taxation of Forgiven Student
Loans Under the Income-Based-Repayment
Plan, 39 Cap. U. L. Rev. 131, 152–53 (2011).

6. After July 1, 2014, IBR payments will be
capped at 10% of the taxpayer’s disposable

income, and loans will be eligible for cancel-
lation after twenty years instead of the cur-
rent twenty-five. The White House, Ensuring
that Student Loans are Affordable, available
at www.whitehouse.gov. See also Layman,
supra n.7, at 152.

7. See Layman, supra note 7 at 139 (citing 34
C.F.R. § 682.215(b)(1) (2009)) (stating that
the only requirement to qualify for complete
forgiveness is partial financial hardship).

8. IRC § 61(a).
9. IRC § 61(a)(12).

10. 284 U.S. 1, 52 (1931). 
11. IRC § 108.
12. IRC § 108(a).
13. IRC § 108(f).
14. See generally IRC § 108(f).
15. See, e.g., Rice’s Toyota World, Inc. v.

Commissioner, 752 F.2d 89, 93 (4th Cir.
1985).

16. Phil Izzo, Class of 2013, Most Indebted
Ever, WALL ST. J. BLOG (May 18, 2013,
5:00 AM), available at http://blogs.wsj.com. 

17. See n.5, supra.
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direct skip).6 This would occur, for
example, when a trustee makes a dis-
tribution from a trust to a grandchild. 

A taxable termination, on the other
hand, occurs when there are no more
non-skip persons ahead of the skip per-
son because, for example, of the non-skip
person’s death, release of a power, lapse,
etc., unless (1) immediately after the ter-
mination a non-skip person has an inter-
est in the trust or (2) at no time after the
termination may a distribution be made
from the trust to a skip person.7

Transfers to Trusts
The annual GST exclusion, while

quantitatively the same as the annual
gift exclusion, only applies to outright
transfers to direct skip persons or trans-
fers in trust for the benefit of a skip per-
son who, if he or she dies prior to the ter-
mination of the trust, will have the trust
assets included in his or her estate.8
When the annual gift and GST exclu-
sion applies one does not need to file a
gift tax return. But what if neither of
these scenarios applies to the transfer? 

This is most frequently seen with
Crummey trusts because the power
holders are often non-skip and skip per-
sons. For this reason, with irrevocable
life insurance trusts, it is preferable to
elect out of the automatic allocation
rules and periodically allocate GST
exemption on Form 709. 

It also comes into play when there is
an Estate Tax Inclusion Period (“ETIP”),
such as with Qualified Personal
Residence Trusts (“QPRT”), Grantor
Retained Annuity Trusts (“GRAT”) or
reverse qualified terminable interest
property, because again, the automatic
allocation rules may apply but the
exemption will not be effective until after
the ETIP ends.9 The taxpayer is taking a
risk by applying his or her GST exemp-
tion to property whose value is unknown
until the ETIP terminates.10

When there is a taxable event, such
as, a distribution to a skip beneficiary
or a termination in favor of a skip bene-
ficiary, GSTT is imposed based on the
amount of GST exemption allocated to
the trust or direct skip. With the alloca-
tion of GST exemption, the GSTT is
reduced or eliminated by the inclusion
ratio. The inclusion ratio is the fraction
of the transfer (up to the whole) shel-
tered from tax by the GST exemption
allocation.11

The goal is to always have an inclu-
sion ratio of one (the entire transfer is
subject to GSTT) or zero (none of the
transfer is subject to GSTT). When the
inclusion ratio is some fraction of the
transfer then a fractional share of the
transfer is taxable. Once one knows the
inclusion ratio, one knows the tax rate,
(i.e., the maximum transfer tax rate
multiplied by the inclusion ratio).

For example, if the entire transfer to a
trust is equal to and allocated one’s avail-
able GST exemption, then the tax rate is
zero and no GSTT is imposed on the trust
corpus, including appreciation and accu-
mulated income. This is significant
because the allocation of GST exemption
is applied to the entire trust, not select
assets. Ultimately the inclusion ratio
does not exempt the assets from tax, it
simply determines the tax rate applica-
ble to each taxable event (direct skips,
distributions or terminations).

Automatic Allocation
GST exemption is automatically allo-

cated to gifts (1) that are direct skips,
and (2) GST trusts. IRC §2632(c)(3)(B)

broadly defines a GST trust as one that
can have GSTT. It goes on to provide
four exceptions in which the automatic
allocation of GST exemption will not
occur. It is evident that the intention of
this section was to provide a means of
preventing a taxpayer and his or her
advisor from allowing GST exemption
to be automatically allocated to trusts
that were never intended to benefit skip
persons. Thus, the automatic allocation
of GST exemption does not occur when:

A. the trust instrument provides that
more than 25 percent of the trust cor-
pus must be distributed to or may be
withdrawn by one or more individuals
who are non-skip persons –

1. before the date that the individual
attains age 46, 

2. on or before one or more dates
specified in the trust instrument that
will occur before the date that such
individual attains age 46, or 

3. upon the occurrence of an event
that, in accordance with regulations pre-
scribed by the Secretary, may reason-
ably be expected to occur before the date
that such individual attains age 46, 

B. the trust instrument provides that
more than 25 percent of the trust cor-
pus must be distributed to or may be
withdrawn by one or more individuals
who are non-skip persons and who are
living on the date of death of another
person identified in the instrument (by
name or by class) who is more than 10
years older than such individuals, 

C. the trust instrument provides
that, if one or more individuals who are
non-skip persons die on or before a date
or event described in clause (i) or (ii),
more than 25 percent of the trust cor-
pus either must be distributed to the
estate or estates of one or more of such
individuals or is subject to a general
power of appointment exercisable by
one or more of such individuals, 

D. the trust is a trust any portion of
which would be included in the gross
estate of a non-skip person (other than
the transferor) if such person died
immediately after the transfer, 

E. the trust is a charitable lead
annuity trust (within the meaning of
IRC § 2642(e)(3)(A)) or a charitable
remainder annuity trust or a charitable
remainder unitrust (within the mean-
ing of section 664(d)), or 

F. the trust is a trust with respect to
which a deduction was allowed under
IRC § 2522 for the amount of an inter-
est in the form of the right to receive
annual payments of a fixed percentage
of the net fair market value of the trust
property (determined yearly) and which
is required to pay principal to a non-
skip person if such person is alive when
the yearly payments for which the

deduction was allowed terminate.”12
Clearly, a review of the above

demonstrates that the automatic alloca-
tion rules are difficult to comprehend
and, if not carefully considered, can
result in an unintended, and sometimes
severe tax consequence. 

For example, frequently individuals
create trusts for their lifetime and upon
their death and/or the death of their
spouse, the trust continues until their
children have reached specific ages. A
review of IRC § 2632(c) might lead one to
incorrectly assume that one’s GST
exemption is not going to be automati-
cally allocated to this type of trust. But
the death of a parent may not be reason-
ably expected to occur before a child has
attained the age specified in the IRC. 

Furthermore, in our example, the
trust assets are not distributed upon
the death of the parent but rather held

in further trust. Therefore, unless one
affirmatively elects out of automatic
allocation, one’s GST has just been
wasted on a non GST trust.

The example above demonstrates
that the automatic allocation rules can
be overly broad and do not take into
consideration where one’s GST exemp-
tion allocation would be most beneficial.
In addition, the automatic allocation of
one’s GST exemption is irrevocable once
the due date, including extensions actu-
ally granted, for reporting the taxable
gift has passed.13

To preserve one’s ability to make late
elections to a GST trust, one must elect
on a yearly basis out of the automatic
allocation as to one’s trust or elect to not
have the automatic allocation rule
apply on any future transfer to that
trust.14 When one elects out of the auto-
matic allocation there is an increased
ability to plan with one’s GST exemp-
tion as well as with the trust document
involved. Because, as with everything,
eventually there will be no more GST
exemption to allocate and it is always
better that the taxpayer understands
that before he or she receives a tax bill.

Moira A. Jabir is an Associate in the Trusts
and Estates Department of the Long Island
office of Moritt Hock & Hamroff LLP and
focuses her practice on trust, estate and tax
matters.
1. IRC §2652.
2. IRC §2652 (a)(2).
3. IRC §2613(a).
4. IRC §2613 (a)(2).
5. IRC 2632(c)(3).
6. IRC §2612(b).
7. IRC §2612(a)(1).
8. IRC §2642(c).
9. IRC §§2632(c)(4); 2642(c)(4) and (f); Regs.
§26.2632-1(b)(2) and 1(c). 

10. Regs. §26.2632-1(c)(1).
11. IRC §§2602, 2641, 2642.
12. IRC §2632(c).
13. Regs. §26.2632-1(b)(1)(ii). 
14. IRC §2632(c).
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Analysis
1. The Honorable Jose A.Cabranes
In his Opinion, Judge Cabraneswas persuaded by the decisions andreasoning of the Sixth and SeventhCircuits, which have held that deci-sions on Rule 11 motions are disposi-tive of a claim and are therefore notproperly resolved by an order of amagistrate judge.12

In reaching his conclusion, JudgeCabranes reasoned first that a Rule 11motion for sanctions, which gives riseto proceedings separate and distinctfrom the underlying actions andinvolves parties distinct from those inthe underlying action, is the function-al equivalent of an independentclaim.13 As such, when a court deter-mines whether a monetary award isappropriate, the “claim” has been dis-posed of and nothing but the entry of ajudgment, or its functional equivalent,remains.14 Second, Judge Cabranesreasoned that a narrow statutoryexception – allowing magistratejudges to summarily punish acts ofcriminal conduct that occur in themagistrate’s presence – to the generalprinciple that magistrate judges maynot dispose of claims when acting byreferral already exists and there wasno basis to expand this exception byjudicial action.15
Judge Cabranes concluded accord-ingly that a magistrate judge isauthorized by law only to recommend,not impose, sanctions absent the con-sent of the parties.16

2. The Honorable Pierre LevalJudge Leval found that the Actempowers magistrate judges to hearand determine a wide range of mat-ters, save for those matters expresslyexcepted within the Act.17 Moreover,Judge Leval relied upon the amend-ments to the Act made by Congress in2000, which further vested magistratejudges with a range of contempt pow-ers.18 Judge Leval viewed this asindicative of the fact that Congressintended to allow magistrate judges

the power to impose monetary sanc-tions and concluded that all indica-tions “very strongly support” the con-clusion that the Act empowers magis-trate judges to impose sanctions,except in the form of sanctions thatdispose of a claim or defense.19While Judge Leval agreed withJudge Cabranes that sanctions thatare case dispositive require de novoreview, he stated that a Rule 11 sanc-tion does not dismiss a suit or preventa claim or defense from beingadvanced.20 As such, Judge Leval con-cluded that a magistrate judge isauthorized by law to impose by way ofOrder, Rule 11 sanctions without theconsent of the parties.213. The Honorable Chief JudgeDennis Jacobs
Chief Judge Jacobs declined to jointhe opinion of either Judge Cabranesor Judge Leval and instead stated thatthe issue – whether magistrate judgeshave the authority to order Rule 11sanctions themselves, or only to makea recommendation of Rule 11 sanc-tions to the district court – is an issuethat divides the district courts withinthe Second Circuit and the CircuitCourts themselves.22 Chief JudgeJacobs went on to state that he woulddefer the issue to Congress.23

Significance
It follows from the Second Circuit’sdecision in Kiobel that there is nobinding precedent in the SecondCircuit as to whether a MagistrateJudge has the power under the Act toimpose sanctions. Consequently, untilsuch time as Congress or the UnitedStates Supreme Court addresses thisissue or resolves the Act’s inherentambiguity, the analysis of JudgesCabranes and Leval – albeit dicta –provides a roadmap for practitioners,and judges alike, on each side of thisissue.

Kathryn C. Cole, a former clerk to theHonorable Richard C. Wesley of the SecondCircuit Court of Appeals, is a commercial lit-igation associate at Farrell Fritz, P.C.

1. 28 U.S.C. § 636(b)(1)(A) (2002).  2. See, e.g., Alpern v. Lieb, 1993 U.S. Dist.LEXIS 3229  (N.D. Ill. 1993); Maisonville v.F2 Am., Inc., 902 F.2d 746 (9th Cir. 1990);DiPonio Construction Co., Inc., v. Int’l Unionof Bricklayers, 2010 U.S. Dist. LEXIS 62047,* (E.D. Mich. June 23, 2010); McGuffin v.Baumhaft, 2010 U.S. Dist. LEXIS 59497 (E.D.Mich. June 16, 2010).3. Kiobel v. Millson et al., 592 F.3d 78 (2d Cir.2010).
4. See Kiobel v. Royal Dutch Petroleum Co., 456F. Supp. 2d 457 (S.D.N.Y. 2006).5. See Kiobel v. Royal Dutch Petroleum Co., 2004

U.S. Dist. LEXIS 28812 *29, 43 (S.D.N.Y. 2004).
6. Kiobel, 592 F.3d at 80.7. Id.
8. Kiobel, 2004 U.S. Dist. LEXIS 28812, at 32-34.
9. Id. at *34.  
10. See Id. at *37.  11. Kiobel, 592 F.3d 78.12. Id. at 85; see also Bennett v. General CasterService of N. Gordon Co., 976 F.2d 995, 998(6th Cir. 1992) (“nothing in the Act express-ly vests magistrate judges with jurisdictionto enter orders imposing Rule 11 sanc-tions”); Alpern v. Lieb, 38 F.3d 933, 936 (7thCir. 1994) (“the power to award sanctions,like the power to award damages, belongs inthe hands of the district judge.”)13. Kiobel, 592 F.3d at 86-87.14. Id. at 87.  

15. See 28 U.S.C. § 636(e)(2); Kiobel, 592 F.3d at
87-88.
16. Kiobel, 592 F.3d at 89.17. Id. at 91 (the Act “broadly empowers magis-trate judges to ‘hear and determine’ anypretrial matter designated to them by thedistrict court, with the exception of a speci-fied list of matters. As for the mattersfalling within this excepted list, the extentof the magistrate judge’s powers is to takeevidence and submit recommendations tothe district court…[and] such additionalduties as are not inconsistent with theConstitution and laws of the United States”)(citing 28 U.S.C. § 636[b][1][B]).  18. See Federal Courts Improvement Act of2000, Pub. L. 106-518 § 202 (2000) (address-ing “Magistrate Judge ContemptAuthority”).19. Kiobel, 592 F.3d at 98.  20. Id. at 97-98; see also Lawrence v. WilderRichman Sec. Corp., 467 F.Supp. 2d 228,232-33 (D. Conn. 2006); Laser Med. ResearchFound. v. Aerofloat Soviet Airlines, 1994 U.S.Dist. LEXIS 15210 *2 (S.D.N.Y. 1994);Magee v. Paul Revere Life Ins. Co., 178F.R.D. 33, 37 (E.D.N.Y. 1998).  21. See also Maisonville v. F2 Am. Inc., 902 F.2d747-48  (9th Cir. 1990). 22. Kiobel, 592 F.3d at 106-07.  23. Id. (“I respectfully suggest that this knotneeds to be untied by Congress or by theSupreme Court.”).
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In our federal court system, magis-

trate judges play a critical role in the

administration of justice.  The Federal

Magistrate Judge Act (“Act”), 28 U.S.C.

§ 636, authorizes magistrate judges to: 

[H]ear and determine any pretrial

matter pending before the court,

except a motion for injunctive relief,

for judgment on the plead-

ings, for summary judg-

ment, to dismiss or quash

an indictment or informa-

tion made by the defendant,

to suppress evidence in a

criminal case, to dismiss or

to permit maintenance of a

class action, to dismiss for

failure to state a claim upon

which relief can be granted,

and to involuntarily dismiss

an action.1

On occasion, lapses during

the pre-trial phase have led

to the imposition of sanctions by mag-

istrate judges under Federal Rule of

Civil Procedure 11.2

Recently, the United States Court

of Appeals for the Second Circuit pub-

lished a decision that addressed,

among other things, whether magis-

trate judges have the authority to

issue Rule 11 sanctions themselves, or,

instead, are authorized only to make a

recommendation to the District Court

Judge for the imposition of Rule 11

sanctions.3 This decision is an impor-

tant one for federal court practition-

ers, as it addresses an issue that

divides both the federal courts within

the Second Circuit as well as the

Circuit Courts themselves. 

Factual & Procedural Background

A putative class action was brought

in the Southern District of New York

pursuant to the Alien Tort Statute, 28

U.S.C. § 1350, arising out of defen-

dants involvement in oil exploration

and development in Nigeria.4 Chief

Judge Kimba Wood referred plaintiffs’

Rule 23(c) motion for class certifica-

tion to Magistrate Judge Henry B.

Pitman for a report and recommenda-

tion.  On March 31, 2004, Magistrate

Judge Pitman recommended that the

District Court deny plaintiffs’

motion.5

Plaintiffs objected to

Magistrate Pitman’s Report

and Recommendation, and

defendants filed an

Opposition to those objec-

tions. In the Opposition,

defendants’ attorneys stated:

(1) “Now we have learned

that seven of [plaintiffs’]

identified witnesses are

being paid for their testimo-

ny;” (2) “[T]here can be no

doubt that the witnesses are

giving testimony that [plain-

tiffs’] counsel knows to be

false;” and (3) “[W]e know that

between February 29, 2004 and April

2, 2004, [plaintiffs’ counsel] wired

$15,195 to the Benin Republic for the

benefit of the witnesses.”6 On the

basis of these statements, plaintiffs

moved for an order imposing Rule 11

sanctions on the ground that these

statements had no evidentiary sup-

port. Defendants’ attorneys opposed

the motion, arguing that that the

statements were supported by record

evidence.7

In an “Opinion and Order” dated

September 29, 2006, Magistrate

Judge Pitman denied plaintiffs’

motion with respect to the first state-

ment, but granted the motion with

respect to defendant’s second and

third statements.8 For the second

statement, Magistrate Judge Pitman

imposed a $5,000 sanction on each

attorney who signed the filing.

Magistrate Pitman declined to

impose sanctions for making the

third statement because “[a]lthough

defendants’ counsel overstated the

amount of money sent to benefit the

[w]itnesses, the amount of the over-

statement was small…and did not

materially change the nature of the

statement.”9 Magistrate Judge Pitman

did, however, award plaintiffs one-

third of their attorneys’ fees arising

from their partially successful Rule

11 motion.10

Defendants’ attorneys appealed

Magistrate Judge Pitman’s “Opinion

and Order” to the District Court.

Applying a deferential “clearly erro-

neous or contrary to law” standard of

review under 28 U.S.C. § 636(b)(1)(A),

Chief Judge Wood affirmed Magistrate

Judge Pitman’s Order. 

Defendants’ attorneys thereafter

appealed Chief Judge Woods’ Order

on two grounds: (1) Magistrate Judge

Pitman was not authorized to issue a

dispositive decision, such as an Order

imposing Rule 11 sanctions, absent

the consent of the parties; and (2) the

imposition of Rule 11 sanctions on

the basis of the statements identified

by plaintiffs could not be sustained

because of the record evidence sup-

porting those statements.11 The

Second Circuit reversed Chief Judge

Wood’s Order solely upon the second

ground. The Panel, however, chose

not to ignore the now-mooted first

ground for appeal but instead pub-

lished their conflicting views. The

Second Circuit’s analysis of the moot-

ed issue – whether magistrate judges,

when acting pursuant to a district

court’s reference, are authorized to

issue orders, or only make recommen-

dations to district judges on whether

Rule 11 sanctions should be imposed

– provides persuasive guidance for

practitioners on each side of this

issue until such time as Congress or

the United States Supreme Court

addresses the matter.
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The authority of Magistrate Judges to impose Rule 11

Sanctions after Kiobel v. Royal Dutch Petroleum Co.

Kathryn C. Cole
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Debt should never be the 
sole reason behind treatment of 

an employee or applicant 
The ongoing economic crisis has caused a

significant increase in the number of indi-

viduals who are filing for bankruptcy on

Long Island, throughout New York, and

across the nation. More and more people, in

a final effort to escape crushing debt, have

sought to obtain a financial “fresh start” by

availing themselves of the protections of the

Bankruptcy Code to stop creditors from

attaching their assets or foreclosing on their

property.  Since individuals who seek bankruptcy

protection are already financially burdened,

the Bankruptcy Code bars employers from

taking certain actions against bankrupt employees

and job applicants which may be detrimental to their

“fresh start.”In particular, Section 525 of the

Bankruptcy Code, 11 U.S.C. § 525, protects

persons who have sought bankruptcy protec-

tion from being terminated by their employ-

er or otherwise discriminated against in

respect to their employment. An employer

may not terminate the employment of, or

discriminate with respect to employment

against, an individual solely because that

individual: (1) is or has been a debtor; (2) has

been insolvent; or (3) has not paid a debt

that is dischargeable in bankruptcy.  

Employers must be cognizant that they do not vio-

late Section 525 as to employees and, perhaps, job

applicants who have filed for bankruptcy protection

or who indicate that they intend to file.  

Employees Who Have Declared Bankruptcy

Section 525 is implicated in a variety of circum-

stances. Suppose, for instance, that the

President of a company learns that an

accountant employed by the company has

filed for bankruptcy protection. The

President may experience some trepidation

in allowing that individual to have contin-

ued access to corporate records and funds.

However, under Section 525 the company

would be precluded from demoting or termi-

nating the debtor solely on account of his or

her bankruptcy.  For example, in In re Hicks 65 B.R. 980

(Bankr. W.D.Ark. 1986), the court relied on

Section 525 in holding that a bank discrimi-

nated against a bank teller by transferring her to a

position having no customer contact after the teller

filed for bankruptcy under Chapter 7. The

bank attempted to justify the transfer of the

bankrupt teller into a bookkeeper position

by arguing that the reassignment did not

involve any decrease in compensation and

that it was made: (1) to prevent the “embar-

rassment” of the teller; (2) to prevent any

harm to customer relations and public confi-

dence; and (3) because the bank could not

bond a teller with financial difficulties. The

court ruled in favor of the teller, and found

that the discrimination prohibition of

Section 525 is violated “when the

Bankruptcy law vs. employment discrimination

Banking/Bankruptcy Law Focus

Stuart I.Gordon

Matthew V.Spero
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the gain or as much as 20% in taxes.6
Upon the death of the life tenant, if

the property was not sold, the remain-
derman will receive basis in the property
equivalent to the fair market value of the
property as of the life tenant’s date of
death. This “step up” in basis will elimi-
nate capital gains tax for the remainder-
man if the house is sold before the house
value appreciates further. 

Transfers to A Medicaid Asset
Protection Trust

Transferring a residence to a Medicaid
Asset Protection Trust, or MAPT, is
gaining popularity among many home-
owners because it offers significant pro-
tections and tax advantages. 

The MAPT is an irrevocable trust,
meaning the grantor transfers the resi-
dence into the trust relinquishing his or
her ownership rights. This is important
because, for Medicaid purposes, a trans-
fer must be a divestment of property
and the grantor cannot have access to
the principal of the trust. 

When a residence is transferred into a
MAPT, the five-year look-back period for
Medicaid is triggered. Once the look-back
period has expired, the transfer of the
residence is no longer an issue for
Medicaid eligibility purposes. If the resi-
dence is sold during the grantor’s lifetime
the proceeds from the sale will replace
the house ownership as a trust asset. The
net proceeds remain in the MAPT with
the same look-back period issues. 

The MAPT is an Intentionally
Defective Grantor Trust. The grantor
trust rules, as provided in sections 671
through 679 of the IRC, identify several
provisions that result in grantor trust
status. Once grantor trust status has
been established, the grantor, for
income tax purposes, is treated as the
owner of the trust assets. Any income

earned by the trust is taxed to the
grantor. 

In addition, certain real estate tax
benefits remain intact with the use of a
MAPT. MAPT’s are drafted using one or
more grantor trust provisions: a limited
power of appointment,7 the power of the
grantor to reacquire the trust corpus by
substituting other property of an equiv-
alent value,8 and distribution of income
to the grantor.9

The MAPT often gives the grantor a
life interest in the residence which
guarantees the grantor the right to
reside in the home. The grantor can also
redirect how the trust assets are to be
disposed of at death by including a lim-
ited power of appointment in the trust. 

The MAPT can be drafted so there
are no gift tax consequences. If, by its
terms, the transfer of assets into the
trust is a completed gift, then it is sub-
ject to gift tax and a federal gift tax
return must be filed even if no gift tax is
due. If the transfer is an incomplete
gift,10 then the transfer of assets into
the trust does not require the filing of a
gift tax return. If the gift is incomplete
or the grantor has retained powers over

the trust property under Section 2035
through 2042 of the IRC, then the trust
property is includable in the taxable
estate. This inclusion is desirable as it
results in a “stepped up” basis in the
property equivalent to the fair market
value of the property as of the grantor’s
date of death. 

Since the MAPT is drafted to achieve
grantor trust status, the grantor retains
his or her capital gains tax exclusions.
Therefore, when a home transferred
into a MAPT is sold during the grantor’s
lifetime, the grantor’s capital gains
exclusion can still be applied, reducing
or eliminating capital gains tax. 

Using the previous example, if Mom
transferred her home into a MAPT with
daughter as the ultimate beneficiary,
Mom can apply her capital gains exclu-
sion of $250,000 to the entire gain of
$450,000. If the house is not sold during
the life of the grantor, then upon the
death of the grantor the remainder ben-
eficiaries of the MAPT receive a basis
equivalent to the fair market value of
the residence on the grantor’s date of
death.11 If Mom dies before her resi-
dence is sold, then daughter, as the sole

trust beneficiary, will inherit the house
with a basis of $500,000. If daughter
sells the house before it appreciates in
value, she will not incur a gain tax. 

The MAPT has an additional benefit,
as it can be drafted to allow the trust to
be voided should the grantor need nurs-
ing home care prior to the expiration 
of the five-year look-back period.
However, Section 7–1.9 of New York’s
Estates, Powers and Trust Law
requires the written consent of “all the
persons beneficially interested in a
trust” to revoke the trust. 

Maximum flexibility is needed when
creating a plan to protect a client’s
assets for future long term care needs.
There are several methods available
when considering the most appropriate
way to protect the value of one’s home.
Each method requires careful consider-
ation as they all come with their own
tax implications. A review of the
Medicaid rules, the transfer methods
available, and the associated tax conse-
quences, with each client is essential for
proper planning. 

Monica P. Ruela is an associate at Raskin &
Makofsky, LLP, a firm concentrating in Elder
Law, Trust & Estates, Probate & Estate
Administration, Guardianships, Medicaid
and Veteran’s Benefits. She can be reached
at mpr@raskinmakofsky.com.  

1. For 2013 income and resource levels, see 2013
Medicaid Only Income and Resource Levels
and Spousal Impoverishment Standards, GIS
13/MA 02, at 2 (2013), available at
www.health.ny.gov.

2. 18 N.Y.C.R.R. § 360-4.4(c)(1)(i), (iii); see also
Deficit Reduction Act of 2005, Pub. L. No. 109-
171, 11 Stat. 4 (2006). 

3. 26 U.S.C. § 121(a).
4. 26 U.S.C. § 121(d)(7).
5. See 26 C.F.R. § 25.2511-2(b) for definition of
completed gift.

6. American Taxpayer Relief Act of 2012, Pub. L.
No. 112-240, 126 U.S. Stat. 2313 (2012).

7. 26 U.S.C. § 674(a).
8. 26 U.S.C. § 675(4)(c).
9. 26 U.S.C. § 677(a).
10. See 26 C.F.R. § 25.2511-2(c) (defining an

“incomplete gift”). 
11. 26 U.S.C. § 1014(a)(1).

exchange. The court distinguished this
case from Goolsby, on the basis that:

• The loan application for the
Reesinks’ mortgage stated that the
property was being acquired for invest-
ment purposes;

• The Reesinks posted flyers
throughout the local area advertising
the property for rent and placed signs
at the property;

• The property was shown to at least
two potential renters, both of whom
declined to rent the property;

• The Reesinks did not sell their pri-
mary residence until 6 months after
they acquired the replacement proper-
ty;

• The Reesinks testified that they
had no intention to move into the prop-
erty prior to the exchange, and only did
so because of financial difficulties;

• Mr. Reesink’s brother testified that
Mr. Reesink had discussed moving into
the property, but that he would only do
so after his children graduated from
high school. The couple’s oldest child
was only 14 years old at the time of the
exchange, and thus would not graduate
high school for several years. While the
testimony of a relative would appear to
be self-serving, the court noted that Mr.
Reesink and his brother had been
involved in a contentious partition liti-
gation, that the brothers had had sever-
al physical altercations, and that the
brother was alleged to have poisoned

Mr. Reesink on one occasion. (After
dealing with his brother, Mr. Reesink
was apparently well equipped to fight
the IRS); and

• Mrs. Reesink also testified that she
was very upset about moving from their
residence in San Francisco and had con-
sidered leaving Mr. Reesink as a result.

Adams v. Commissioner, TC
Memo 2013-7 (2013). The tax court per-
mitted Adams to exchange a rental
house in San Francisco for a house in
Eureka, California, even though he sub-
sequently rented the house to his son at
a below-market rent. The court found
that Adams held the property for
investment and that the lower rent was
fair and justified because:

• The house was dilapidated when it
was acquired;

• Adam’s son was a contractor who
spent three months working 60 hours
per week renovating the house at his
own expense, including repairing mold
damage, renovating and re-plumbing
the kitchen and laundry room, replac-
ing electrical fixtures and appliances,
exterminating rats, and even chasing
away a bear on one occasion. (It does
not appear that the son considered
whether the bear may have just been
checking the smoke detectors, or that it
was protecting the house from a certain
blonde intruder with an affinity for por-
ridge);

• While the rent of $1,200 per month
was less than the rent for comparable
properties in the area, unlike other
renters, Adams’ son and his family were
responsible for continuing to renovate

and maintain the property.
Yates v. Commissioner, TC Memo

2013-28 (2013). The tax court rejected
an exchange for a replacement property
that the Yates characterized as a bed
and breakfast. The court noted the fol-
lowing issues to be significant in their
determination:

• The only evidence of the Yates’
intent to use the property as bed and
breakfast was their uncorroborated tes-
timony that they sought to have the
seller of the property apply for this use
and included a clause to this effect in
the contract;

• There was no evidence that an
application to use the property as a bed
and breakfast was actually made, or
that Yates even inquired about the sell-
er’s satisfaction of the “nonobligatory
term of the contract”;

• The Yates closed on the sale of
their primary residence three days after
the replacement property was acquired
and immediately moved into that prop-
erty. 

The Yates case is also interesting
because the taxpayer sold two relin-
quished properties in the exchange:
their former primary residence
(“Lakeview” property), and a restaurant
called the Hula Grill. These properties
were sold to the same buyer, who really
only wanted the Hula Grill, but agreed
to also acquire the Lakeview property
because Yates insisted the properties be
sold as together as a package. 

The IRS accused Yates of inflating
the value of the Lakeview property,
where they could exclude up to

$500,000 of gain under IRC §121, and
deflating the value of the Hula Grill,
since under IRC §1031 the capital gain
could only be deferred, not excluded.

On this issue, the court ruled in the
Yates’ favor, finding that Yates and his
buyer had adverse tax motivations and
that they negotiated the purchase price
allocation at arm’s length. They noted
that the allocation also affected the
buyer’s tax circumstances and that as a
knowledgeable businessman, he would
not have agreed to the allocation unless
his interests were adequately repre-
sented.

These four cases show that it is diffi-
cult to determine bright line rules on
whether a property has been used for
business or investment use and would
therefore be acceptable property to
include in a 1031 exchange. The deter-
mination continues to be highly fact
specific. However, given the number of
recent cases litigating this issue, it
appears that this topic is one the IRS
will scrutinize. As such, taxpayers
involved in 1031 exchanges would be
wise to maintain documentation and
records to substantiate their use of
their property for productive use in a
trade or business or for investment.
Having a bear or a violent brother in
your arsenal cannot hurt.

Michael S. Brady, Esq. is a Certified
Exchange Specialist® and General Counsel
to Riverside Abstract LCC and Riverside
1031 LLC.
1. IRC §1031(a).
2. Moore v. Commissioner, T.C. Memo. 2013-28
(2013).
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