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“There is no security on earth; there is only opportunity.”
—Douglas MacArthur, American military leader
The estate tax is back along with its companion, the generation-skipping
transfer (GST) tax. They represent the largest threat to your family wealth.
Taxes increasingly threaten your family wealth. It is entirely possible
that rates and exemptions may change and that various estate preservation
techniques available today may be restricted or eliminated in the future.
No wonder holding on to your wealth is more challenging than ever.
With businesses not fully recovered from
Holding on to your
the Great Recession and portfolios and
real estate in flux, what should you do to
wealth is more
defend your family wealth?
challenging than ever.
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Some have called it the “death tax” and have fought hard for permanent
repeal, saying it is a form of double taxation for people who have already
paid a lifetime of taxes. For most of American history, inheritance taxes
were imposed on the wealthiest citizens only as a temporary measure in
times of war. By the early twentieth century, as the Industrial Revolution led
to a growing gap between rich and poor, leading figures such as President
Theodore Roosevelt and steel baron and philanthropist Andrew Carnegie
began promoting estate taxes as a way to diffuse the concentration of
wealth they considered a threat to democracy. These days, Congress views
estate and gift taxes as lucrative revenue sources. According to the latest
data available, estate and gift taxes produced $11 billion in revenue for the
US Treasury in 2012.
After more than a decade of confusion, Congress has finally acted to
bring greater certainty to the estate tax law. The American Taxpayer Relief
Act of 2012 (ATRA of 2012) reunified the state and gift tax exemptions.
The $5 million exemption (indexed for inflation) for estate taxes, gift taxes,
and generation-skipping transfer taxes became permanent and is no longer subject to periodic “sunsets.” Beginning in 2013, the top estate tax rate
increased from 35% to 40%. ATRA of 2012 also permanently extended
both indexing of the exemption to be passed to a surviving spouse and the
concept of portability (see detailed discussion of portability later in this
chapter).
After ATRA of 2012, individuals with estates over $5.25 million (or
$10.5 million in the case of a married couple in 2013) that continue to
grow at or above the rate of inflation will be subject to estate taxes. We caution you not to become complacent about the threat of estate taxes on your
wealth because of the allegedly “permanent” ATRA of 2012 exemptions.
Your life expectancy (and your spouse’s) may be another 20, 30, or 40 years.
Who knows what tax rates and exemptions will be in place at that time.
Consider the steps our country may need to take in order to address a $16.7
trillion growing deficit and other fiscal woes. High-net-worth families and
their advisors now recognize there is no longer any realistic expectation
that the federal estate tax will be repealed. For the foreseeable future, taxable estates will be subject to a federal estate tax of 40% on amounts above
the inflation-adjusted exemption amount.
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What does the future hold for the federal estate tax? The president’s
2014 budget proposal (the “Greenbook”) calls for a reduction of the estate
tax exemption to $3.5 million and a rate increase to 45%. In addition,
it seeks to limit the lifetime gift tax exemption to $1 million, which would
greatly diminish the ability to engage in wealth transfer planning. This
would not take effect until 2018, if it is passed. The Greenbook attacks
many of the classic estate preservation techniques, such as the ones discussed below. These, and others, are placed on what we humorously refer
to as the “endangered species list” discussed further in this chapter. Now is
the time to take advantage of these techniques while they still exist under
ATRA of 2012.
What is the effect of ATRA of 2012 on wealth transfer and estate
freezes? There are currently no restrictions on the grantor retained annuity trust (GRAT) as a wealth transfer device. In fact, relatively low values
and low interest rates continue to make this a very attractive planning technique. With substantial estates, a trust may freeze the value of property
during the surviving spouse’s lifetime so that future appreciation will not
be subject to federal estate taxes upon the surviving spouse’s death. Other
estate freeze techniques should also be considered, such as family limited
partnerships and sales to intentionally defective income trusts (IDITs).
How about the irrevocable life insurance trust (ILIT)? The ILIT
remains a very effective estate planning tool to provide funds for paying
estate taxes. Are there enough life insurance proceeds, liquid assets, and other
sources of income to maintain the current living standards of your surviving
family? Unfortunately, all too many individuals remain underinsured or
with policies in dire need of review to ensure objectives will be met.
Consider the spousal access trust (SLAT). This is a type of irrevocable
trust that is often funded with property such as real estate, marketable securities, or life insurance on the life of the grantor. The grantor’s spouse can be a
beneficiary of the trust while still removing property from the taxable estate
of both spouses. As beneficiary of the trust, the spouse can also maintain
access, through the trustee, to the assets in the SLAT.
Estate preservation planning is primarily about people and their desire
to provide for their loved ones. The primary objectives of most estate plans
involve estate creation, support and care of a surviving family, and the
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orderly transfer of property during a lifetime or at death. This often involves
providing for the care of minor children, support for disabled children and
elderly parents, and protection of loved ones from creditors. For some,
there is a strong desire to assure the survival of a business or to provide for
a charity. Given proper understanding and motivation, most families will
devote the time and energy necessary to develop and adopt an effective
estate preservation plan.

In addition, the following taxes apply:
The 3.8% surtax applies to “net investment income,” which is passive
income such as interest, dividends, annuities, royalties and rents (other
than rental income derived in the ordinary course of a trade or business),
and sales of nonbusiness property. The surtax applies to the lesser of the
income attributable to investment income or the amount by which your
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adjusted gross income (AGI) exceeds the threshold amounts $200,000 for
an individual or $250,000 for a married couple.
Medicare wages paid in excess of $200,000 are subject to an extra
0.9% Medicare tax. The 2% payroll tax cut, enacted during the economic
slowdown, expired as of December 31, 2012. In effect, that increased your
taxes by 2%, though it may not have seemed as painful as other, more overt,
tax increases. Still, that’s an additional 2% of your pay that now goes to the
federal government instead of in your pocket.
Under ATRA of 2012, itemized deductions will be limited. The total
amount of itemized deductions that are allowable as a deduction will be
reduced by the lesser of 3% of your AGI over the threshold amount or by
80% of otherwise allowable itemized deductions. The threshold amounts at
which itemized deductions would start to be reduced are:

◆

Married Filing Jointly: $300,000 of AGI

◆

Single: $250,000 of AGI

◆

Married Filing Separately: $150,000 of AGI

These threshold amounts would be indexed for inflation for years after
2013.
These limitations are a “stealth tax” in that they serve to increase the
amount of taxes you pay by limiting deductions.

A Golden Opportunity
ATRA of 2012 creates an unprecedented opportunity for lifetime wealth
transfer. The law sets the gift, estate, and GST tax exemption at $5.25 million
per person ($10.5 million per couple), indexed
for inflation going forward. The increase in the
This year will bring
gift tax exemption to $5.25 million means that
about a bonanza
you have an opportunity to transfer assets out of
of activity to avoid
your taxable estate such that all future appreciafuture taxation.
tion escapes estate and GST taxation. For now,
the new law omits all of the restrictions included
in previous bills, such as:
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◆

Limitations on grantor retained annuity trust (GRAT) terms

◆

Restrictions on discounts for family-held entities

◆

Uniformity of basis for estate and income tax purposes

This is all great news, especially in a low interest rate environment with
generally lower asset values. It is the perfect storm for estate preservation
planning. This year will bring about a bonanza of activity to avoid future taxation for high-net-worth individuals and their advisors who are cognizant
of the myriad of existing wealth threats. The worst thing to do is nothing.
For those who did not transfer assets in 2012—get off the fence—as
of today, the estate tax is not going to be repealed. For those who did, resist
the feelings of:

◆

“We did it all in 2012!”

◆

“Nothing else needs to be done!”

◆

“Why did we rush?”

Questions for Those Who
Already Transferred Wealth
For those who transferred up to $5.12/$10.24 million of assets to a trust in
2012 (the maximum amount at the time), now is the time to review what was
accomplished. Just because you already have a trust set up doesn’t mean that
your existing trust is the best wealth defense or wealth preservation vehicle
for your situation today under ATRA of 2012. Unfortunately, we have seen
all too many situations in which the wealth of high-net-worth individuals
was hastily placed into inappropriate trusts or even given to children outright without the benefits of a trust at all. There are also situations in which
the trust that was originally selected and created was perfectly appropriate
at the time, but changes in that family’s wealth situation and/or tax laws
render it inadequate to protect their family today. Sometimes, the “wrong”
assets were given away—assets the grantor may need in the future or assets
that were not optimal transfer candidates due to lack of appreciation potential, low basis, or outstanding debt. You should have a full understanding of
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any trusts you have created and what their role in defending your wealth is
today and in the future. Some questions to consider as you review:

◆

Do you understand exactly the transaction(s) you entered into?
◆ What level of financial modeling did you perform prior to
executing your wealth transfers?

◆

Which assets did you transfer? Why?

◆

How can you be sure that you and your spouse will be OK
financially, after giving away assets, under various scenarios?

◆

Did you give away the best asset(s)?

◆

Should you substitute or swap assets (for higher basis)? Will your
trust allow you to?

◆

Did you file your gift tax return on time?

◆

Is it a “grantor” or “nongrantor” trust?
◆ Who pays taxes on trust income? Is it acceptable for you to
pay 39.6% + 3.8% + state income taxes on income you don’t
receive?

◆

Is it a SLAT (spousal lifetime access trust) which provides access to
the trust’s assets through your spouse as beneficiary?

◆

How are trust assets invested? Taxable or tax efficiently?

◆

Did your spouse also take advantage of the opportunity to gift or
split-gift the full exemption amount?

◆

Do you realize that the value of assets transferred will be added
back to your taxable estate at death? Only future appreciation is
excluded from estate taxation. If you (and your spouse) die early, or
if the transferred assets do not grow, you didn’t accomplish much.

◆

Are notices to the trust’s beneficiaries required annually? Are you
aware of the consequences of not sending notices?

◆

Did you revise your will to reflect gifts made?
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◆

Did you form a new trust or LLC or use an existing one to transfer
assets into (audit risk)?

◆

Did the trust or LLC, which now has assets, open a bank account to
pay its bills and receive income? Does it file an income tax return?

The year-end rush sometimes caused trusts to be funded with liquid
assets that have little potential to appreciate or previously appraised assets
that may not be ideal candidates. The best assets to transfer are those with
significant appreciation potential and lend themselves to a deep appraisal
discount. A high cost basis is also beneficial since gifts to trusts assume
the grantor’s basis (carry-over basis vs. step-up in basis afforded to assets
transferred at death and subject to estate taxes).
An opportunity exists now to “swap” assets previously transferred to a
trust with assets still held inside the taxable estate (assuming the trust has
swap or substitution language included).
Consider a swap ASAP to avoid future legislation:

◆

Restrictions on grantor trusts

◆

Possible estate inclusion rules

◆

Loss of valuation discounts

Let’s Finish What We Started
For those who engaged in well-thought-out, significant lifetime wealth
transfer plans at the end of 2012 by giving away up to $5.12 million of
assets ($10.24 million for a married couple), you have an opportunity to
transfer even more without the imposition of gift or GST taxes. ATRA of
2012 provides the ability to “top off ” gifts to children in estate and GSTexempt grantor trusts:

◆

In 2012, many transfer plans fell short. Some amount less than the
maximum gift was transferred to trusts for the benefit of future
generations.
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◆

Often one spouse’s gift tax exemption was fully utilized, while the
other’s was not. Consider using both spouses’ exemptions now.

◆

Inflation indexing—for the first time ever, the $5.25 million
lifetime gift tax exemption has been automatically set to increase
with inflation each year.
$10,500,000 maximum in 2013
(10,240,000) maximum in 2012
$260,000 	
additional gift available to make in 2013 (in
2014 and beyond, there will be incremental gifts
available to make each year)

◆

Do it every year. If you have the desire and the wherewithal,
you can continue to make lifetime wealth transfers each year in
amounts equal to the inflation-indexed increase in the lifetime gift
tax exemption.

◆

Also, the annual exclusion gift amount, currently $14,000 per
beneficiary ($28,000 for a married couple), will continue to grow
with inflation, creating opportunity to increase those gifts as well.

Loan or Sell Assets to Trust
If you have “maxed out” your gifts to trusts and desire to transfer more
wealth gift tax free, consider lending or selling assets to your estate-taxexempt trust. The IRS allows you to use extremely low interest rates.

◆

For example, July 2013 applicable federal rates:
◆ Short-term AFR 0.23%
◆ Mid-term AFR
1.22%
◆ Long-term AFR 2.80%
◆ §7520 Rate
1.4%

The question is, can your trustee invest at a better rate of return than
these historically low interest rates and create arbitrage? I would think so.
Therefore, assets inside the trust will grow faster than the debt service.
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Income Tax Planning Opportunities
after ATRA of 2012
As you now know all too well, tax rates increase substantially in 2013 and
later years for high-income taxpayers. The 39.6% rate now applies to taxable income over $450,000 for married taxpayers and $400,000 for single
taxpayers. In addition, “net investment income” is subject to a new 3.8%
Medicare surtax to the extent that modified adjusted gross income exceeds
$250,000 for married taxpayers and $200,000 for single taxpayers. Net
investment income includes:

◆

Interest

◆

Dividends

◆

Rents

◆

Annuity distributions

◆

Royalties

◆

Income derived from passive activities

◆

Net capital gain derived from the disposition of property

Together, the 39.6% rate and the 3.8% Medicare surtax could increase
your marginal federal income tax rate to as much as 43.4%.
The increased tax rates make managing your taxable income from
year to year more important than ever. Fortunately, there are a number of
strategies you can use to help stay out of the top marginal bracket and/or
eliminate or reduce your surtax exposure. These include:

◆

Charitable remainder trusts (CRTs) to generate an upfront tax
deduction, smooth income, or shift income to those in lower tax
brackets, i.e., your children

◆

Charitable lead trusts to generate tax deductions

◆

Maximization of contributions to qualified retirement plans,
especially for those self-employed. Take full advantage of defined
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benefit pensions, age-weighted or target-benefit profit sharing,
and other plans.

◆

Tax deferral strategies, such as deferred annuities and installment
sales

◆

Capital gain harvesting and loss harvesting

◆

Use of life insurance cash value for tax-advantaged accumulation

◆

Tax-advantaged investments not subject to income taxes or the
3.8% surtax, such as municipal bonds

◆

Investments that generate large, upfront tax deductions, such as
intangible drilling costs associated with natural resources like oil
and gas programs. Depletion allowances partially shelter future
cash flow.

◆

Real estate investments with depreciation deductions and the
availability of tax-deferred exchange treatment

◆

Roth conversion—Converting a regular IRA to a Roth IRA gives
you tax-free treatment for the life of your Roth account, a benefit
that may become more important as taxes go up. Yes, you have to
pay tax on the amount you convert, but right now you know what
the tax hit would be. If you have a net operating loss, charitable contributions, or other deductions available, they can be used to offset
income realized on the conversion. Also, you can convert from a
traditional IRA to a Roth IRA incrementally over time. Rather
than converting $500,000 in one year, for example, consider 10
annual conversions of $50,000 to avoid the maximum tax brackets.

◆

In contrast to traditional IRAs, Roths offer several important
benefits. These include the lack of required minimum distributions, which means that funds in a Roth can continue to grow
free of taxes throughout your lifetime and that of your spouse.
Also, if you do take withdrawals from a Roth IRA, they are tax
free. Under ATRA of 2012, conversions from an existing 401(k)
to a Roth 401(k) are allowed for the first time. Your employer
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must offer this as an option and have both Roth and traditional
401(k) plans in order for you to take advantage of this feature.
This new provision opens up a whole new set of retirement assets
to Roth conversions and could be an important wealth defense
tool to protect your family against future rising tax rates.
The threat of excessive taxation on your family wealth can arise from
the lack of, outdated, or improper planning. Income, estate, gift, and generation transfer taxes can be significantly reduced, or avoided entirely, if you
know what you are doing. However, wealth preservation is complex and
ever changing. It requires careful attention to details; is developed through
a deep understanding of your vision, values, and goals; and involves a comprehensive analysis of all of your estate documents and planning work you
have done up to this point. A financial independence model is necessary to
assess your current financial situation and to evaluate alternative strategies.
This process can best be illustrated through a case study of a high-net-worth
family, the Prescotts, who may be similar to your own family.
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Case Study—
The John and Mary Prescott Family
To illustrate what a comprehensive, holistic wealth preservation plan looks
like, we have created the John and Mary Prescott family plan. After following the planning process described, beginning with (1) an initial “concept”
interview to understand the Prescotts’ vision, values, and goals for the
future and (2) gathering comprehensive data (including copies of existing
documents), we were able to construct the following financial independence model for the Prescott family. It reflects the family’s current situation
through the following models:
1. Family Member Report
2. Personal Balance Sheet
3. Life Insurance Summary
4. Financial Independence Model Snapshot—shows year-by-year:
a. Asset growth
b. Annual income sources
c. Annual income uses
d. Discretionary income
e. Total net worth
f. Estate distribution
5. Cash Flow/Asset Accumulation Summary
6. Estate Tax Liquidity Analysis
7. Qualified Retirement Plan Analysis
Seen in a high-level overview, the Prescott family has the following
assets that will ultimately pass down to their children and grandchildren,
subject to multiple layers of taxation.
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The Prescott Family
Family Member Report
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The Prescott Family
Personal Balance Sheet
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The Prescott Family
Life Insurance Summary

Observations

What observations can be made regarding John and Mary’s current situation? On the basis of extensive data gathering and several hours spent with
both John and Mary, we learned the following about their family vision,
values, and goals.

Background

◆

The Prescotts are a close family. Their two sons and daughter
live nearby. Sons, Jim and Mark, are successful businessmen and
married with children (three grandchildren so far, whom John
and Mary adore). Their daughter, Judy, was married but is now
divorced. She is a successful pediatrician. Judy is engaged to be
married again by the end of this year.

◆

John owns PresCo, a successful manufacturing and distribution
business. He plans to sell it in five years and retire at age 70. His
children are not active in his business and therefore have no desire
to succeed him. His management team cannot afford to buy him
out, so he plans to sell to outsiders. Over the years, various competitors have approached John with inquiries (not real offers) to acquire
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his business. He has never felt comfortable divulging confidential
information. He has never sold a business and realizes that he will
need professional representation to obtain maximum value, terms,
and tax advice.

◆

The 30 years spent building and running PresCo have taken a bit
of a toll on John’s health, but, thankfully, his high blood pressure
and cholesterol are now well controlled by medication. Mary is in
excellent health, and together they enjoy golf, tennis, and traveling.
They plan to do more in retirement.

◆

The three most important things John and Mary said they can
teach their children in life are:
1. “Family comes first”—They value family time, holidays,
vacations at their beach house, and supporting one another
through life’s trials and tribulations.
2. Education—All three of their children have been college
educated, and Judy also graduated from medical school.
They want their grandchildren to receive the finest education
possible, including postgraduate studies if they choose.
3. Charity—John and Mary have taught their children to give
back to society and support causes and charities they are
passionate about.

◆

John’s parents are deceased. Mary’s mother is now approaching 85
years old and may soon rely on them for care and financial support.
No inheritance is anticipated.

◆

If John were to pass away, Mary would like to stay in their current
home, where they have lived for more than 30 years and raised
their family. They enjoy their community. They absolutely want to
keep the beach house in the family for future generations to enjoy.

◆

The Prescotts are concerned about potential threats to their net
worth and their family.

◆

They are concerned about excessive taxation on their income, their
portfolio, and the future sale of their family business. They are
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aware of the estate tax but don’t know how much they will owe or
how their family will pay it.

◆

They are also concerned about inflation and loss of purchasing
power.

◆

Another concern is making sure that their wills and trusts pass
their assets in accordance with their wishes and protect their heirs
from potential future creditors and predators.

◆

Final concerns include other dangers to their business and personal
assets, to be uncovered during the process, of which the Prescotts
were previously unaware.

◆

The Prescotts have serious questions about the impact of the
recently signed ATRA of 2012. They want to know how to take
advantage of it to transfer and protect wealth. They realize that
there is a window of opportunity to take advantage of certain
strategies and wish to maximize opportunities.

Net Worth/Cash Flow Snapshot

This component of the financial independence model built for the Prescott
family shows their:

◆

Assets

◆

Annual income sources

◆

Annual income uses

◆

Discretionary income (excess/shortage)

◆

Total net worth

◆

Estate distribution

We have shown only three years in our example. Typically, the model is
run for 20 or 30 years.
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Cash Flow/Asset Accumulation Summary Report

For the Prescott family, the following model shows the next 15 years of
financial activity (again condensed here; typically projected for 20–30
years):
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Financial Threats and Observations

1. Balance sheet—John and Mary have achieved the American
Dream and more! Their combined net worth is $30 million and
growing. They started with nothing when they married 38 years
ago. PresCo was responsible for creating most of their wealth and
represents two-thirds of their net worth today.
2. Cash flow—As a result of John’s salary and K-1 distributions from
the business and real estate in excess of $1.1 million per year, plus
perks, the Prescotts have plenty of excess cash flow or discretionary
income. Even though only one model is shown here, alternative
models were run to “stress-test” the Prescotts’ financial independence under different rates of inflation and return assumptions.
Their personal living expenses are $350,000 per year and growing
with inflation. After they pay income taxes, their discretionary
income is still more than $200,000 per year and growing significantly over the years. Aside from birthdays, holidays, and other
special events, John and Mary have not made formal recurring gifts
to their children or grandchildren. Note: At age 70, when John is
projected to sell PresCo, their discretionary income jumps more
than $12 million in that year (2018).
3. Estate settlement costs (ESCs)—Federal estate taxes, state
inheritance taxes, and the cost of probate and administration
will take the largest chunk out of their estates—which is why
minimizing ESCs is a primary concern. Total taxes and other costs
if John and Mary passed away this year are $13,280,031. They have
a serious liquidity shortfall. Assets will need to be sold in order to
pay taxes—possibly PresCo and real estate.
4. Wills—The Prescotts have simple wills, which were updated in
2000. Not only are these wills outdated and tax inefficient but also
they provide absolutely no asset protection for future generations.
5. Assets pass outright to their children after John and Mary
pass away. This arrangement negates the opportunity for
multigeneration tax planning or asset protection.
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6. Life insurance—$3 million in coverage is owned by John and is
therefore includable in their taxable estate; 40% of their insurance
proceeds will be lost to unnecessary taxation.
7. Asset titling—John and Mary’s asset titling is currently impractical;
only $100,000 is in Mary’s name. In fact, since the money is an
IRA with John as primary beneficiary, it does not even pass under
Mary’s will. The Tax Relief Act of 2010 created “portability”
between spouses of the maximum estate tax exemption, and
ATRA of 2012 made it “permanent.” Generally, portability would
allow John to take advantage of Mary’s unused exception amount
if she dies without using it completely. It would be available to
John only if an election is made on a timely filed estate tax return.
Reliance should not be placed on portability. This is merely a
default for those who do not plan in advance. Problems arise if a
surviving spouse remarries. Further, all postmortem appreciation
of assets will be taxed. Proper asset titling, i.e., $5.25 million of
assets (indexed) in each spouse’s name, is preferable to maximize
tax savings and creditor protection.
8. Qualified plans taxation—Their 401(k)s, profit-sharing plan,
and IRAs totaling $2.85 million will be devastated through double taxation. The combined income taxes and estate taxes due at
death on these plans are $1,817,160 (64%) in 2013!

Objectives

◆

John has spent the past 30 years growing his business and, along
with Mary, raising their children to appreciate hard work and an
“attitude of gratitude.” He would like to pass on not only assets to
his grandchildren but also the same work ethic and family values
his children have.

◆

John and Mary would like to ensure that Mary’s lifestyle is secure
if John dies prematurely and the business loses value.

◆

John and Mary despise estate taxes because they threaten the pool
of legacy assets available for their children and grandchildren.
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They would like to pay no more in taxes than they have to and
would like to shelter their children and grandchildren from the
same tax challenges. They want to preserve and optimize their
hard-earned assets.

◆

Because of Judy’s past divorce and pending marriage, John and
Mary are adamant about wanting to protect and keep Prescott
family assets inside the Prescott family only.

◆

The Prescotts realize that a complete review of all of their estate
documents and risk management program, i.e., life, disability,
health, and P&C insurance, is necessary because no one has taken
an objective, comprehensive look at them in many years. John and
Mary do not want to be exposed to any unpleasant surprises or
potential losses.

◆

Finally, John and Mary like the idea of charity but have no idea
how to create something with lasting meaning. They are looking
for ways to make the world a better place. However, they do not
want to benefit charity at the expense of their family legacy goals.

What is surprising is that John and Mary have long-term advisors in
place, such as their accountant and attorney, and felt that their financial
affairs were in pretty good shape. However, their estate preservation plan
is another matter. They have not heard from their insurance agent since
he sold them their policies in the mid-1990s. Their other advisors are
extremely competent and have provided excellent guidance over the years,
but John and Mary had been so focused on raising their family, running the
business, and all of the other day-to-day activities that they neglected to pay
attention to their overall wealth preservation plan. New tax planning ideas
under ATRA of 2012 have not been clearly communicated to them. They
did not clarify and prioritize their goals because they thought they would
get to it some day. Well, that day has come.
Let’s take a step back and look at some global planning issues, and then
we will relate how they specifically threaten the Prescott family wealth.
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What Is Estate Preservation?
Estate preservation is the process of prearranging your financial matters
for the benefit of your family or other beneficiaries of choice, both during
your lifetime and after death. Estate preservation considers both tax planning and wealth distribution planning. Our four-step approach toward our
high-net-worth clients is to:
1. Understand what they want to accomplish (that is, their objectives)
during the discovery process
2. Educate them regarding what is already in place (that is, an audit
of their current documents, the manner in which assets will pass
under those documents, and the tax impact of their choices)
3. Brainstorm and illustrate options
4. Implement appropriate solutions through an action plan

“My Attorney Wrote a Will for My Spouse and Me—
Our Estate Preservation Plan Is Done”

Is a will an estate preservation plan? How about a revocable living trust,
power of attorney, or life insurance policy/trust to pay estate taxes?
The answer is that these are all ingredients of estate preservation. An
effective plan is personal to you. It should not be boilerplate or the same as
your neighbor’s or the past 10 people who saw
These are all
the same attorney you did. Once it’s done, can
you put it in a drawer and forget about it? Not
ingredients of
on your life! Estate preservation plans change
estate preservation.
constantly as a result of internal (family, net
worth, new objectives) and external (tax laws, economic conditions, etc.)
forces. For instance, the Prescotts’ plan may have been adequate 13 years
ago when it was created, but today, it falls drastically short of accomplishing
their goals.
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What Should an Estate Preservation Plan Do?

It will help accomplish your objectives in the following areas:

◆

Provide for your surviving spouse and other family members in the
event of your demise.

◆

Provide that assets will be managed properly if you become
disabled or incompetent.

◆

Distribute your assets in accordance with your wishes after you
(and your spouse) are gone.

◆

Protect assets from predators and creditors (yours and those your
children and grandchildren may someday face).

◆

Maximize use of all applicable Internal Revenue Code deductions,
exclusions, and tax credits.

◆

Make sure that your family pays the absolute minimum amount of
income, gift, estate, and generation-skipping taxes.

◆

Ensure that your charitable intentions are met.

◆

Provide for an equitable distribution of assets among your children
(note: equitable does not necessarily mean equivalent dollar value,
just a distribution plan that meets your definition of “fair”).

◆

Objectively review your existing legal documents, such as wills,
trusts, powers of attorney, living wills, health-care directives,
prenuptial agreements, divorce decrees, etc.

◆

Review the ownership and beneficiary designation of life
insurance policies and qualified retirement plans to minimize tax
consequences and make sure they flow to whom you want, when
you want, and in the proper amounts.

◆

Develop a prearranged plan for the management and expenses
associated with long-term care.
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◆

Create an exit strategy to monetize your business across all
contingencies:
◆ Lifetime sale
◆ Family succession
◆ Death
◆ Disability

An estate preservation plan should be customized to meet any special
needs you or your family may have and should anticipate both the good
things and the bad things that could happen in the future.

Why Isn’t Proper Estate
Preservation Always Done?
Since virtually everyone agrees that he or she ought to have a personalized
holistic estate preservation plan, why is it that many people fall short? After
reviewing literally thousands of plans over the past 25 years, we have found
that most contain serious shortcomings. These can often be categorized as
acts of omission, i.e., failure to address the important issues. Sometimes,
the problems are minor and will result only in some unnecessary expense
or delay for future heirs. More often, the mistakes are severe and will cost
unnecessary millions in estate taxes that could have been easily avoided, or
they may even cause assets to pass to unintended heirs.
Part of the problem is obvious: estate preservation, on some level,
requires us to accept the fact that we’re going to die. Most of us don’t start
our day with the thought that we could be
Estate preservation,
dead tonight so we need to get our affairs
in order. Wealth transfer will take place
on some level, requires
with or without your input; a failure to face
us to accept the fact
your mortality and arrange your affairs for
that we’re going to die.
your children, spouse, and business could
place everything you have worked so hard to achieve at risk. When you
face reality and plan for your eventual passing, you increase the chances of
preserving and defending your wealth for future generations. But that’s not
enough, because with tax laws in constant flux, successful wealth transfer
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planning is a lifelong endeavor. Estate preservation and confiscatory taxes
always seem to be the “problems” that can wait until the day’s (or month’s
or year’s) more pressing problems are addressed. Perhaps some people
failed to plan because perhaps they secretly hoped the estate tax would be
repealed. ATRA of 2012 confirms that the estate tax is permanent and the
government’s need for revenue is not abating. It is time to act now.
A less obvious part of the problem is advisor selection. Either people
confuse higher costs with decreasing value and hire discount advisors to
address this highly specialized area of their affairs or they keep the same
advisor and plan that they’ve had for the past 20 or 30 years out of loyalty.
Even with sophisticated advisors in place, the client may not be ready
to do proper planning. Some plans never become a reality. Some highnet-worth individuals feel that the estate plan recommended by previous
advisors did not deal with their specific goals, objectives, and desires or was
too complicated for them to understand, which caused them to become
uneasy about implementation. They get derailed before documents are
drafted and the trusts, LLCs, and other structures are even created. Many
times we have clients come to us with documents that are unsigned and
therefore ineffective. Furthermore, advisors don’t always follow through.
They are not immune to becoming discouraged by their clients’ procrastination. They send a letter or place phone calls to clients and then move on. For
some advisors, once clients pay their bills, seeing the plans come to fruition
loses its urgency. Obviously, this is unacceptable for you and your family.
In our experience, virtually all patriarchs and matriarchs care deeply
about the impact their actions will have on their families and legacies both
during their lives and after they are gone. So why not resolve these issues
during life through proper planning? The financial and personal lives of
high-net-worth individuals tend to be very complex, and family dynamics
can sometimes be intensified when money is brought into the equation.
Understanding what lifetime actions an individual is willing to
undertake to secure his or her estate preservation objectives is paramount.
For some, fear of the unknown or a desire to avoid conflict leads to inaction.
For others, a desire to retain complete control of everything during life
results in less than optimal planning. For many—and maybe most—not
understanding the incredible positive impact planning can have on the
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people or institutions they care most about leads them to accept less than
perfect methods and continued procrastination. Don’t fall into that trap—
by acting proactively and determining the best vehicles to preserve your
wealth for future generations, you are taking steps to take care of your
family for many generations in the future.

Why Get a Second Opinion?
The Value of a Fresh Look!
Roughly 90% of the clients we are introduced to already have some level of
planning in place. Regardless of all the good work they may have done in
the past with their advisors, our clients find it to be extremely worthwhile
to take a fresh look at estate preservation. Consider it a second opinion
as seen through another set of eyes.
The biggest mistake we see is the lack
With passage of ATRA of
of periodic review or document audit.
2012 and the unprecedented
This should occur every few years
planning opportunities it
or annually in the case of a complex,
creates, all plans should be
dynamic estate. Those periodic reviews
reviewed now.
can uncover potential threats, coordination gaps, and opportunities that
allow for implementation of new strategies to control taxes and better
assure that your assets will pass in the most efficient and protected manner.
Further, the decisions you and your spouse made years ago when
documents were originally created probably do not reflect your thinking
and circumstances today, based on all of the financial turmoil and tax and
economic changes you have experienced of late. With passage of ATRA
of 2012 and the unprecedented planning opportunities it creates, all plans
should be reviewed now.

Ask Yourself . . .

Can you describe, in simple terms, how your estate documents work? Do
they contain any special distribution provisions relative to your family and
their needs? Are the documents boilerplate or custom to meet your needs?
Do you know who gets exactly what, when, and how? Do your children
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(and/or grandchildren) receive assets outright or under the protection of
a trust? How do your testamentary trusts (created under your will upon
death) or living trusts operate? Do beneficiaries receive an income stream
for a certain number of years? Who decides how much they will get?
Will your children (and grandchildren) receive multimillion-dollar
outright distributions before they are ready to invest wisely? Are assets protected from your heirs’ predators and creditors? Have you done everything
you possibly can to reduce the bite the IRS will take? While estate preservation is typically not a conversation starter at a cocktail party, do you wonder
from time to time whether your planning is done as well as it absolutely
can be, particularly in light of the ever-changing environment? Does this
uncertainty keep you (or your spouse) up at night?
By the way, none of these questions are meant to disparage your
attorney or accountant or the other professional advisors who helped craft
your present estate plan. Ultimately, the responsibility for implementing
and monitoring a proper plan is yours alone. What was done several years
ago (and it’s amazing how several years quickly become a decade or more)
may have been state-of-the-art planning at that time. However, since this is
not typically a top-of-mind area, you may be startled by how quickly your
once current documents fade away into obsolescence.
It’s also a fact that the IRS and the tax court system are not set up to
alert American taxpayers that their documents and plans have fallen out of
date, have become tax inefficient, or potentially subject their assets to creditors they or inheriting family members may face. Again, it is up to you to
review and update your estate plan periodically as the tax laws change and
as your family needs change. Consider births and the adoption of children;
new grandchildren; divorces; marriages; the passing on of beneficiaries,
trustees, and guardians; and the multitude of other outside factors that
could impact you and your family wealth.
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So What Could Go Wrong?
Estate Settlement Costs

Estate taxes are the single largest threat to the transfer of wealth in this
country. You work your entire life to earn a buck. You lose roughly 50 cents
to various income taxes (federal and state),
Estate taxes are the
leaving 50 cents out of every $1 to live on and
invest. That 50 cents will manifest itself in savsingle largest threat to
ings, investments, and business or real estate
the transfer of wealth
assets that are taxed again at a minimum of
in this country.
40% upon your death. This is the ultimate in
double taxation.
If we look at your estate in its entirety (100%), you actually own and
control the disposition of 60% of your assets. The US Treasury has a “lien”
on 40% above the exemptions, and it is waiting patiently to collect it. In
fact, it hopes that you continue to work hard to grow your assets so that its
share increases proportionately.
Most high-net-worth individuals are not aware of the dollar amount of
the estate taxes that will be levied upon their estates after their demise—nor
are they aware that the IRS demands cash payment of these taxes, generally
within nine months of death! A forced sale of your most valuable assets or
highest-income-producing property or the loss of control of a family business
will result from not enough cash at the right time. Worse still, forced sales—
because they yield pennies on the dollar to pay the full-priced tax bill—only
compound the impact of failing to address one’s estate preservation needs.
Upon the passing of John and Mary (assuming that both deaths
occurred in 2013), total estate taxes and other settlement costs (probate,
valuation, administration) will be $13,280,031.
Like most people, the Prescotts did not realize that the tax bill would
be so high. Further, they had not considered which assets their family
would be forced to liquidate in order to pay the tax bill. We can’t help but
wonder how many children have sat down nine months after the passing of
their parents to write a check—the biggest check ever—to the US Treasury.
We wonder whether they ask, “Did our parents do all they could to help
reduce the size of this check?” We also can’t help but wonder what further
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loss in value was incurred as a result of poor timing, i.e., the forced liquidation of a stock portfolio, real estate, or closely held family business during a
down market, and how, with just a little bit of planning and liquidity, much
of this pain and financial loss could have been avoided.

Proper planning will enable you to calculate your estate taxes today and
into the future, on the basis of conservative estimates and projections. More
importantly, the process will educate you on all of the relevant strategies
you may choose to implement to reduce estate taxes—and in some cases
avoid them entirely. If we consider a 40% estate tax, the investment of time
in estate preservation can help prevent the past 20 or 30 years of hard work
and estate growth from going up in smoke. Moreover, it assures that assets
pass to those you care about most.
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Your Estate Can Go in Three Directions

A discussion of estate preservation often starts with a simple diagram that
shows that your estate assets can go in one of three directions:
1. The IRS
2. Your family
3. Your charities of choice
Let’s suppose that the estate tax is voluntary. What percentage of your
assets would you choose to allocate to each of these three potential recipients?

◆

IRS ___%

◆

Your family ___%

◆

Charity ___%

The Estate Tax Is Voluntary

Obviously, just about everyone chooses some combination of family and
charity. No one ever chooses to leave his or her assets to the IRS. This kind
of “patriotism” is often inefficient and its effects unknown. We sometimes
refer to the concepts of “voluntary” vs. “involuntary” philanthropy. Voluntary philanthropy proactively directs resources toward causes that are
meaningful to the donor and society at large. Involuntary philanthropy is
the confiscation of assets by taxation. In fact, developing a zero-estate tax
plan is entirely possible by integrating charitable giving strategies to reduce
your taxable estate below the $5.25 million taxable threshold ($10.5 million for married couples, indexed for inflation) and leaving the rest to
charity. So, you see, the estate tax is voluntary. It is entirely possible for you
and your advisors to construct a plan that leaves your hard-earned assets to
your family and the causes most important to you rather than the IRS. It’s
up to you!
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A Brief Review of Federal Transfer Tax History

The following is an overview of the long and sordid history of the federal
estate tax:
1797—The first federal “estate” tax was passed to help fund a naval buildup.
1862—To help fund the Civil War, Congress imposed a legacy tax on
personal property and a stamp tax on the probate of wills.
1894—At the beginning of the Spanish-American War, a 2% “income”
tax was imposed upon “money and value of all personal property
acquired by gift or inheritance.”
1916–21—The modern estate tax was enacted, followed by a succession of
changes. Initially, there was an exemption of $50,000, and the
rates ranged from 1% on the first $50,000 to 10% on estates
over $5 million. Thereafter, the 1% rate increased to 1.5%, then
to 2%, and the 10% rate increased to 15%, then to 25% (on
estates over $10 million).
1924—The gift tax was imposed and the estate tax was increased on all
taxable estates over $100,000 (estates over $10 million were taxed
at 40%).
1934—For estates over $10 million, the maximum rate was increased to
60%.
1940—To help finance World War II, a “temporary” defense tax increased
estate taxes by an additional 10%.
1941—The progressive rates were increased, and the “temporary” defense
tax became permanent. The rates increased to 77% on amounts over
$10 million.
1981–99—During this 19-year period, no less than 126 new estate tax laws
were enacted (an average of seven per year).
2001—EGTRRA 2001 repeals the estate tax for the year 2010.
2010—The 2010 Tax Relief Act reinstates the estate tax with an increased
exemption of $5 million and a maximum rate of 35% (for the years
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2011 and 2012). Estates of 2010 decedents could opt for repeal of
estate tax in favor of modified carryover basis.
2012—
ATRA of 2012 makes permanent the $5 million exemption
(indexed for inflation). The top estate tax rate is increased from
35% to 40%.
Unfortunately, the estate tax is here to stay. As a consequence, your plan
needs to deal with this reality. Estate, gift, and GST taxes are unlikely ever
to be repealed permanently, due in large part to budgetary concerns at both
the federal and state levels and the surprising support of the superaffluent.
Even Warren Buffett is a very vocal and visible supporter of estate taxes.
State Death Taxes
Bear in mind that state-level estate or inheritance taxes are expected to
remain at current levels (or go higher), especially as states lose revenue from
other sources and face major financial crises. The states have not increased
their exemptions to the $5.25 million federal level. For example, the exemption in New Jersey is only $675,000; in New York, it’s $1 million. So while
an estate may pass free of federal estate taxes, state death taxes can be substantial. State death taxes remain deductible on federal estate tax returns.
However, the newly enacted 40% federal estate tax rate effectively increases
the cost of dying as a resident of a high-taxing state, such as New York or
New Jersey. You now have greater incentive to establish domicile in a state
that does not impose state death taxes, such as Florida, New Hampshire,
and Virginia. Careful analysis is needed to determine how to minimize,
defer, or provide for payment of state death taxes in your state of residence
and all states in which you own property.
Foreign Estate Taxes
In addition, if you happen to own property, such as a condo or vacation
home, in a foreign country or hold other assets in foreign financial institutions, those assets could be subject to double taxation. They could be
taxed by the United States and by the foreign country. Rules governing
estate taxes on property and assets held in foreign countries are complex
and vary according to that specific country’s tax rules and whether it has
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estate tax treaties with the United States. In addition, you may need to
create an international will to deal with any foreign asset ownership issues
because in some cases, foreign jurisdictions may not recognize wills or
other estate planning documents executed in the United States.

Wealth Distribution Planning
The wealthy often have reasons that extend beyond just tax planning to
review and revise their wills and trusts. Your estate documents, such as
wills and trusts, along with asset titling, beneficiary designations, and
other instruments, control the distribution of your wealth. John and
Mary Prescott had created simple wills more than 13 years ago. They are
insufficient, given current events, their objectives, and the size of their
net worth.

Simple Wills

Surprisingly, we frequently come across high-net-worth individuals, such
as John and Mary, who still have simple, or “I Love You,” wills with their
spouse. In other words, each spouse leaves everything he or she owns directly
to the other, and upon the death of the second spouse, the estate is passed
on to the couple’s children, often outright in a lump-sum inheritance.

98

Protecting Your Assets in an Increasingly Volatile World

While this may appear to be perfectly acceptable on the surface, as all
assets are transferred to Mary upon John’s passing, it poses a host of tax,
distribution, and asset protection threats.

◆

Assets pass outright to surviving spouse

◆

No asset protection

◆

No protection in the event of a second marriage

◆

No assurance that assets will pass to your children

◆

No ability to have professional asset management assistance from
a trustee

Other problems associated with simple wills that threaten your family
wealth include:

◆

Assets subsequently pass outright to children
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◆

Exposure to their potential creditors and predators

◆

Inclusion of assets in children’s taxable estates before passing to
grandchildren

Portability

The Tax Relief Act of 2010 created the concept of portability, and ATRA
of 2012 extended it. However, portability is neither a panacea nor a substitute for proper estate preservation planning.
Historically, each individual had the right to leave to the next generation
a specific amount of property free of the federal estate tax. This could be
done during a lifetime by gift or upon death through an exemption, but
the right could not be passed to a surviving spouse (i.e., either you used it
during lifetime or upon death or you lost it). It required prior planning to
take advantage of the estate tax exemption.
The 2010 Tax Relief Act introduced the concept of portability by
allowing any unused exemption to be passed to a surviving spouse. The
idea was to eliminate the need to retitle assets and establish complex wills
and trusts (e.g., QTIP, credit shelter, bypass, or family trusts). The unused
exemption was called the “deceased spousal unused exclusion amount,” or
DSUEA. In order to take advantage of this portability, the executor of
the estate of the deceased spouse needed to file an estate tax return and
make a DSUEA election. Under the 2010 Tax Relief Act, the exemption was increased to $5 million per person and indexed for inflation
beginning in 2012. ATRA of 2012 made permanent both portability and
the $5 million exemption with indexing (as indexed, the exemption was
increased to $5.25 million in 2013).
Assuming none of the $5.25 million was used, adding the $5.25 million
DSUEA (now referred to as DSUE after ATRA of 2012) to the surviving
spouse’s “basic exclusion amount” of $5.25 million produces an “applicable
exclusion amount” of $10.5 million in 2013. This is the amount that can
be passed during lifetime or at death by the surviving spouse free of federal
gift or estate taxes. The DSUE is limited to that of the last deceased spouse.
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Despite the advent of portability, there remain many compelling nontax reasons to continue use of bypass trust wills in estate plans. Surviving
families require asset management, parents require assurance that assets will
pass to their children and not to subsequent spouses, professionals require
asset protection from civil suits, blended and nontraditional families have
special needs, business interests must be continued, and incapacity planning
often can best be accomplished with such trusts.
It is ill advised to rely solely on the portability of the federal estate tax
exemption to plan a large estate, as many states have their own state death
taxes and virtually all states are continually seeking new sources of income
in a financially challenging economy. Portability does not apply to generation-skipping transfers (i.e., a surviving spouse cannot receive the deceased
spouse’s unused GST exemption).
Other reasons not to rely on portability:

◆

The deceased spouse’s credit is not indexed for inflation and
therefore, doesn’t shelter future asset growth.

◆

Affirmative action is required when a spouse dies. An estate tax
return (form 706) must be timely filed. If not, portability is not
possible. Failure to file could become a major fiduciary issue in the
future.

◆

If the surviving spouse is sued, assets are exposed to creditors.

◆

If a spouse dies and portability is elected by the estate and the
surviving spouse remarries and his or her second spouse predeceases
him or her the exemption could be lost. This could inadvertently
cost the family millions of dollars in unnecessary estate taxes.

Using a bypass trust provides asset protection, as well as second
marriage protection to ensure that assets pass to children, not the second
spouse. Bypass trusts also protect the GST exemption. From an income tax
standpoint, a bypass trust allows the ability to distribute income to children
in lower income tax brackets than the surviving spouse, i.e., when a spouse
is in a 39.6% bracket and a child is in a 28% bracket.
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Joint Assets

Another common estate preservation threat is the misuse of jointly titled
assets. Most married couples tend to acquire assets in joint name, typically as joint tenants with rights of survivorship, or JTWROS. John and
Mary have $6.9 million in assets titled as JTWROS. Commonly, the personal residence, vacation home, bank account, CDs, brokerage accounts,
and other assets are jointly titled between married spouses. Would you be
surprised to learn that joint titling bypasses the tax efficiencies and asset
protection created by your wills? The reason is that JTWROS assets (just
like assets under a simple will) pass to the surviving joint tenant and do not
pass through your will or testamentary trust. In fact, it is often said that the
will is the weakest document. Joint titling and beneficiary designations will
override whatever your will and testamentary trust may say. As previously
mentioned, John and Mary each have the ability to shelter $5.25 million in
assets from estate and GST taxes in 2013. However, they are able to take
full advantage of this only to the extent that their assets are structured and
titled properly. With jointly titled assets, they will not be able to take full
advantage of both estate tax exemptions. In order to use both exemptions
and maintain flexibility, they need to have sufficient assets titled in each
name separately, along with the proper wills that direct $5.25 million of
the first person to die’s assets to a family trust. The problem is that if that
person does not have enough assets controllable by his or her will, the trust
will not be fully funded. John has plenty of assets in his sole name ($23
million); however, Mary does not have any assets in her name (other than
her $100,000 IRA, which does not qualify, as it passes by beneficiary designation, not through her will). Therefore, her $5.25 million credit could
be wasted, resulting in potentially $1.75 million (at 35% estate tax rate) of
completely unnecessary taxes if she predeceases John. This situation can be
common in families where one spouse was the main breadwinner and the
other was responsible for caring for the home and family.

Life Insurance Ownership and Beneficiary Pitfalls

Much confusion surrounds the proper ownership and beneficiary
arrangement of life insurance policies. In all my years defending clients’
wealth, I have never seen the IRS named as a beneficiary of a life insurance
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policy on an application. However, this is exactly
I have never seen
what happens every day as a result of lack of proper
the IRS named
planning. Again, the tendency with married couples
as a beneficiary.
is often to name their spouse as the beneficiary
of a life insurance policy. John and Mary are no
exception. Mary is the beneficiary of the $3 million life insurance policies
on John’s life.
John is the owner of his policies. This is the way most insurance is
written in the United States today and has been since the beginning of the
insurance industry. When it comes to planning for high-net-worth individuals, this arrangement is entirely unacceptable because this type of life
insurance ownership and beneficiary designation inadvertently makes the
IRS the beneficiary of 40% of the insurance proceeds upon the passing of
the surviving spouse. I am sure that’s not what John and Mary had in mind.
Most people are shocked by this discovery because they believe that life
insurance is tax free. In fact, it is income tax free under the Internal Revenue
Code. However, when the insured (or spouse) owns the policy, it becomes
includible in his or her taxable estate. This tax problem also applies if
the policy is owned by a corporation or another entity controlled by the
insured.
The Prescotts, in essence, are paying premiums for $3 million of life
insurance coverage but are receiving only $1.8 million of net proceeds. No
client I’ve ever met is OK with paying one and a half times the premium
amount he or she should for life insurance.
Why is this wasteful tax problem so common? It can be due to any
number of reasons. People care about their spouses and want to fix the
problem as quickly and simply as possible, so they just buy the insurance.
Furthermore, many people either don’t know about the tax problem (nor
does their insurance agent) or don’t care enough about the impact to take
the time and additional steps to defend against it.
Some other consequences of incorrect life insurance ownership
include:

◆

Children could potentially be disinherited. What if John dies
and Mary receives the insurance proceeds and then remarries?
Through no fault of her own, Mary may create another simple
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will (or title her savings and investment accounts into which the
proceeds are deposited in joint name) with her second husband.
As a result, if Mary dies before her new husband, assets pass to him
and then under his will to whomever he designates (possibly not
John’s children and grandchildren).

◆

Children or grandchildren (at age 18 or 21) could inherit
unnecessarily taxed life insurance proceeds in a lump sum.

◆

Assets are not protected from the surviving spouse’s creditors and,
ultimately, children’s creditors and potential divorce.

◆

Professional asset management of proceeds is lacking for the
family.

Qualified Retirement Plan Taxation

Another area of major concern for high-net-worth individuals is the
taxation of their qualified retirement plans and IRAs at death. People
establish qualified retirement plans
Qualified retirement plans and
such as pensions, profit sharing,
401(k)s, 403(b)s, and IRAs to
IRAs may well be the best place
provide for their future retirement
to accumulate wealth while
income and to defer income taxes
you are alive, but they may be
as long as possible. These are
the absolute worst place to own
admirable goals. However, the
assets when you die.
IRS levies a significant penalty for
keeping money in such plans for
too long and deferring distributions (which deprives the IRS income tax
revenue) and attempting to use these vehicles as a way to pass on wealth
to children and grandchildren. Most people wait until required minimum
distributions are necessary at age 70 1/2 before taking money out of their
traditional (non-Roth) retirement plans. Because of the substantial value of
assets held in John’s and Mary’s qualified retirement plans and IRAs, they
will trigger significant taxation upon death—both income and estate taxes.
These qualified retirement plans and IRAs may well be the best place to
accumulate wealth while you are alive, but they may be the absolute worst
place to own assets when you die.
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Let’s examine the Prescott family example. When the survivor of John
and Mary dies, the first tax that applies to their $2.85 million retirement
plans as they pass to their children is the federal estate tax. If we assume
that they are in the 40% marginal estate tax bracket, estate taxes attributed
to their retirement plans would be $1.14 million. Second is the income tax.
At a 39.6% marginal income tax bracket, the income tax on a lump-sum
payout would be another $677,160. The bottom line is a total tax bill of
$1,817,160, resulting in a loss of 64% of their plan assets. That leaves only
$1,032,840 of the original $2.85 million for their children. Imposition of
state-level income and inheritance taxes makes matters worse. Once again,
taxes threaten and divert wealth intended for the family and transfer it to
the IRS and state tax collectors instead.
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Some clients ask, “What if my children don’t take a lump-sum
distribution and ‘stretch’ my qualified plan and IRA over their lifetimes
after I’m gone?” First, this is possible only if enough “other” cash is available
to pay transfer taxes at death. If that luxury of estate liquidity does not exist,
then the children will be forced to take a lump-sum distribution from the
qualified plan/IRA itself to pay the estate tax due. Moreover, deferring
withdrawals from qualified plans saves overall income taxes only if income
tax rates decrease over time. Otherwise, deferring income taxes on qualified
plans (by stretching out distributions) often serves to increase the amount
ultimately paid to the IRS.

Leaving Assets Outright to Children

We commonly review the will or trust of high-net-worth individuals and
find that these instruments are designed to leave assets outright to their
children once they attain specified ages (age 30 or 35 is common). This is
the case with John and Mary. Twenty years ago when John and Mary created their wills, their children were minors and their net worth was much
less. The thought of estate distribution probably seemed so distant. Now
that their estate is as large as it is and their children are adults and they have
grandchildren, this is clearly no longer an advisable plan. In any event, John
and Mary are unaware that they have chosen to leave assets to their children
in such an unprotected manner.
Assets left to children outright will be subject to:

◆

The potential claims of a divorcing spouse

◆

The potential claims of children’s creditors (lawsuits, auto
liabilities, malpractice, bankruptcy, etc.)

◆

Gift taxes, should they try to give away the assets they have
inherited to your current or future grandchildren while living

◆

Estate taxes when assets are left to the next generation (i.e.,
grandchildren)

So, for every $1 million left to children outright, it is subject to
$400,000 in estate taxes. The remaining $600,000 will be subject to estate
taxes again when the children try to pass those assets on to their children. At
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a 40% marginal rate, the $600,000 gets hit with another 40% tax, equal to
$240,000. Thus, the original $1 million inheritance generates $640,000 for
the government (64%) and $360,000 (36%) for grandchildren (not including growth). This is not the way to defend family wealth—it is the antithesis.

Estate Preservation Strategies

Once you have your arms around your current situation and determine
how it may fall short of achieving your goals, the time has come to design a
plan to defend your wealth that makes sense for you and your family on the
basis of your objectives, values, and preferences.
There are many transfer tax and estate preservation strategies and
options, some of which just about everyone ought to put in place and others that, while important to some of our clients, may not be applicable to
others. They are too numerous to cover in this book. We have selected a few
of the most effective and universally appropriate ones.
We have organized chosen strategies on the following wealth preservation
planning pyramid (another pyramid!). We will explain various potential
recommendations in accordance with the following levels of planning:
1. Fundamental—Ensure that your cash flow needs are satisfied to
maintain your preferred standard of living (preparation of a comprehensive financial independence model will help determine
whether you are on track). Creation of up-to-date core estate documents is necessary. Proper asset titling, beneficiary designations,
and ownership of existing life insurance policies are essential.
		 You would be amazed by the number of high-net-worth
families who, unfortunately, have not executed even the
fundamental level of proper planning or have not updated the
documents that do exist.
2. Basic—This involves simple lifetime planning to reduce your taxable estate through annual exclusion gifts, either outright to family
members or into estate-tax-exempt trusts.
3. Intermediate—This utilizes your $5.25 million lifetime gift tax
exemption (indexed) proactively to reduce future estate taxes and
protect assets inside various trusts.
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4. Advanced—This focuses on managing estate tax liability by
utilization of remainder interest transactions and creative financing
tools for the acquisition of estate liquidity insurance.
		 Also, consider techniques that provide leverage through
various discounting techniques that allow you to transfer a dollar
of value for less than 100 cents. These discounts are created
through the use of:
◆ Valuation discounts, such as minority interest, lack of
marketability, or lack of voting control, while the law allows
such discounts
◆ Time value of money
◆ Life insurance (ratio of premiums paid to death benefits
provided creates leverage)
5. Charitable planning—For those who choose to aspire to this level
of planning, it focuses on optimal charitable planning through the
use of trusts and foundations.
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Fundamental Planning
Cash Flow Analysis

Our financial independence model (FIM) shows that John and Mary are
projected to be OK. They have substantial excess cash flow, or discretionary income, to maintain their standard of living, even under a variety of
assumptions. Their annual discretionary income is in excess of $200,000
per year. After John sells his business in five years, their cumulative discretionary income account is projected to be more than $15 million, even after
income and capital gains taxes are paid.
Therefore, the Prescotts are excellent candidates for all levels of
planning, i.e., fundamental, basic, intermediate, and certain advanced and
charitable strategies.

Fundamental Estate Distribution Documents
A/B Testamentary Trust Will with Qualified
Terminable Interest Property Trust (QTIP)

A/B testamentary trust plans require the execution of a will or revocable
living trust, which, at death, optimizes tax exemptions by dividing the
deceased spouse’s probate assets into two portions: a credit shelter (aka
bypass) trust and a marital part.
The credit shelter trust is funded with the amount that can pass free
of federal transfer taxes at both spouses’ deaths, currently $5.25 million for
2013 and indexed in future years. The trust is held for the benefit of the
entire family. Often, we recommend that our clients consider keeping the
credit shelter trust in continuing trust and use discretionary (not mandatory) distributions of trust assets to give their family access to these family
assets while providing asset protection and management assistance.
The marital part is funded with the balance of the deceased spouse’s
probate estate. The marital part is held for the exclusive benefit of the surviving spouse, who must receive all trust income. We often recommend that
our clients keep the balance of the marital part in a marital trust, or QTIP,
in continuing trust for the surviving spouse and use discretionary (not
mandatory) distributions or trust principal to provide for the surviving
spouse. Assets passed down through the marital, or QTIP, trust are subject
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to estate taxes when the surviving spouse dies. On the following page, you
will see a flow diagram showing how an A/B testamentary trust will work
for the Prescott family.

Asset Titling

Because no one can predict which spouse will die first, to best optimize
each spouse’s credit, we advise retitling enough assets into each spouse’s
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individual name to provide for the optimum use of unified credit and generation-skipping exemptions available to each at death. Jointly titled assets
will not work for this purpose. For 2013, $5.25 million should be retitled
into Mary’s separate name. As the exemption increases through indexing,
additional assets should be retitled to Mary. The Prescotts should not rely
on portability.
We also recommend that the following additional estate preservation
documents be created (or updated) to protect you and your wealth.

Durable Power of Attorney

◆

In the event that either you or your spouse should become
incompetent, the management of your property would experience
a significant break. Simple matters such as cashing checks,
signing tax returns, endorsing insurance policies, etc., could not
be conducted without petitioning a court to appoint a guardian
for the incapacitated spouse’s affairs. A guardianship proceeding
can be very time-consuming, bothersome, and expensive for your
family. A durable power of attorney is a document that provides
an informal and inexpensive alternative to a guardianship by
appointing an agent to manage the incapacitated principal’s
assets during incapacity. Typically, a spouse or an adult child is
appointed. A durable power of attorney can provide your family
with the ability to plan for taxes even if you are unable to do so.

Living Wills

◆

A living will is a document that lets your family members and
doctors know what type of care you do or do not want if you
become terminally ill or permanently unconscious. It allows you
to direct your doctor and hospital to refrain from using certain
life-sustaining medical treatment, such as respirators and feeding
tubes. A living will may also allow you to instruct that certain
treatment be undertaken, such as medication to ease pain.

◆

Importantly, the administration of the directions contained in a
living will necessarily calls for a judgment on the part of someone
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as to when death is imminent, with no hope of recovery. Usually,
this will be your doctor or attending physician, who will most
likely want to discuss the decision with a designated close relative
who shall be named in the living will.
Also consider a HIPAA release and authorization. Under
today’s stringent privacy rules, this permits family members to
receive your medical records and other health information on
your behalf if you become incapacitated.

Basic Planning
Annual Exclusion Gifts

An individual donor can annually give up to $14,000 to any other individual free of transfer tax liability (of course, the receipt of the gift is not
taxable income for the donee). This $14,000 can be combined (or split)
with a gift from the donor’s spouse to the same donee, to double the
amount transferred to $28,000 per year. The donor and spouse may make
annual exclusion gifts to any number of donees during a given tax year. The
amounts will be indexed to inflation.
Let’s look again at the Prescott family. John and Mary have three
children, two daughters-in-law, and three grandchildren, for a total of
eight possible donees/beneficiaries. In 2013, John and Mary can make
split gifts to each family member or a trust for their benefit, resulting in
a gift-tax-exempt transfer of $28,000 × 8 beneficiaries = $224,000 each
and every year.
Let’s start with the idea of making gifts to reduce the size of the taxable
estate. This can best be explained with the “tax fence” concept.
Referring to the diagram below, we see that the assets on the left side of
the tax fence are includible in the Prescotts’ estate and are subject to estate
taxes. Assets on the right side of the fence in a vehicle, such as the Prescott
family income trust, will pass tax free to family members. Assets can be transferred from the left side to the right side of the fence by making gifts and
taking advantage of the annual gift tax exclusions and lifetime exemptions.
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Prescott Family Example

Bottom line: Every dollar you throw over the fence puts an additional 40
cents in your heirs’ pockets and provides multigenerational asset protection.
The tax fence concept also reminds me of the “left pocket/right pocket”
story. Let’s suppose that all of the money in your left pocket was taxed at
40%, while the money kept in your right pocket was tax free. What would
you do? You would remove all of the money from your left pocket and stuff
it into your right pocket! While oversimplifying, I am trying to make a
point. The IRS taxes the assets you leave behind inside of your taxable estate
to pass down to your family through your (and your spouse’s) wills and
revocable trusts on the left side of the fence. The assets you transfer over the
tax fence into an estate-tax-exempt family income trust are completely free
of estate taxes and, if properly structured, generation-skipping taxes. This is
an excellent way to defend your family wealth.
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So why doesn’t everyone do it? Two reasons:
1. Gift tax exposure. If you carefully navigate and utilize available
gift tax annual exclusions and lifetime exemptions, this should not
be a problem. Utilize your:
a. $14,000/$28,000 annual exclusion gifts
b. $5.25 million/$10.5 million lifetime exemption gifts (in
2013; indexed in future years)
		 Arguably, paying gift taxes while you are alive is mathematically superior to paying estate taxes after you (and your spouse) are
gone. Walk before you run; exhaust all tax-free strategies before
considering payment of gift taxes.
2. Affordability. Again, remember “Are we OK?” No one wants
to impoverish himself or herself (or even come close) in order to
minimize future estate tax exposure. Therefore, you need to create and analyze your financial independence models (before and
after contemplated gifts, to make sure that you and your spouse
will continue to be OK).
Once you and your advisors ascertain that you will not inadvertently
create gift tax liability or compromise your financial independence, the
long-term economics and benefits of a gifting program are staggering.
See the following spreadsheet for the economics of gifting based on the
Prescotts’ ability to make annual $224,000 gifts to a tax-exempt trust. Note
that in 30 years, the trust will hold $9,494,430 (column 5) for the family
(completely free of gift, estate, and generation-skipping taxes) rather than
$5,696,658 (column 4).
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The Economics of Gifting
For John & Mary Prescott
Assumptions:
Annual Gift
Pre-Tax Rate of Return
Income Tax Rate
Estate ax Rate

$224,000
7.00%
45.00%
40.00%
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Intermediate Planning
$5.25 Million Credit against Taxable Transfers: An Overview

The current federal transfer tax system allows an individual to make $5.25
million of taxable gifts (at death) without having to pay any estate tax. This
credit is the reason that many estates—because they are worth less than
$5.25 million—will have no tax liability. Additionally, the credit is available to anyone, meaning that married couples may, in combination, transfer
$10.5 million at death without having to pay any estate tax.
Due to reunification of gift and estate taxes, individuals may also take
an advance on their credit for lifetime gifts of up to $5.25 million. Accordingly, anyone during his or her life has the one-time opportunity to gift up
to $5.25 million without having to pay any gift tax. Note, however, that
every dollar of lifetime credit used reduces the amount of the credit available at death. This $5.25 million/$10.5 million lifetime tax-free transfer is
in addition to annual gift tax exclusion gifts of $14,000/$28,000 per donee.
The $5.25 million exemption ($10.5 million for a married couple) is
not a family heirloom to die with. If you can afford to do so, you should
consider transferring some or all of the credit during your lifetime. You pay
a significant tax penalty by waiting until you die to use this credit because
all of the appreciation in value is included in the taxable estate.
Let’s assume that you can afford to use the credit now, instead of waiting
until you die. If you transfer $5.25 million of assets out of your estate today,
under the rule of 72 and an assumed 6% growth rate, the amount would
double every 12 years. If you live 12 years after the transfer, the assets will
have grown to $10.5 million; in 24 years, they will be worth $21 million; in
36 years, they will be worth $42 million; and so on. Therefore, as a result,
the actual amount transferred tax free would be $42 million, not just $5.25
million. That is a potential tax savings of more than $16.8 million since the
$42 million would have been included in your taxable estate.
The time is NOW. Most people are not aware of this opportunity to
transfer and protect their wealth. This is also extremely timely, because,
unfortunately, as a result of the recent economic downturn, many people
are holding assets that are worth less than they were just a few years ago.
Even though the values of property and other assets have rebounded since
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the recession, they still haven’t completely recovered. I don’t recall a better
time in recent history to engage in this type of proactive estate preservation. The combination of lower valuations and historically low interest rates
creates the perfect storm for the application of certain estate preservation
strategies. These include advanced-level planning strategies, such as sales
to intentionally defective grantor trusts (IDITs), GRATs, and intrafamily
sales and loans, as well as sales and loans to grantor trusts.
We reiterate: the time to take advantage of these strategies is now.
Once interest rates climb and stock prices, real estate values, and the values
of certain closely held businesses return to previThe time to take
ous levels and move beyond them, these wealth
transfer strategies will be much less effective.
advantage of these
Furthermore, future legislation may reduce the
strategies is now.
amount of the lifetime gift tax exemption or may
take away the availability of certain techniques or make them less effective.

Endangered Species List
While a serious topic, we humorously refer to popular planning techniques
that may disappear in the future as being on the endangered species list.
The current administration’s budget proposal includes significant changes
to current estate preservation planning techniques, such as:

◆

Valuation discounts among related parties (family). Currently, a
discount can be claimed on assets transferred to family members
(or trusts for their benefit) through a gift or bequest for reasons
such as lack of control or lack of marketability. Often these discounts can approach 30% to 40% of the asset’s value. Current tax
proposals seek to take away the ability to claim such discounts,
which would restrict the amount of wealth transferred and
increase tax liabilities.

◆

Grantor retained annuity trusts—Currently, you can set up shortterm GRATs, for as little as one or two years, or extremely long-term
GRATs to minimize gift tax exposure. The reason for doing this is
to derive a small gift amount, based on present value calculations.
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These techniques may come under the knife of the IRS by
imposition of minimum and maximum terms for GRATs to:
◆ A 10-year minimum trust term or
◆ The maximum of the life expectancy of the annuitant plus 10
years

◆

Generation-Skipping Transfer Tax (GST) exemption to be capped
at 90 years. This could effectively limit GST planning opportunities
to 90 years as opposed to potentially continuing trusts “in perpetuity.” The cap would serve to force assets out of trusts and back into
the reach of the IRS to tax repeatedly through the generations.

◆

Grantor trusts could be included in the grantor’s estate (the person
who made the gift). This could affect all types of grantor trusts
including:
◆ FITs (family income trusts)
◆ Sales to IDITs (intentionally defective income trusts)
◆ SLATs (spousal lifetime access trusts)
◆ ILITs (irrevocable life insurance trusts)

On a practical note, it is advantageous to transfer wealth to these
trusts sooner, rather than later, before assets appreciate. Also, do it before
interest rates and valuations climb.
On the income tax front, some of the deductions at risk are mortgage
interest deductions, limits on charitable contributions, and an overall cap on
itemized deductions. When it comes to future tax law changes, everything is
on the table—the government is on the prowl for revenue. Take advantage
of these “endangered species” techniques before they are extinct.

Family Income Trust (FIT)
Rather than making gifts outright to family members, you might consider a
family income trust (FIT), also known as a “family bank” or an irrevocable
trust, as a receptacle of gifts. The terms and conditions of the trust, including
income and principal distributions, can be flexible and may be tailored to
your distribution goals. Additionally, the family income trust can ensure
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that assets left to your children will be protected
A trust may be
and stay within your family bloodline.
thought of as a “box
A trust may be thought of as a “box with
with instructions.”
instructions.” You place assets inside the box
with instructions on the outside as to how your
heirs should open or close the box and when. Instructions may be left to:

◆

Your spouse—while you’re alive and after you’re gone

◆

Your children—while you and your spouse are alive and after
you’re both gone

◆

Your grandchildren—while you and your children are alive and
after all of you are gone

This is often preferable to giving assets outright to family members. A
family income trust can do the following:

◆

Provide liquidity to pay estate taxes by purchasing assets from the
taxable estate

◆

Loan proceeds to estate to pay taxes

◆

Make distribution to heirs to support their lifestyle, buy a house,
start a business, educate grandchildren, etc.

◆

Equalize inheritances

◆

Protect assets from creditors, liability, divorce, and taxes

◆

Provide the trustee the use of gifted cash to acquire life insurance
on the trust grantor(s) (this is a highly efficient method to provide
for future payment of estate taxes)

Advantages

◆

Asset protection—protects gifted assets from creditors and
predators of trust beneficiaries

◆

Receives assets transferred through the use of annual exclusion and
lifetime gift tax exemptions
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◆

Removes assets from estate taxation at the death of the grantor

◆

Removes growth of gifted assets from the estate

◆

Provides management assistance for beneficiaries

◆

Provides a fund of cash that can be used to loan money to or purchase
assets from a decedent’s estate, thereby creating estate tax liquidity

◆

Principal and income can be sprinkled to beneficiaries without
the use of additional exclusion or credits through an independent
trustee

◆

Avoids probate

Considerations

◆

The trust is irrevocable, and its provisions cannot be changed.
However, the trust can be drafted to provide for flexibility in case
of changing tax laws or personal circumstances through special
“kick-out” distribution provisions for the beneficiaries and trustto-trust merger provisions.

◆

Loss of control over assets once transferred into the trust—the chosen
trustee directs the use of trust assets. Certain trusts, such as SLATs,
allow access to trust assets and income via the nongrantor spouse.

◆

Administration—To qualify for the annual gift tax exclusion, the
trust should provide its beneficiaries with the right to withdraw
gifts from the trust for a certain time (typically 30 days) after the
gifts are made. These withdrawal powers are known as Crummey powers. By the way, if you already have an FIT, have you sent
Crummey notices to all beneficiaries each year a gift was made?

Advanced Planning
Giving away the Best Parts of Assets

Basic and intermediate planning strategies essentially involve tax-free direct
gifts of assets through annual and lifetime gifts. However, “pure” gifts
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alone cannot effectively manage most high-net-worth families’ transfer-tax
problems. John and Mary, for instance, can give away $10.5 million (through
outright gifts) and supplement their lifetime credit gift with annual exclusion
gifts of $28,000 x 8 beneficiaries = $224,000, as previously illustrated. But
because of their success—and high net worth—John and Mary lack the
ability to give away enough assets to their children to eliminate their estate
tax liability. Furthermore, to give away ownership and control of so much
wealth could severely compromise their own financial independence.
So what are high-net-worth families such as the Prescotts to do? They
can’t give away enough assets to manage their estate tax problem. Let’s look
at giving away the best parts of an asset.
Simply stated, an asset can be divided into two parts: an income interest
and a remainder interest. You can retain the income interest, that is, the right
to receive income (such as rents, interest, and dividends) from an asset, but at
the end of a certain number of years, the asset itself (reminder interest), plus
growth, passes to a family member or trust for his or her benefit, free of any
gift or estate taxes. On Wall Street, these kinds of exchanges are sometimes
called arbitrage transactions. In estate preservation, these transactions are
usually called GRATs, QPRTs, or IDIT sales. Each involves the same basic
concept: exchanging an asset (hopefully for less than full price) for future
payments at a given rate of interest. In practice, each of these transactions
seeks to reduce estate taxes by transferring value and growth in exchange
for something less.

Generation-Skipping Transfer (GST)
Tax Planning
ATRA of 2012 extends the GST tax that was set to expire at the end of 2012.
It affects transfers to your grandchildren, future grandchildren, and beyond.
The exemption is now indexed for inflation and stands at $5.25 million
per donor ($10.5 million per couple) for 2013, just like the gift and
estate tax exemption. This creates extremely valuable immediate planning
opportunities. In many instances, you can use your GST exemption to
shelter $10.5 million (or more with advanced planning techniques) of your
family wealth from estate, gift, and GST taxes—not just at your children’s
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deaths but forever. Thus, proper planning of gifts and bequests to take
advantage of the fact that the GST has been made permanent allows many
families to achieve long-term tax savings of tens of millions of dollars while
shifting great wealth to multigenerational and dynasty trusts with asset
protection features.
While ATRA of 2012 has eliminated the uncertainty surrounding
the GST and other estate tax provisions, thus making them permanent,
“permanent” is a relative term, as a revenue-hungry Congress and administration are already looking to limit the duration of the GST exemption. The
president’s 2014 budget proposal states that on the ninetieth anniversary of
the creation of a GST trust, the GST exclusion allocated to the trust would
terminate and the exclusion ratio of the trust would increase to one. This
would serve to limit the GST trust term to 90 years, not forever. But for
now, GST exemptions are a valuable wealth preservation tool. Beware the
“automatic allocation” rule, which means that many people are unknowingly wasting their GST exemptions by making gifts to nondynasty (GST)
trusts. A thorough review of your gift-giving history and gift tax returns
filed should be undertaken to properly plan for the use of your precious
GST exemption.

Grantor Retained Annuity Trust (GRAT)
A GRAT is an irrevocable trust into which you (the grantor) place assets
and retain an annuity (income stream) for a fixed period of years. Principal,
at the end of the specified period of years, will pass to your beneficiary, such
as your child or another trust for his or her benefit. During this period, the
trustee (which could be you) will pay the donor/grantor (you again) either
a fixed amount with a GRAT or a fixed percentage of the value of the asset
with a GRUT (grantor retained unitrust) on an annual basis by using trust
income and, if necessary, principal. If the grantor survives the term of years,
all GRAT assets are out of the grantor’s estate.
A gift is made to your beneficiaries upon creation of the trust. But since
the trust principal will not be distributed to your beneficiaries (usually your
children) immediately, the IRS permits a discount on the gift. GRATs work
best in a low-interest-rate environment—like the one we are in right now.
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GRATs are a valuable wealth preservation tool that should be explored now
because the Federal Reserve has indicated that it plans to gradually remove
the easy monetary policies that have kept interest rates low during the past
several years. So there’s a good chance that interest rates will increase in
the next few years, and some predict that increase will be steep due to all
the money that the Fed has printed during the past several years. Interest
rates could remain high for years to come, so if you miss the opportunity
to create a GRAT now, it may not come again. The measure of the gift in
the GRAT is your beneficiaries’ remainder interest, substantially less than
the value of the asset today. At the end of the trust term, the trust may be
terminated, with trust principal distributed to your beneficiaries, including
all appreciation in value.
If you survive the trust term selected, significant tax and other transfer
cost reductions may be realized. This technique works best on highly appreciating assets. Planning under ATRA of 2012 is more favorable because of
the higher gift tax exemption. You can choose to establish a lower annual
payment or a shorter term to facilitate a successful outcome with greater
ease.

GRAT Example
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Advantages

◆

No current gift tax due—your $5.25 million lifetime gift tax
exemption would be used to shelter the $138,210 gift, resulting in
ZERO gift tax (of course, your $5.25 million would be reduced by
$138,210 to $5,111,790).

◆

Leverage is provided by the time value of money with respect to
the amount of the gift.

◆

Asset value and future appreciation are transferred outside of your
taxable estate.

◆

Income from the trust is retained and payable to the grantor (you)
during the trust term. The grantor chooses the term of years the
GRAT will last. It can be as short as
two or three years (Walton GRAT)
The president’s 2014
or as long as 10, 15, or more years.
budget proposal is
The president’s 2014 budget proposal
attempting to limit
is attempting to limit GRAT terms to
GRATs . . . so the
a minimum of 10 years and a maxitime to implement a
mum of the life expectancy of the
GRAT is now!
annuitant, plus 10 years, so the time
to implement a GRAT is now!

Considerations

◆

Possible gift tax if you exceed the $5.25 million gift tax exemption—
this risk heightens if any aggressively low valuation was placed on
the asset transferred and/or valuation discounts are challenged
upon audit.

◆

Loss of control of asset after GRAT term if left outright to
beneficiaries—this can be mitigated if assets at the end of the
GRAT term pour over into another trust. Note: Be wary of GRAT
assets passing to grandchildren. This could inadvertently trigger
a generation-skipping tax due to the so-called ETIP rule, which
requires GST exemption to be allocated at the end of the GRAT
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term, not the beginning. As a result, the appreciation is potentially
taxed for GST purposes.

◆

If the grantor (you) dies during the trust term, the asset’s value and
any appreciation are includable in your estate. (Recommendation:
Don’t die!)

◆

Your beneficiary receives your income tax basis, i.e., loss of step-up
in basis upon your death.

◆

Annual asset value appraisal will be needed during the term of the
GRAT (if there is not enough cash flow to make payments and,
therefore, principal must be returned). This is simple if assets are
easily valued, such as marketable securities. It gets a little more
tricky and costly if hard-to-value assets are given away, such as
closely held business interests. Competent third-party appraisals
are necessary.

Qualified Personal Residence Trust
A qualified personal residence trust (QPRT) is a method to transfer your
personal residence or vacation home to a trust for a period of years and to
your beneficiaries of choice with little or no gift or estate tax. If you, like the
Prescotts, have a family vacation home where you’ve created memories over
the decades and you want to preserve that home for your children, grandchildren, and generations to come, a QPRT and successor trusts can be a
viable methods to achieve that goal.
The trust would hold the real property for a term of years, during
which you would live in the residence free of rent. This is similar to a GRAT
in that you retain the use and enjoyment of the house rather than income
since a personal residence does not produce income. At the end of the trust
term, the residence would pass to your selected beneficiaries, typically your
children. It may be passed outright or into another trust. At that point, you
would pay fair-market rent to live there. (The rent would not be considered
a gift and would further reduce your taxable estate.)
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Advantages

◆

Now may be a good time to get an appraisal, with housing values
still relatively low.

◆

Leverage is provided by the time value of money with respect to
the amount of the gift.

◆

The residence and appreciation are out of your taxable estate.

◆

The property is available to use during the trust term without

◆

To the extent that rent is paid after the trust term ends, it reduces
the value of your taxable estate.

Considerations

◆

Is a QPRT the best use of your lifetime gift tax exemption? Does
your residence or vacation home have significant appreciation
potential (or more rapid appreciation than other assets you could
transfer)?

◆

If you die during the trust term, the value of your residence is
includable in your estate, but offset gift tax credit is restored. With
the larger gift tax exemption available under ATRA of 2012, you
may want to create a shorter-term QPRT, i.e., 10 years rather than
15 years. This uses up more of your exemption but reduces the risk
of dying before the end of the trust term.

◆

Potential loss of control of asset after QPRT term if given outright
to beneficiaries—to avoid this, QPRT can pour over into another
trust after the term ends.

◆

Your beneficiary receives your income tax cost basis, i.e., loss of
step-up in basis upon your death.

◆

Fair-market rent should be paid after the trust term, if you choose
to continue to occupy the residence.
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◆

Mortgages—Outstanding mortgages should not be transferred,
so they should be paid off prior to transfer to QPRT, or you must
become a personal guarantor and remain liable.

If the Prescotts transferred their beach house to a 15-year QPRT, here’s
what it would look like.

QPRT Example

The $5.25 million lifetime gift tax exemption would be utilized,
resulting in ZERO gift tax liability ($5,250,000 - $991,277 = $4,258,723
exemption remaining). Assuming that John (if he is the grantor; also Mary
could be, or they can split the deed, with each spouse transferring a half
interest) survives 15 years, the value of the beach house and any appreciation
will pass outside of their taxable estates.

Sale to an Intentionally Defective
Income Trust (IDIT)
What Is a Sale to an IDIT?

You (as grantor) can create a trust for the benefit of your family. The trust
(IDIT) is designed so that assets owned by the trust will be out of your
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taxable estate but any taxable income retained by the trust would be taxed
back to you as the grantor. The trust could then purchase income-producing,
appreciating property from you in exchange for an interest-bearing
installment note (or interest-only note with a balloon principal).
As grantor trusts are on the government’s “endangered species list,” act
now to implement a sale to an IDIT while you still can.

What Are the Benefits?

◆

No gain or loss is recognized on the sale to the trust.

◆

The grantor is taxed on trust income but not taxed separately on
the interest received on the note.

◆

Appreciation of assets in the trust is not included in the grantor’s
taxable estate.

◆

Significant generation-skipping opportunities exist.

◆

Interest can be as low as the applicable federal rate (AFR).

An IDIT sale is the exchange of an asset for a promissory note. It is a
sale, rather than a gift, to a trust. However, a separate gift is typically made
to the trust equivalent to 10% of the value sold as seed money.

Sale to IDIT Example
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About now, the discerning reader might be thinking that there isn’t much
difference between a GRAT (an income-tax-free transfer of an asset to a
trust outside the estate tax base in exchange for a determined series of payments) and an IDIT sale (an income-tax-free transfer of an asset to a trust
outside the estate tax base in exchange for a flexible series of payments), and
this would not be completely wrong. The primary difference between these
two strategies is the interest/return rate required to sustain the transaction
(often higher for GRATs) and the flexibility of payments (IDIT sales can
be amortized, interest only with a balloon, or something in between, but
GRAT payments can only go up over time and are often level).
The benefit of lower interest rates for an IDIT sale is significant: if the
asset grows at 8% and you have to take back only 5% interest, 3% necessarily is left behind (in estate preservation, a good result because the amount
left behind is outside the seller’s taxable estate, often in the hands of a trust
for the benefit of your beneficiaries). So, if the required interest rate is 5%
for a GRAT and 3% for an IDIT, an IDIT is 2% more efficient because
more assets remain in trust.
The benefit of flexibility is less obvious. With an IDIT sale, the bare
minimum requirement is to take back interest (and ultimately pay back
principal, typically during the seller’s lifetime).
Most IDIT transactions involve assets that will predictably generate
enough cash flow to at least service interest during the worst of years. For
a GRAT, the bare minimum is the stated annuity payment. If there’s not
enough cash, the seller has to take back equity (which may not sound so
bad, but the idea in estate preservation is to leave the equity, or upside,
behind, not take it back). Worse still, GRATs often require annual revaluations of equity because the seller is taking equity back. Bottom line: GRATs
are often great tools, but their opportunity for success may not be the same
as that of IDIT sales if the goal is to transfer more assets outside of your
taxable estate.
Comparing IDIT and GRAT Results: Which Is Better?
So, is an IDIT sale better than a GRAT? Maybe. But if an asset does not
(and will not) provide enough cash flow to pay off the IDIT note, an IDIT
can be disastrous, while a GRAT would be preferable. Conversely, for an
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asset or closely held business with good cash flow, a GRAT, with annual
revaluation requirements (and a higher implied interest rate), would be a
poor choice compared to an IDIT sale. Consider other pros and cons, such as
generation-skipping planning opportunities (for which IDITs are superior)
and audit risks. Bottom line: The increase in the gift tax exemption under
ATRA of 2012 has provided more flexibility than ever before to design
either a GRAT or an IDIT. You need to crunch the numbers, brainstorm,
and determine which is best for you. It is imperative to do this as soon as
possible as future legislation may limit or eliminate your ability to utilize
these techniques.

Valuation Discounts
Many high-net-worth individuals understand that in business, the sum is
greater than the parts—and the same holds true in estate preservation. For
instance, voting stock is worth more than nonvoting stock (because control
is better than no control). Additionally, half a beach house is worth less
than 50% of the market value of the entire house (because sharing means
losing complete control, and that sharing penalty should be reflected in
how much is paid for the right to share).
In planning parlance, these attributes (partial ownership, unequal
control, and lack of marketability) are called valuation discounts. Since
the object of tax planning is often to decrease value for tax purposes,
advanced estate preservation strategies often involve voluntarily breaking
things apart (creating minority ownership), locking them down (removing marketability), or surrendering power (creating nonvoting interests)
so that more value is preserved for your family.

Structuring Assets for
Advanced Planning Strategies
Family Limited Partnership (FLP) or Family Limited Liability
Company (FLLC) with Minority Interest Discounts

Another area to explore would be the structuring of assets into an FLP or
FLLC, in order to realize a substantial discount on current gift and future
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estate tax liability. Valuation discounts claimed on transfers to related parties
are on the government’s “endangered species list.” Act quickly as this ability
to claim discounts may not exist in future years. Consolidating ownership
and management of family assets and shifting future appreciation to other
family members also help.
How to Implement
◆ Create an FLP or FLLC.

◆

Transfer assets to the FLP or FLLC (such as income-producing
real estate or marketable securities).

◆

Gift limited partners’ (LPs’) interests to family members; retain
general partner’s (GP’s) interests (with an LLC, similar terms are
“managing” and “nonmanaging” members).

Advantages
◆ GP retains control.

◆

Gift taxes are reduced through discounting.

◆

Forming the FLP or FLLC is relatively simple.

◆

The partnership (or operating) agreement is flexible and amendable.

◆

Income shifting is possible.

◆

FLP or FLLC interests may have some protection from creditors
under state law.

For example, if you isolate $15 million of assets in excess of exemption
and assume that this $15 million doubles in value between now and the
time of your death 12 years from now, you could have a tax liability of $10.5
million (on that $30 million at 40%). Conversely, if you transfer the $15 million of assets into an FLP today and claim a minority interest discount of
approximately 35%, the gift is not $15 million but only $10 million, with
no gift tax required. This discount technique includes further discounts for
lack of voting control and illiquidity. If you again assume that this investment
asset doubles in value to $30 million, then at your death, only $10 million is
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subject to tax (the discounted value when gifted), and $20 million escapes
taxation. This results in a tax savings of $8 million ($20 million at 40%).
A proper appraisal or business valuation is necessary in order to
substantiate the amount of discount claimed and to defend this position in
the event of an IRS inquiry. This technique, coupled with the diminished
values as a result of the economic downturn and anemic recovery we’re
experiencing, makes it a particularly timely and powerful planning
technique.
FLPs and FLLCs could also be combined with other techniques, such
as GRATs, sales to an IDIT, and other advanced strategies. A partnership’s
design may be enhanced with preferred partnership structures, where partnership interests are divided into preferred-income and common-growth
portions. Preferred frozen interests have priority over fixed income and
liquidation proceeds, with no appreciation potential. Common-growth
interests are subordinate but capture all of the appreciation. There are many
technical rules to be aware of in the design, but it is worthy of consideration
when designing a partnership.

Prescott Family Sale to an IDIT Example
John owns a real estate holding company (PresCo Realty), an LLC worth
$5 million. It predictably provides John with a 7% annual cash flow return.
Assume that John transfers 40% of PresCo Realty to a trust for his family’s
benefit. Because PresCo Realty is not publicly traded (and because 40%
of PresCo Realty provides less than full control or even veto power), let’s
assume that 40% of PresCo Realty is subject to a 30% valuation discount.
As a result, instead of having to sell or exchange 40% of PresCo Realty for
$2 million, now John can sell 40% of PresCo Realty to an IDIT for $1.4
million without creating transfer tax liability (even though he exchanged
$2 million for $1.4 million). Where did the other $600,000 go? To the
trust, free of transfer taxes, for a $240,000 tax savings at 40%. Furthermore, if the $2 million PresCo Realty interest doubles to $4 million, all
of the appreciation is outside of the Prescotts’ estate. The result is another
$800,000 (40% of $2 million) of savings in estate taxes. Alternatively, the
Prescotts may choose to simply make a $1.4 million gift to a trust. This is
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well within their combined $10.5 million lifetime gift tax exemptions for
2013. The IDIT allows for income retention through the note receivable.
It also uses a minimal amount of their lifetime exemption, reserving their
exemptions for other transfer strategies over time.

Charitable Planning
If they find it consistent with their family values, high-net-worth individuals
can transfer an unlimited amount of assets to qualifying charitable organizations during lifetime or at death without paying any gift or estate taxes.
Income tax savings also apply for lifetime contributions. Let’s explore five of
the most effective charitable giving techniques.
1. Outright gifts to charity—Charitable gifts that you make directly
to a charity during your lifetime will qualify for an income tax
deduction. Note that this deduction may be limited in a single tax
year if it exceeds certain percentages of your adjusted gross income
(AGI). For example, your deduction may be limited to 20%, 30%,
or 50% of AGI, depending on whether you contribute cash or
other property and the type of vehicle you make the contribution
to. However, you may be able to use the excess deduction as a
carryforward for the following five tax years.
		 ATRA of 2012 extends a special provision for IRA charitable
rollovers. Taxpayers who are 70 1/2 or older can donate up to
$100,000 directly from their IRAs to public charities without
having to account for the distributions as taxable income and are not
subject to AGI limitations. Therefore, it will be fully tax deductible.
2. Charitable remainder trusts—You can also establish a charitable
remainder trust (CRT) during your lifetime or upon your death.
You can transfer an asset to a CRT and retain the right to receive
payments from the CRT for a certain period of time, either a specified number of years or, if you desire, for your lifetime and over your
spouse’s lifetime. Upon death, the assets remaining in the CRT will
be transferred to one or more charities you designate. A CRT can
be particularly attractive if you have assets, such as closely held
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business interests, publicly traded stocks, or real estate, that have
appreciated significantly over your basis. The benefits of a CRT
include:
a. Avoidance (or deferral) of capital gains tax upon disposition
of the contributed asset
b. Charitable income tax deduction based on the actuarial fairmarket value of assets contributed to the trust
c. Reduced estate taxes
d. Potentially increased income stream (100 cents of a dollar to
invest, not reduced by income tax on sale of the asset)
e. Substantial benefit to the charity/charities of your choosing
3. Charitable lead trusts—Another popular vehicle for those who
wish to make current gifts to charity is a charitable lead trust
(CLT). A CLT does the opposite of a CRT. It provides an income
stream to a charity during your life or for a specified period of time.
After the trust term ends or upon death, the remaining trust assets
pass to the donor or to family beneficiaries named in the trust.
4. Private foundations—You can also consider establishing a private
foundation and funding it with appreciated assets, cash, or life
insurance. Contributions to private foundations are eligible for
an income tax deduction (subject to certain income limitations).
Most foundations are required to pay out a percentage of their
income each year to charity. Family members can be involved
as trustees of the foundation and can earn reasonable fees for
their time and efforts in the management of the foundation and
selection of worthy charities.
5. Wealth replacement trusts—Even those with strong charitable
inclinations can often feel that although the IRS is not receiving the
assets directed to charity (which is a very good thing), their families
are also not receiving the assets. To ameliorate this concern, families often establish a wealth replacement trust to replace the assets
going to charity. Often, charitable techniques—CRTs, CLTs, private foundations—are coupled with an FIT, or irrevocable family
income trust, sometimes referred to as a wealth replacement trust.
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In fact, the grantor can use a portion of the cash received from
income tax savings, or the income stream retained in the case of a
CRT, to make gifts to the wealth replacement trust. The trustee can
then purchase life insurance on one or both donors to benefit the
family and replace some or all of the assets passing to charity.

Charitable Remainder Trust (CRT)

If you have highly appreciated assets that inflate the size of your estate and
are subject to capital gains taxes if sold, consider creating a lifetime charitable remainder trust (CRT) and making a gift of low-basis property to this
newly created trust.

◆

A charitable remainder annuity trust/unitrust allows an individual
to make a substantial deferred gift to a favored charity while
retaining a right to payments from the trust for a period of time.
A unitrust would provide that the grantor receive annually a fixed
percentage of the trust value. An annuity trust would provide a
fixed dollar amount paid annually to the grantor.

◆

If you don’t need income currently, you could create the type of
CRT that allows you to defer the income to a future date. This
is known as a charitable remainder unit trust with net income
makeup provisions (i.e., NIMCRUT). Any income not taken
(because not generated) currently can be taken at some time in the
future.

◆

This feature may be more beneficial for the surviving spouse.

◆

For example, he or she could elect to begin taking distributions
from the NIMCRUT to help replace a reduced pension benefit.

◆

You can replace assets vesting with charity that heirs fail to inherit
through the use of a wealth replacement trust funded with life
insurance.
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CRT Example

CRT Advantages
◆ You receive a lifetime stream of income that could increase or
decrease, depending on your financial needs.

◆

You may control when to begin taking distributions (NIMCRUT). You can “time” distributions to smooth out your taxable
income to avoid or minimize exposure to the 3.8% surtax on net
investment income under ATRA of 2012. You may also use a CRT
to shift income to children in lower income tax brackets.

◆

You receive a significant income tax deduction that can be carried
over five years, if needed.

◆

You avoid immediate capital gains taxes upon a sale of the appreciated property.

◆

You have the ability to reinvest the full amount of the proceeds
from the sale of property into a diversified portfolio.

◆

Estate taxes are reduced because assets and the future growth of
those assets are excluded from your taxable estate.

◆

You have the satisfaction of knowing that the trust assets will go to
your favorite charities.
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CRT Considerations
◆ You could possibly lose control of the asset.

◆

The trust must be valued annually (for unitrust).

Charitable Lead Trust (CLT)

A charitable lead trust (CLT) is a split-interest trust, with an income
interest going to charity and the remainder interest going to a noncharitable
beneficiary. It typically involves a lifetime transfer of cash and/or property
in trust in exchange for an income interest payable over:

◆

A fixed term of years

◆

The lives of one or more noncharitable beneficiaries

◆

The shorter of either or the greater of either

The income interest is paid as either a fixed annuity amount (determined
at the trust’s inception) or a fixed percentage payout (determined at the
trust’s inception), recalculated annually.
Assets remaining in trust after the term of the trust pass to a
noncharitable beneficiary (donor heirs).

CLT Example
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Advantages
◆ The combination of charitable intent and the wish to have the
asset ultimately pass to heirs is met.

◆

The charity receives a benefit (via an income stream) without the
asset being given away.

◆

Wealth transfer discount: gift and estate taxes can be diminished.

◆

An income tax deduction is available if the CLT is a grantor trust
(the actuarial value of the present value of the income stream
payable to the charity).

◆

CLTs can be created upon death (testamentary CLT).

◆

Flexibility in planning—The CLT term is not restricted like that
of charitable remainder trusts. Furthermore, payout to the charity has no limitations. Also, the annual interest payment can be
backloaded.

◆

Valuation discounts can limit the value of the annuity to the charity
and the associated gift or estate taxes.

Considerations
◆ CLTs are not tax-exempt trusts. Either the grantor pays the income
tax generated in the trust or the trustee of the CLT pays the excess
income generated in the trust above the amount paid to charity.

◆

An income tax deduction is received only if the trust is a grantor
trust, meaning that the CLT’s income is taxable to the grantor for
amounts above the annual charity payout.

◆

CLTs must comply with many of the rules for private foundations.

◆

Debt-encumbered donated assets present a problem.

◆

Gifts maintain carryover cost basis (no stepped-up cost basis at
grantor’s death).

◆

The transfer to a CLT is irrevocable.
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Grantor Trusts vs. Nongrantor Trusts

Grantor Trusts
◆ A charitable income tax deduction is equal to the present value of
the charity’s income interest at the time of funding.
◆ An income tax deduction is limited to a percentage of adjusted
gross income (30% for cash; 20% for appreciated property);
excess can be carried forward for five years.
◆ Death during a CLT term may result in a partial recapture of
the income tax deduction.

◆

The gift or estate tax deduction is the present value of the lead
trust.

Nongrantor Trusts
◆ The annual income tax deduction is the amount that is paid to the
charity. Excess income is taxed at the trust income tax rates.

◆

The gift or estate tax deduction is the present value of the lead
trust.

Private Family Foundation

A private foundation is any charitable organization that has not elected
status under Internal Revenue Code §501 (c)(3) as a public charity. Public charity status pertains to those organizations that qualify for the 50%
income tax deduction (e.g., churches, schools, hospitals, medical research
organizations, and, generally, other organizations that receive a substantial
part of their support from the public or a governmental unit). Private foundations are subject to more restrictive rules than are public charities.
A typical example of a private foundation is a charitable organization
funded by contributions from a small number of contributors (often family members) and income from investments and businesses unrelated to
the foundation’s charitable purpose. Such a foundation often makes grants
to organizations that conduct charitable activities rather than conducting
such activities itself.
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Advantages
◆ A charitable deduction reduces income taxes.

◆

Family control is retained over assets dedicated for charitable
purposes.

◆

Your family name is institutionalized as a legacy in the community.

◆

Assets and the future growth of those assets are excluded from
your taxable estate.

◆

You have the satisfaction of knowing that assets placed in the
foundation will eventually pass to your favorite charities.

Considerations
◆ An excise tax is imposed on a private foundation’s net investment
income, generally equal to 2% of the foundation’s net investment
income for the year. If certain requirements are met, the excise tax
may be lowered to 1% of the foundation’s net investment income.

◆

Tax may be due upon the termination of an organization’s private
foundation status.

Summary of the Prescott Family Plan
What were the outcomes for the Prescott family? As a result of experiencing
the comprehensive wealth preservation planning process, the Prescotts
accomplished the following:

◆

Creation of new A/B testamentary trust wills for both John and
Mary. These updated documents provide:
◆ Estate tax minimization
◆ Generation-skipping provisions
◆ Asset protection
◆ Proper fiduciaries (and successors) in their proper places
◆ Provisions to protect family wealth passing to children from
divorce and creditors
◆ Flexibility through powers of appointment
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◆

Trust protector

◆

$5.25 million of assets have been retitled from JTWROS to
Mary’s sole name to fully fund the trust created under her new will
in the event she predeceases John. (The Prescotts will not rely on
portability, as previously discussed.)

◆

The $3 million of life insurance has been transferred out of the
Prescotts’ 40% estate tax bracket to a newly created dynasty trust.
In addition, the policy proceeds will escape taxation in their
children’s estates. Also, asset protection for the family has been
achieved.

◆

A portion of PresCo Realty, LLC, has been sold to an IDIT. This
strategy removes the real estate and future appreciation from the
Prescott family taxable estate and protects it. They also took advantage of valuation discounts while they last. Future tax legislation
may limit discounts.

◆

The beach house has been gifted to a QPRT to preserve it for
future generations to enjoy.

◆

The Prescotts have implemented an annual gift-giving strategy to
transfer $224,000 (their maximum allowable annual exclusion
gifts) to a dynasty trust. The trustees acquired a survivorship life
policy in the face amount of $18,380,582 to help pay a significant portion of future estate settlement costs and preserve family
wealth for future generations. They will review their plan annually and consider “topping off ” gifts as the gift tax exemptions and
exclusions rise with inflation indexing.

◆

A charitable remainder trust will be established. When John sells his
business in five years, a portion of the proceeds will be contributed
to generate a sizable income tax deduction and also to remove those
assets from the taxable estate. John’s and Mary’s alma maters and
church, as well as cancer research, will benefit from their generosity.
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◆

Current durable powers of attorney, living wills, and HIPAA
release/authorizations are now in place.

◆

In addition, all of their assets have been reviewed considering the
income tax aspects of ATRA of 2012. Investments have been restructured to minimize exposure to higher brackets and the 3.8%
surtax on net investment income. Other income tax planning
strategies included:
◆ Tax-deferred annuities for income tax benefits and a
guaranteed income stream they cannot outlive
◆ An investment in natural resources, such as oil and gas, for
immediate income tax deductions and future cash flow
◆ Systematic Roth IRA conversions for a portion of their
traditional IRA
◆ A thorough review of their portfolio for capital gain and loss
harvesting
◆ An asset location review to make sure that their overall
asset allocation is proper and tax-inefficient investments
(such as TIPs) are held in qualified retirement plans while
tax-advantaged investments (such as municipal bonds and
dividend-paying stocks) are held in nonqualified accounts

Above all, John and Mary have tremendous peace of mind now that
their affairs are in order. Their plan will be reviewed annually or more frequently as circumstances change. They have retained control over their
family wealth, have plenty of cash flow to meet their needs, and are proud
of what they have accomplished. They have created a lasting legacy for their
children, grandchildren, future generations, and charities.

142

Protecting Your Assets in an Increasingly Volatile World

Over $8.7 million of estate tax savings was achieved plus additional tax
savings on approximately 30 years of appreciation ( John’s and Mary’s life
expectancies) on PresCo Realty and the beach house. Income tax savings
will also be realized through ongoing, proactive planning. In addition, their
family wealth objectives such as asset protection and proper distribution to
children, grandchildren, and charities will be satisfied. The Prescotts have
successfully defended their wealth.

Chapter Summary
The estate and GST taxes are here to stay. They represent the largest threats
to preserving and passing on your family wealth. ATRA of 2012, which
was signed by President Obama on January 1, 2013, increased and reunified the gift, estate, and GST exemptions at $5.25 million ($10.5 million
per couple) indexed for inflation and establishing a 40% tax rate on the
excess. This historic legislation answers a number of questions, eliminates
problems caused by the temporary provisions of prior legislation, and creates major planning opportunities for those who become informed and act
decisively.
ATRA of 2012 creates a sense of urgency, as estate preservation planning
may change as a result of future legislation. Many strategies available today
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are now on the “endangered species list” and may not survive the next
round of tax changes designed to raise revenue. Act now to take advantage
of techniques that may be taken away such as:

◆

Short- and long-term GRATs

◆

Grantor trusts

◆

Valuation discounts on family wealth transfers

◆

Generation-skipping planning before duration is capped at 90
years

Also, consider strategies to reduce your income tax exposure to the new
39.6% rate plus the new 3.8% Medicare surtax on net investment income.
The future is uncertain. The political tumult over taxation and concern
over the nearly $17 trillion federal deficit show no signs of abating.
Estate taxes threatened the Prescott family in ways they never imagined.
All of their assets, especially their business, retirement plans, and even their
life insurance, would be hit hard.
Outdated estate documents, asset titling problems, and lack of
coordination contributed to their inability to defend their wealth properly.
Their wealth was completely exposed to potential creditors and predators,
and their children and grandchildren would be, too, if not properly
addressed—and they initially thought they were OK. You should start by
understanding the ingredients of your current wealth preservation plan:
get a document audit of your wills, trusts, powers of attorney, health-care
directives, etc.
Then create an inventory of your assets by ownership (yours, your
spouse’s, trusts, other entities you established) as part of your financial
independence model. Determine who gets what after you’re gone and
after your spouse is gone. Calculate the estate tax. Create a flow diagram
to track wealth distribution to your children and grandchildren. Do you
like what you see? Will your family be able to pay estate taxes without
liquidating valuable assets? Are assets exposed to forces outside of your
family bloodline? What if it didn’t have to be that way? What is your ideal
family wealth plan?

144

Protecting Your Assets in an Increasingly Volatile World

Like the Prescotts, you have a choice. The estate tax is voluntary.
Planning requires acceptance of the fact that we all die. However, you can
control and protect your family wealth. Wealth preservation has three
objectives:
1. Reduce the taxes and expenses associated with death
2. Distribute your wealth in accordance with your wishes
3. Ensure the existence of appropriate estate tax liquidity to avoid
forced liquidation
There are many strategies and levels of planning, starting with:
1. Fundamental
2. Basic
3. Intermediate
4. Advanced
5. Charitable
You choose how high up the wealth preservation planning pyramid
you want to go. We encourage you to be proactive and learn about the
various techniques, their pros and cons, and how they may apply to your
family’s needs. Then, decide which to implement and DO IT! Getting lost
in the technical jargon is easy, so find someone who can explain everything
in terms you can relate to. It doesn’t need to be complicated to be effective.
The difference between doing it and not doing it could be millions of
dollars lost to taxes or exposed to other threats rather than passing to those
you care about most: your family and possibly charitable causes.
Now is the optimal time to defend your family wealth by implementing
a wealth preservation plan. We may never have another wealth transfer
opportunity like this again. Ask yourself the following questions and get
started today.
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Wealth Preservation Strategies
Questions—“Is Our Family OK?”



Are your wills/trusts current? Have they been updated to reflect
changes as a result of ATRA of 2012? When were they last
reviewed by someone other than the attorney who drafted them?




Do you know EXACTLY how they work?



Are you aware of the strategies included on the “endangered
species list” and considered utilization (“use it or lose it”)?
◆ Short- and long-term GRATs
◆ Grantor trusts
◆ SLATs
◆ Sales to IDIT
◆ Dynasty trusts (GST)
◆ Valuation discounts



Did you transfer substantial wealth to trusts already?
◆ How are you managing the income tax liability (grantor trust)?
◆ Have you leveraged trust assets?
◆ Have you considered swapping assets to maximize basis
step-up?



How are you taking advantage of low interest rates to transfer
wealth?



Do you plan to “top off ” gifts annually as the gift tax exemption
and annual exclusion gifts increase with inflation?



Which income tax planning ideas have you implemented to address
the higher 39.6% tax rates and 3.8% surtax on net investment
income created by ATRA of 2012?



Are powers of attorney, health-care directives, and HIPAA releases
and authorizations up to date?

Have you seen a flow diagram of how your assets will pass upon
your death and your spouse’s death, with actual dollar amounts, to
each family member and the IRS?
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Do you know how much the IRS will take if you and your spouse
died today? In 10 years? At life expectancy?



Are you concerned about paying federal estate taxes? State estate
taxes?




Which assets do you want liquidated to pay for estate taxes?



If you could allocate your estate at death any way you wanted to
among the following choices, what would be your ideal allocation?

People are motivated to plan their estates for various reasons.
What is your primary motivation? Rank in order of importance:
_____ To reduce estate taxes
_____ To increase inheritance for heirs
_____ To make charitable contributions
_____ To protect assets from creditors and predators
_____ Other_______________________________

______ % your family _____ % IRS _____ % charity



What are the most important financial values that you would like
to pass on to your children?



How should assets be managed at:
◆ Your death for your spouse?
◆ Your spouse’s death for you?
◆ Both of your deaths for your children?



Have you reviewed the ownership of assets (your name, your
spouse’s name, joint, trust)?



Do you want to guarantee that your assets go to your children or
allow your surviving spouse to decide?



What are you doing today on a proactive basis to increase
the likelihood that your children and grandchildren will be
outstanding stewards of your wealth?
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How do you intend to equalize inheritances among children who
are active or inactive in your family business, if applicable?



When was the last time you received an objective second opinion
of your overall wealth preservation plan?



Have you calculated future required minimum distributions from
your retirement plans and IRAs and what percentage will be lost
to income and estate taxes after you and your spouse are gone?



Have you calculated the long-term economics of gifting to your
family?



What steps have you taken to make sure that your family’s
knowledge, wisdom, and experiences, as well as your financial
philosophy, will be transferred to your heirs?



Are you concerned about leaving substantial wealth to your heirs
and actually causing more harm than good (i.e., “lottery winners”)?
What are your thoughts about this?



What do you think about transferring assets to children and/or
other heirs during your lifetime, when you may be able to share in
the enjoyment of their use?
______ I prefer to transfer assets to my heirs as soon as possible.
How much? ___________________
For any particular use? ________________________________
______ I prefer to transfer some assets today but will wait to
transfer the largest portion of my estate at my death.
______ I prefer to transfer all assets at my death or at the death
of the survivor.
______ I prefer to transfer assets at my spouse’s death.
______ Other (be specific) ______________________________



Which statement most clearly reflects your thoughts regarding
your willingness to give up ownership or control of assets?
______ I am uncomfortable with any strategy that interferes
with my direct ownership or control of assets.
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______ I am comfortable relinquishing ownership as long as I

maintain control
______ and retain access to all income.
______ a nd retain access to sufficient income to
maintain my financial independence.
______ r egardless of access to income (i.e., I can
continue to manage the assets).
______ I am comfortable relinquishing ownership as long as I
maintain control
______ of investment policy.
______ of distribution decisions.
______ of future management decisions.
______ I have no concern about relinquishing ownership.



Your children’s inheritance can be considered in terms of the
amount of principal they receive or the capacity of the estate to
deliver an amount of annual income that would be available to
help maintain their standard of living. What amount of inflationadjusted income would fulfill your definition of success for each
child’s inheritance?



If you could leave any amount of wealth to your heirs, what is the
total amount you would leave them?
$ ______________ How did you determine this amount?



In estate preservation, fair is not always equal, and equal is not
always fair. Which statements most closely reflect your thoughts
on the subject?
______ R
 egardless of his or her individual circumstances or
need, each child should receive an equal principal share
of my estate at the time of my death.
______ O
 n the basis of the individual needs and circumstances
of each child, an appropriate share should be distributed
from the estate.
______ Specific assets should go to certain children.
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You may be concerned that your heirs lack the necessary skills to
manage inherited wealth. Which statement most closely reflects
your view?
______ I believe my children do not possess the necessary skills
to manage wealth and
______ I do not feel a responsibility to prepare them
to do so.
______ I do feel a responsibility to prepare them to
do so.
______ I prefer to pass assets in trust or by other means
that assure professional management.
______ I believe my children do possess the necessary skills to
manage wealth
______ b ut I prefer to pass assets in trust or by other
means that assure professional management.
______ a nd I feel comfortable that they will manage
their inheritance effectively.
______ I am unsure of the interest levels, skills, and abilities of
my children to manage wealth.



Your family wealth can be structured to protect inherited wealth
from the claims of your children’s creditors, divorce proceedings,
and/or liability claims.
______ Th
 is is an important goal in planning. What asset
protection tools are you utilizing?
______ I am not concerned about this aspect of my planning.



If applicable, how do you feel about transferring assets to your
grandchildren?
_____ I prefer to leave my estate to my children; they can
determine whether passing a portion of the assets along to
my grandchildren is appropriate.
_____ I am primarily concerned with providing for my children;
however, if sufficient assets are available, I would consider
leaving a portion of my estate directly to my grandchildren.
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_____ I would like to make assets available for both my children

and my grandchildren, with the flexibility to respond to
their varying needs.
_____ I have already provided adequately for my children and
would prefer to distribute the remainder of my estate to
my grandchildren.
_____ I do not choose to transfer assets to my grandchildren.

Charitable Giving Questions—“Is Our Community OK?”



As a family, you may have a history of charitable giving and
volunteerism. Which statement most closely reflects your
philanthropic history? Check all of the following statements with
which you agree.
_____ I have a clear picture of why I made past gifts of money
and time.
_____ I feel good about my philanthropic history.
_____ I believe that my efforts have made a difference.
_____ I have received little satisfaction from gifts I have made in
the past.
_____ I have created a mission statement or charitable
philosophy for me, my family, and my advisors relative
to my giving.
_____ W
 hen I give to charity, I usually do so with a specific
objective in mind.
_____ I usually prefer to make unrestricted gifts, as the
organizations I support know best how to use those
dollars for their greatest benefit.
_____ I hold charities accountable for gifts that I make.
_____ I prefer to have direct contact with the charities I support
financially.
_____ I prefer to make anonymous contributions or those where
no direct contact with the charity is required.
_____ I would like to be directly involved in the work of exploring and/or analyzing problems or shaping promising
solutions with my philanthropy.
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_____ I enjoy being recognized for my philanthropy.
_____ I prefer to make my charitable contributions during my

lifetime, so that I can enjoy watching the impact of my
philanthropy.
_____ I prefer to make my charitable contributions through my
estate plan, so that I do not give up control of my assets
during my lifetime.
_____ I think a private family foundation might be a good idea.
_____ I am interested in a private foundation but would prefer a
less complicated alternative.
_____ G
 iving should be hands-on; I want my family to “walk the
talk” of philanthropy.
_____ I have already established a family foundation and
_____ s o far have been disappointed.
_____ h ave found the process compelling and rewarding.



Which statement most closely reflects your thoughts regarding
the transfer of charitable gifts through your estate plan?
_____ “ Charity begins at home.” I have no intention of providing for charitable organizations through my estate plan.
_____ I would rather direct money to charity than pay taxes.
_____ A
 s long as my financial independence or intended family
legacy is not compromised, I would consider charitable
gifts as part of my estate plan.
_____ I would like to include charitable gifts in the distribution
of my estate in some form; however, I am not interested in
making those transfers today.
_____ T
 o the extent possible, I plan to include charitable gifts in
the distribution of my estate.
_____ P hilanthropy is the focal point of my estate plan.



What has been your level of personal involvement with charitable
organizations, including volunteer time and/or money?



Does your current wealth preservation plan accomplish your goals
for charity?
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