Schlossberg & Associates, LLC

‘Report From Counse

Insightsand Developmentsin the Law

Fall 2009

Limiting Personal Liability Exposure

One of the questions we are fre-
guently asked in these interesting eco-
nomic times, with sales off, debt
mounting, and expenses high (despite
cost cutting measures) is “ How much
exposuredo | have.”

The simple answer is: if you own it
and you are found liable, then it is
exposed. Like every good rule, how-
ever, there are exceptions. Certain as-
sets are exempt from attachment or
execution (subsistence payroll in-
come, for example). What we are con-
cerned with for purposesof thisarticle,
are the assets that are likely to be two
of your more valuable assets. your
home and your retirement accounts.

Homestead

It is this smple, if you don’t have
one—qget one. A homestead will protect
up to $500,000 in equity (that is, above
the mortgages!) and, in certain cases,
can be “ stacked” (that is, two people
can each have ahomestead on the same
home). A few of the basic rules are that
the homestead must be in writing, it
must berecorded at theregistry of deeds
and you can only have one (that is, you
can only homestead your principal resi-
denceand not your summer house). Un-
der Massachusettslaw, thehomesteadis
valid only against subsequently in-
curred debts, so it won't protect your
home from previoudly incurred debts.

While lawyers can, and do, debate
what is a “debt” and “when did it
arise”, the best thing to do is file a
homestead now and get that clock tick-
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ing. The homestead is never valid
against a mortgage granted on the
property, but will hold up against any
other debt. Furthermore, unlike the
state law which exempts debts in-
curred prior tofiling, under the current
bankruptcy law in Massachusetts, you
canfileahomestead onyour way tothe
bankruptcy court and still get the full
benefit of thehomestead. Whileno one
wants to consider bankruptcy, it is
good to know that if things get really
bad you can still keep the house.

401(k), IRA and Retirement
Plan Exposure

Many business people have either
participated in or established IRA,
401(k) or other retirement plans. If
your plan is covered by ERISA (most
plans are as ERISA isvery, very com-
prehensivein its scope and application
to amost any employee benefit plan),
then your 401(k), SEP IRA, or Simple
IRA plan account is protected from
your creditors' reach. The protections
afforded by ERISA are not as exten-
sive as the homestead as the IRS can
levy on your 401(k) for unpaid taxes
while they cannot do so against your
homestead.

In addition to the “ Two cows,
twelve sheep, two swine and four tons
of hay” and other sundry items of per-
sonal property protected from credi-
tors by Massachusetts law (other than
spouses or crime victims), Massachu-
setts protects:
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“Theright or interest of any per-
soninanannuity, pension, profit
sharing or other retirement plan
subject to the federal Employee
Retirement Income Security Act
of 1974, in any plan maintained
by one or more self-employed
individuals as aKeogh Plan, so-
caled, in any plan maintained
by a corporation or other busi-
ness organization pursuant to
section 401(a) of the Internal
Revenue Code but not subject to
the federal Employee Retire-
ment Income Security Act of
1974, or in any Simplified Em-
ployee Plan, annuity plan to
which the provisions of section
403(b) of the Internal Revenue
Codeapply or Individual Retire-
ment Account or Annuity main-
tained by anindividual, orinany
annuity or similar contract dis-
tributed from or purchased with
assets distributed from any of
theforegoing . ..”,

A very important and potentialy
very large carve out applies to IRAs
where the statute provides that:

“The exemption in this section

for plans maintained by an indi-

vidual, whether or not self-em-
ployed, shall not apply to sums
deposited, determined without

regard to deposits pursuant to a

rollover or transfer except to the

extent protection under this sec-

Continued on page four.
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Life Insurance Policy Rescinded

A business executivewas answering
questions for an application for a $3
million lifeinsurance policy that named
as the beneficiary a company he had
started with others. He answered in the
negativewhen asked the common ques-
tionastowhether he” [e]ngagedinauto,
motorcycle or boat racing, parachuting,
skin or scubadiving, skydiving, or hang
gliding or other hazardous avocetion or
hobby.” In fact, on about 20 occasions,
the executive had gone heli-skiing,
which involves skiing down remote

A reasonable person in the posi-
tion of the life insurance policy
applicant would have known that
his* heli-skiing” avocation con-
stituted a hazardous activity.

mountain trails after being dropped off
by ahelicopter.

Only three months after the policy
wasissued, the executivewaskilled in
an avalanche while heli-skiing. The
tragedy for his survivors and former
business partners was compounded in
the courtroom when a federal appeals
court upheld the life insurer’s rescis-
sion of thelife insurance policy on the
ground of a misrepresentation on the
application.

A reasonable person in the position
of the life insurance policy applicant
would have known that his heli-skiing
avocation congtituted ahazardousactiv-
ity, asthat term was used in the applica
tion. The applicant clearly was aware of
the heightened avaanche risks associ-
ated with heli-skiing, as compared to
resort skiing. He had routindly signed
waivers to that effect whenever he en-
gaged a company that made arrange-
mentsfor such excursions. It washardly
necessary for theinsurer to point out, in
making this argument, that heli-skiing
commonly involvesrescue and survival

training and the use of specialized lights
and breathing devices meant to increase
one's chances of surviving an ava
lanche.

About three weeks after the execu-
tive had completed the insurance ap-
plication by telephone, an underwriter
making callsfor theinsurer called him
with some follow-up questions, in-
cluding the same inquiry about “ any
hazardous activities.” This time, the
executive mentioned in the conversa-
tion that he enjoyed skiing and golf,
among other things, but still there was
no mention of heli-skiing. Nor did the
executive show any concernsor confu-

sion over what the term “ hazardous
activities” meant. The beneficiary un-
der the rescinded policy unsuccess
fully sought to use this exchange to
argue that the life insurer was charge-
able with knowledge of the insured’s
conceament of his heli-skiing avoca
tion, and thus was precluded from
seeking rescission.

The court ruled that the insured’'s
“skiing” statement, when combined
with the negative responses to the gen-
eral question of whether he engaged in
hazardousactivities, would not have put

Continued on page three.

$200,000 for Identity Theft Victim

Nicole discovered that someone
with a name very similar to hers had
stolen her identity and opened fraudu-
lent accounts in her name and under
her Socia Security number. This was
only the beginning of along and ardu-
ous saga in which she took all of the
recommended stepsto rectify the prob-
lem, but nonetheless was beset by fi-
nancial and emotiona stresses over
severa years before the matter was
finaly resolved. Ultimately, she se-
cured some relief in the form of asub-
stantial jury verdict against a credit
reporting firm. The firm bore no re-
sponsibility for theidentity theft itself,
but it had repeatedly compounded the
impact of the theft by mishandling in-
formation about Nicole. Nicole sued
the firm under the federal Fair Credit
Reporting Act (FCRA).

Although it did not do so intention-
aly, the credit reporting firm had
caused Nicol€ sordeal to be more pro-
tracted, and to have more conse-
guences for her finances and general
well-being, by mistakenly putting her
addressand Social Security number on

credit files set up by the identity thief.
What is worse, the firm did this a few
times over severa years, even after
having been informed of the problem.
Because of the erroneously adverse
credit files, Nicole was sometimes de-
nied credit, such as for a home mort-
gage. On other occasions, she was of -
fered credit only on very disadvanta-
geoustermsbecause shewasperceived
as such a high risk. Nicole did have
some previous credit problems of her
own making, but the” infection” of her
credit information by the files created
by the identity thief made her look
even worse to lenders.

A key issueinthefirm’ sunsuccess-
ful appeal from the jury verdict was
whether Nicole had shown enough to
recover alarge sum not just for out-of-
pocket losses, but also for emotional
distress. The federal appellate court
left the verdict undisturbed. The jury
had not indicated what portion of its
total award was attributable to emo-
tional injuries, but, in any case, the

Continued on page three.



Charitable Remainder Trudts

As the name implies, a charitable
remainder trust involvesthetransfer of
assets to atrust with the income going
to anindividual or individuals (which
can include the owner of the assets)
and with a charity receiving the assets
at the expiration of the trust period.
Such a trust device benefits the indi-
vidualswho arethe objectsof theprop-
erty owner’ sgenerosity, it transfersas-
sets to the property owner’s preferred
charities, and it yields tax savings for
the property owner.

If the trust is created during the
property owner’s life, thereis a chari-
tabletax deduction equal to the present
value of the charity’s remainder inter-
est, and the transferred property will
escape federal estatetax. If thetrustis
established under awill, the charitable
tax deduction will removethe property
from the taxable estate.

There can be other, not so obvious,
benefits. Where appreciated assets are
transferred, especialy wherethe assets
have a low cost basis and there is a
likelihood that the property owner
would have sold the assets at some
point had he not transferred them tothe
trust, the property owner avoidsacapi-
tal gains tax that would be imposed
upon an outright sale. If the trust sells
the assets, it will have no capital gains
tax liability because the trust is a tax-
exempt entity.

If the property owner has estab-
lished the trust in hislifetime, the fact
that the trust can sell the property tax-
free maximizestheincome basefor the
income beneficiary, which can be the
property owner himself. Moreover, if
the trust is a charitable remainder uni-
trust (CRUT), under which theincome
is measured as a percentage (no less
than 5% of the value of the trust prop-
erty inagiven year), thetrust servesas
a hedge againgt inflation for the in-

come beneficiary because as the trust
property appreciates in value the in-
come paid out increases. This is not
true under the other type of charitable
remainder trust, the charitable remain-
der annuity trust (CRAT), under which
a fixed amount of income is paid out
each year.

A CRUT can beused asaretirement
plan. Althougha CRUT usualy paysa
percentage of the trust’s annua vaue,
it can providethat incomedistributions
may not exceed the amount of income
actually earned by the CRUT inagiven
year. Any shortfal in income can then
be made up when there is sufficient
income. During the property owner’s
preretirement years, the CRUT can be

invested in growth stocks, thus pro-
ducinglittleor noincome. Uponretire-
ment, those assets can be sold, with the
proceeds invested in income-produc-
ing assets that will yield the agreed-
upon income percentage, plus a
“make-up” portion to compensate for
theearlier shortfalls. Thus, incomedis-
tributions from a CRUT can be mini-
mized during the preretirement years
and then maximized for the retirement
years.

It is important to remember that a
charitable remainder trust must meet a
series of technical requirements and
therefore should be drafted only by an
experienced professional .

I dentity Theft

Continued from page two.

court was satisfied that the award was
not excessive in light of the evidence
offered at trial.

Nicole had been made to spend lit-
erally hundreds of hours, often while
havingto misswork, trying to undo the
tangled mess created by the firm. The
record showed that as she dealt with
the credit reporting serviceand tried to
cope with the rippling effects of its
errors, Nicole often wasuncharacteris-
tically upset with friends, family mem-
bers, and co-workers. Shewasbeset by
frequent headaches, sleeplessness, and
even such symptoms as bad skin and
hair loss. In short, Nicole became a
wreck emotionally and even physi-
cally. Foritsrolein causing it al, the
credit reporting firm had to pay.

Lifelnsurance
Continued from page two.

a prudent underwriter on notice of the
need to investigate further. Otherwise,
any report by an applicant of ageneraly
low-hazardrecreational activity, suchas
wrestling, juggling, or fishing, would
unreasonably require the insurer to in-
vestigate the myriad possible “ ex-
treme’ variants of such activities.

Instead, to make an insurer legally
chargeable with knowledge of an un-
disclosed fact, generaly it must be
shown that it had knowledge of evi-
denceindicating that the applicant was
not truthful in answering a particular
application question. Inthiscase, there
wasnosuch*” redflag” that might have
allowed the policy beneficiary to avoid
the consequences of the executive's
untruthfulness.

Actual resolution of legal issues depends upon many factors, including variations of facts and state laws. This newsletter is not
intended to providelegal advice on specific subjects, but rather to provideinsight into legal developmentsand issues. The reader
should always consult with legal counsel before taking action on matters covered by this newdletter.




Bonus Plan May Trigger Overtime

The federal Fair Labor Standards
Act (FLSA) provides that employers
may not require their employees to
work more than 40 hours per work-
week unless those employees receive
overtime compensation at arate of not
less than one and one-half times their
regular pay. The FLSA contains cer-
tain exemptions from the overtime
compensation requirement, one of
which is for employees working in a
“ bona fide executive, administrative,
or professional capacity.” In other
words, if an employee worksin such a
capacity, the employer is exempt from
the general requirement of paying
overtime pay. Under the FL SA regula-
tions, an employee’ s position must sat-
isfy three tests to qualify for this ex-
emption: (1) adutiestest, (2) asalary-
level test, and (3) a salary-basistest.

The issue before a federal appeals
court recently was whether the com-
pensation plans used for management-
level employees of ahealth club chain
satisfied the salary-basis test.

Under its bonus plan, in particular,
the employer could deduct bonus plan
“ overpayments’ if an employee did
not meet certain performance levels.
The legal outcome for the employees
was affected by the time frame in
which the compensation plan was in
effect. For the period after August 23,
2004, when a new Department of La-
bor regulation on the salary-basis test
went into effect, employees were enti-
tled to compensation for pay periodsin
which actual deductions from pay
were made. The regulation provided
that “ [aln actual practice of making
improper deductionsdemonstratesthat
the employer did not intend to pay
employeeson asdary basis.”

Other employees also were entitled
to overtime compensation for some
pay periods before the regulation’ s ef -
fective date, even when the employer
made no actual deductions, but theem-
ployer had in place apolicy that made
such deductions significantly likely to
occur. Under athen-controlling United

States Supreme Court ruling, an em-
ployee was not paid on asaary basis,
and thus was €ligible for overtime
compensation, if (1) there was an ac-
tual practice of salary deductions, or if
(2) an employee was compensated un-
der apolicy that clearly communicated
asignificant likelihood of deductions.

In the case before the court, the
policy fit within the “ significant like-
lihood of deductions’ category. The
employer’s compensation plan tar-
geted specific members of manage-
ment; itspolicy set out aparticularized
formulawhereby their pay would bein
jeopardy; the employer took affirm-
ative stepsto demonstrate that the pay-
deduction plan would be enforced (in-
cluding thecreation of a“ performance
pay committee” that made the case-
by-case decisions); and it took actual

deductions from employees saaries
not long after the employees stopped
meeting their performance goals.

Employers desirous of avoiding a
similar outcome, in which overtime
pay ultimately is owed to employees
generaly considered by the employer
to have been “ salaried employees,”
should be cautious about making any
aterations to the predetermined pay
for such employees. An employee will
be considered to be paid on a“ salary
basis’ within the meaning of the regu-
lations only if the employee regularly
receives a predetermined amount con-
stituting al or part of the employee's
compensation, and such amount is not
subject to reduction because of vari-
ations in the quality or quantity of the
work performed.

Limiting Exposure
Continued from page one.

tion would be limited in the ab-

sence of arollover or transfer, in

said plans during the five year
period preceding the individ-
ua’s declaration of bankruptcy

or entry of judgment in excess of

7 per cent of thetotal income of

such individual for such pe-

riod.”

The statute limits the protection af-
forded to IRAs to 7 per cent of your
total income over the five year period
preceding the entry of judgment or fil-
ing of bankruptcy. This means if you
have abig IRA balance that has accu-
mulated over along period of time, you
could facethe potential |oss of some of
your money under Massachusetts law.
Again, the Feds come to the rescue!
Even though ERISA does not apply to
IRAS, federal law still provides protec-

tion for up to $1,095,000 (in 2009) of
your aggregate traditional and Roth
IRA assets if you declare bankruptcy.
In addition, if you rolled funds into
your IRA from an ERISA plan, then
those assets (and earningson them) are
not subject to thecap. Federal law fully
protects SEP IRA and SIMPLE IRA
plans without limitation. Again, fed-
eral law governs only bankruptcy
claims, not claimsmadeby creditorsin
the courts.

If you have concerns about your
particular situation, do not wait to take
action. Good asset protection planning
occurs well before we enter “ crisis
mode” . While things can be done,
evenin“ crisis mode”, early planning
makes for better results. If you have
any questions concerning asset protec-
tion, you should not hesitate to contact
us aswe know these rules can be com-
plicated and we are here to help.





