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Introduction

Writing a book of this magnitude requires a tremendous amount of time and
emotional energy. I agreed to take on this project only under the condition

that I could convince one of the country’s best legal minds to join me as a
coauthor. To my great delight, Harold Apolinsky agreed to my proposal. Harold
is one of the country’s most respected estate tax lawyers. He testified before
Congress and spent innumerable hours in Washington lobbying influential sena-
tors and representatives. He served as general counsel for the American Family
Business Institute. The American Family Business Institute is the premiere
trade association educating members of Congress on the need for major reform
of the estate tax. Dick Patten serves as the president and CEO of the American
Family Business Institute in Washington, D.C. Carrie Simms serves as execu-
tive director (and is available to answer any questions). For more information,
please visit www.nodeathtax.org. I am also delighted that Harold convinced
his protégé, Craig Stephens to also coauthor this book. Craig is both highly
intelligent and resourceful and has been a pleasure to work with on this project.

I own a fee-only wealth management firm serving a nationwide clientele,
Harold is the senior tax and estate planning member in one of Alabama’s largest
law firms along with Craig Stephens, who is a partner in the same law firm.
Together, we have had the opportunity to work with many affluent individuals
throughout the United States. The common characteristic that we find among
them is that they take pride in both their financial success and in their ability to
handle their finances. But this book was not written just for the affluent but for
the many people who want to become affluent.
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xiv INTRODUCTION

What does it take? Although you may already have accumulated a sizable
estate and feel comfortable handling your investments, chances are you haven’t
paid sufficient attention to estate planning. This is the reason we wanted to
write this book. The purpose of J.K. Lasser’s New Rules for Estate and Tax
Planning is to make certain that you have taken steps to make sure your estate
is in order and that you have a specific strategy in place. Whether you are
just getting your financial feet on the ground or you are a millionaire several
times over, this book offers valuable strategies you can use today and in the
future.

As you read this book, we encourage you to keep your parents’ situation in
mind because some of the more advanced strategies may be more appropriate
for them than for yourself. You may want to discuss these issues with them
or lend this book to them. After all, you should all share the goal of maximiz-
ing the amount of money that you can transfer to your heirs and charitable
organizations.

The book begins with an overview of the most important aspects of the. You
will be able to use this chapter as a reference tool for reviewing significant
estate and income tax laws affecting you.

Next, you will need to assess the adequacy of your current estate plan.
What is the value of your total estate? You will learn how to determine your
estate net worth. This is vital because knowing its value will let you define the
resources available to your family to provide for their income needs should you
die prematurely. You will also be able to determine approximately how much in
estate taxes your heirs might owe.

It is also important to assess whether you are on track toward retirement—
are you accumulating enough investment assets to provide you with a worry-free
retirement? Studies indicate that the average working American is saving less
than one-third of what he or she needs to have enough assets to maintain the
same lifestyle during retirement. In many cases, this shortfall will be made up
from inheritances. If you find out that you’re lagging behind, this book will help
you figure out how much you need to be investing to get on track, and you’ll
learn how to devise an appropriate investment plan.

Another key aspect of estate planning is, of course, having a will. Research
indicates that as many as 80 percent of adult Americans don’t have either
a will or their will is out-of-date. If you fall into this group, you should stop
procrastinating. It really does matter if you die without a will! We’ll outline
the perils of dying without one. The resulting chaos will surprise you. You’ll
learn how to prepare yourself so that you can minimize the time and expense of
working with an attorney.

The use of trusts is a vital part of most estate plans. You can use them
to protect your children from themselves, to protect you from possible future
creditors, or to save on income and estate taxes. These are powerful weapons
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INTRODUCTION xv

in the war to protect your assets for yourself as well as future heirs. It is our
experience that many people carry large amounts of life insurance, including
their employer’s group life. Utilizing some type of trust is often an invaluable
estate planning tool. You’ll learn about the irrevocable life insurance trust,
living trust, and other types of trusts.

Many of you face the difficult task of funding your children’s education. You’ll
learn how to effectively use qualified tuition plans and education individual
retirement accounts as well as custodial accounts and minors’ trusts. You’ll also
learn about how grandparents can be willing partners in assisting with your
children’s educational expenses.

If you are interested in providing financial support to a religious organization,
an educational institution, or a favorite charity, you’ll gain insights on the best
ways to maximize the effectiveness of your donations. Often, gifts to tax-exempt
organizations can solve a financial dilemma such as how to convert low-basis
non-income-producing property into income-producing property while avoiding
a large tax bill.

Once you have accumulated enough assets for your retirement years, you
may want to shift your focus to transfer strategies for your children and other
heirs. To heirs we’ll outline strategies that will allow you to transfer significant
wealth at a fraction of its market value while maintaining control of your
property.

People who own a family business or farm often face a perilous future; this
is especially worrisome because many of these individuals desperately want to
ensure that the business or farm remains in the family so that it can be continued
by future generations of family members. Obstacles to this goal include estate
taxes and lack of liquidity. The solution is a well-developed transition plan,
which is also fully explained in this book.

In today’s litigious society, many people fear the threat of a lawsuit that
results in financial ruin. Feeling helpless, we may cross our fingers and hope
it does not happen to us. A preferable approach is to be proactive. If you
consider yourself a likely target, you can do many things to protect your assets.
Some solutions are as simple as transferring assets to a spouse who is less at
risk. Other resolutions include the use of trusts, family limited partnerships,
and even more exotic options such as domestic or foreign asset protection
trusts.

As you develop and implement your estate plan, you’ll almost certainly need
the assistance of a qualified professional. Finding the right person, someone
who is truly qualified, can be a daunting task. It is one of the reasons many
people fail to establish their estate plan. To help this process your coauthors
will gladly help you find an advisor to assist you with your needs. In this
appendix are tips on how to get the most out of your advisors while minimizing
their fees.
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xvi INTRODUCTION

As Americans, our limitations are constrained only by our own imagina-
tion, our willingness to take time to develop an appropriate strategy, and the
self-discipline to execute our game plan. Picking up this book is an essential first
step. Carefully reading it and implementing the strategies most appropriate to
your situation will enable you to take a giant leap toward taking charge of your
financial destiny. May God smile on your journey.

Stewart H. Welch III, CFP R©, AEP
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CHAPTER 1

Congress Plays
‘The Guessing Game’
with the Estate Tax Laws

The law signed on June 7, 2001, by President George W. Bush—the Economic
Growth and Tax Relief Reconciliation Act of 2001 (Tax Relief Act–2001)—

remains the largest tax cut in over 20 years and significantly reduced or elimi-
nated death taxes for millions of American’s while substantially increasing the
allowed contributions to various retirement plans.

Unfortunately, the Tax Relief Act–2001 has a sunset provision, which means
that unless Congress extends this tax law, or makes it permanent, it will re-
vert back to the old law on January 1, 2011. In fact, the Tax Relief Act–2001
provided for the elimination of estate taxes altogether beginning January 1,
2010. Obviously, Congress has no intention of allowing this to happen but their
preoccupation with passing healthcare reform distracted them from focusing
on estate tax law changes.

Cautionary Note
Prior to the 2009 trillion dollar-plus deficit, both Democrats and Republicans
had arrived at a consensus opinion that the estate tax exemption (the size estate
you can own before you are subject to death taxes) should be set at $3.5 million
dollars and then indexed for inflation. The combination of focusing on passing
healthcare reform and the almost incomprehensible rising national debt has
now left the final decisions regarding new estate tax rules up in the air. In
preparing this updated book revision, the author’s chose optimism and we have
therefore assumed that Congress will settle on a $3.5 million exemption. So, as

1
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2 CONGRESS PLAYS ‘THE GUESSING GAME’ WITH THE ESTATE TAX LAWS

you review our examples throughout this book, note that we are using $3.5 million
as the size estate you can own before your estate is subject to death taxes.

As of the date of this book revision (October 2009), we expect Congress to
react within a range of possibilities:

• Before the end of 2009, Congress will likely extend the current estate tax
exemption for one year. Meaning that for 2010, the estate tax exemption
will remain $3.5 million. We believe there is no chance they will do nothing
and allow estate taxes to be zero (as scheduled under the current law).
What if Donald and Melania Trump died? Instead of receiving billions in
death taxes, the federal government would receive nothing! And think
of all the wealthy people who are in hospitals on life support. Avoiding
millions in estate taxes would give a whole new meaning to ‘Pull the
Plug’!

• Extending the 2009 estate tax limits will buy Congress time to focus on
this issue, which will likely be one of the top campaign issues of the 2010
mid-term elections. Politicians running for re-election are likely to feel the
pressure of cross-currents of voting in favor of a law that helps the rich
avoid taxes (i.e. keeping the estate tax exemption at $3.5 million) versus
doing nothing and allowing the current law to ‘sunset’ on December 31,
2010, which will cause millions of middle-class Americans to be subject
to death taxes. The result would be that anyone dying with an estate
exceeding $1 million, could be subject to death taxes as high as 55% on the
excess. Many middle-class families who own a home and have adequate
life insurance will quickly become subject to death taxes.

Whatever Congress finally decides, we’ll keep you well informed. For the most
up-to-date details on estate tax law changes, go to www.jklasser.com.

Retirement Savings and Pension Reform
Tax Relief Act–2001 provided for significant increases in contribution limits to
various types of retirement plans. Below are current provisions and contribution
limits for some of the more common retirement plans.

Traditional Individual Retirement Accounts and
Roth Individual Retirement Accounts
Qualifying taxpayers can deduct $5,000 annually for Traditional IRAs. If you are
age 50 or older, the law provides for a catch-up provision, allowing additional
contributions of up to $1,000 per year. The purpose of the catch-up provision
is to allow individuals to make up for missed retirement savings opportunities
earlier in life. Table 1.1 illustrates the contribution limits for 2010.
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RETIREMENT SAVINGS AND PENSION REFORM 3

TABLE 1.1 Traditional IRA and Roth IRA Contribution Limits

Maximum Contribution Additional Contribution
Year under Age 50 under Catch-up Provision1

2010 $5,000 $1,000 (catch-up)

1For eligible individuals age 50 and older.

Unfortunately, income-based eligibility apply to both the Traditional IRA
and the Roth IRA. For a refresher on these rules, review Table 1.2. Also, don’t
forget that alimony is considered earned income for the purpose of eligibility
for contributions to both the Traditional IRA and the Roth IRA.

Employer-Provided Retirement Plans
The Tax Relief Act–2001 provided significant expansion of allowable contri-
butions and rules to employer provided retirement plans. The types of plans
covered include: 401(k), 403(b), SIMPLE (Savings Incentive Match Plan for
Employees), and 457 plans. Table 1.3 provides a summary of the contribution
limitations for these type of plans.

If you are age 50 or older you have an opportunity to contribute even more to
these plans based on catch-up provisions. Table 1.4 illustrates your maximum
contribution limits.

Eligible retirement plans offer employees the ability to make voluntary con-
tributions into a separate account for their Traditional IRA and Roth IRA. We
expect this to remain a popular feature, but a word of caution is in order. The
primary advantage of this feature is that your contributions are made through
payroll deduction. The disadvantage is that you will likely be limited to the
investment choices currently available through your plan. Contrast this with
your ability to open your IRA, for example, through a discount broker such
as Charles Schwab and Company, where you would have access to over 5,000
mutual funds as well as individual stocks, bonds, and so forth. Generally, the

TABLE 1.2 Expected Adjusted Gross Income (AGI) Limitations for Deductible
Contributions for 2010

Traditional IRA Roth IRA

Single $55,000–$65,000 $105,000–$120,000

Head of Household $55,000–$65,000 $105,000–$120,000

Married-Filing Separately $0–$10,000 $0–$10,000

Married-Filing Jointly $89,000–$109,000 $166,000–$176,000

Non-working Spouse1 $156,000–$176,000 $166,000–$176,000

1This AGI phase-out of deductibility limitations apply to nonworking spouses whose working spouse is an active
participant in an employer-sponsored retirement plan.
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4 CONGRESS PLAYS ‘THE GUESSING GAME’ WITH THE ESTATE TAX LAWS

TABLE 1.3 Expected Contribution Limitations for Certain Contributory Retirement Plans
for 2010

Year 401(k); 403(b) Plans SIMPLE Plans 457 Plans

2010 $16,500 $15,000 $16,500

better choice will be to maintain control of your IRA outside of your company’s
retirement plan.

The Tax Relief Act–2001 provided additional incentives for low-income tax-
payers to contribute to their retirement plan [401(k), 403(b), 457(b), Tradi-
tional IRA, or Roth IRA] by providing tax credits for contributions, but the
Pension Protection Act of 2006 made it permanent. For those who are eligible,
this is an excellent opportunity to get Uncle Sam to pay a portion of your re-
tirement plan contribution. This credit would be claimed on the individual’s tax
return. Table 1.5 outlines how the tax credit works.

An interesting option provided under the Tax Relief Act–2001 permits em-
ployers to add a feature that allows employees to elect Roth status for all or part
of their contributions to their employer’s 401(k) or 403(b) plan. This means
that your contribution would be includable as income, but future distributions
would be tax-free.

The Tax Relief Act–2001 raised the ceiling on the total dollar contributions for
profit-sharing plans, money purchase pension plans, and contributory plans such
as the 401(k). For 2009 and 2010, the limit is $49,000. Future years contribution
limits are indexed for inflation.

Marginal Tax Rates
The Tax Relief Act–2001 increased the number of tax brackets from five to six
by introducing a 10 percent tax bracket to replace a portion of the current
15 percent bracket. The law then reduced the 28, 31, 36, and 39.6 percent
brackets over six years to 25, 28, 33, and 35 percent, respectively. The Obama

TABLE 1.4 The “Catch-up” Provisions: Retirement Plan Contribution Limits for Plan
Participants Age 50 and Older (amounts described include base contribution, plus “catch
up” contribution)

Year 401(k); 403(b); 457(b) Plans SIMPLE Plans

2009 $22,000 $14,000

2010 Indexed1 Indexed1

1Indexing is based on allowable contributions excluding any catch-up contributions. See Table 1.3.
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TABLE 1.5 Tax Credit for Low-Income Taxpayers Contributing to a 401(k), 403(b), 457(b),
Traditional IRA, or Roth IRA

Adjusted Gross Income (AGI)

Single and Married–Filing
Credit %1 Separate Head of Household Joint

50 up to $15,500 up to $23,250 up to $31,000

20 $15,501–$17,000 $23,251–$25,500 $31,001–$34,000

10 $17,001–$26,000 $25,501–$39,000 $34,001–$52,000

Example: Jim’s employment income is $25,000 per year and his wife, Janice, is a
stay-at-home mom. They decide to contribute $2,000 to an IRA. Because their
adjusted gross income is less than $31,000, they will receive a $1,000 tax credit.
This tax credit will offset dollar-for-dollar $1,000 of earned income.

1Credit applies to the first $2,000 of contribution.

Administration has pledged no new taxes on middle-class Americans while
promising greater tax relief for poor Americans. Clearly, the government will
need additional tax dollars to tackle an $11 trillion national debt that continues
to rise at an alarming rate. If, as the Obama Administration promises, that tax
burden will be born only by families with incomes exceeding $250,000 it’s hard
to imagine how this small group of taxpayers can pay enough taxes to adequately
address the problem. Our best guess is higher tax rates on a broader base of
taxpayers. See Table 1.6 for a complete review of the schedule for joint and
single tax filers.

Although the Jobs and Growth Act–2003 accelerated the income tax marginal
rate reductions, all of the rate reductions are subject to the Tax Relief Act–2001
sunset provision, which would return the rates to 15, 28, 31, 36, and 39.6 percent
after 2010 unless Congress takes some affirmative action.

TABLE 1.6 Schedule of Reduction of Individual Income Tax Rates (bracket cut-off
amounts could slightly change in 2010)

$16,701– $67,901– $137,051– $208,851–
Year $0–$16,700 $67,900 $137,050 $208,850 $372,950 $372,951+

Joint Filers

2009–2010 10% 15% 25% 28% 33% 35%

$8,351– $33,951– $82,251– $171,551–
Year $0–$8,350 $33,950 $82,250 $171,550 $372,950 $372,951+

Single Filers

2009–2010 10% 15% 25% 28% 33% 35%
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Tip

Use these lower rates as an opportunity to increase your contributions to your
company’s retirement plan. When it’s time to retire, you’ll be glad to have the
additional money in your account.

Education Funding Incentives
Saving and paying for educational costs became a lot easier under the Tax Relief
Act–2001. The act made significant modifications to both Education IRAs and
Section 529 plans. What follows is an overview of both plans.

Education IRA
Under prior law, you could make a nondeductible contribution of up to $500
per year to an Education IRA, more commonly known as Coverdell Education
Savings Accounts. Your earnings grew tax-free and the distributions, when used
for qualified educational expenses, were taxed at the student beneficiary’s tax
bracket. While this Education IRA was beneficial, it was only a partial solution
to the problem of funding today’s education costs.

With the passage of the Tax Relief Act–2001, Congress took a giant step
toward providing real assistance in reducing the costs of education. The most
significant provisions included the following:

• Increased the contribution limits from $500 per year to $2,000 per year.

• Provided that distributions, when used to pay for qualified education ex-
penses, would be tax-free.

• Allowed tax-free withdrawals for elementary (including kindergarten) and
secondary public, private, and religious school tuition and expenses.

• Included tuition, room and board, tutoring, uniforms, extended day program
costs, computer technology hardware and software, Internet access, and
special needs services for special needs beneficiary as qualifying expenses.

• Allowed HOPE Scholarship Credit and Lifetime Learning Credit for other
expenses.

• Extended the time in which the contribution can be made to April 15 of
the following tax year.

• Your ability to contribute to an Education IRA is phased out above certain
income levels. The Tax Relief Act–2001 increased the phase-out range for
joint filers with adjusted gross income (AGI) of $190,000–$220,000. The
phase-out range for single tax filers is AGI of $95,000–$110,000, the same
as the prior law.
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• Repealed the excise tax when a contribution to an Education IRA is made
in the same year as a contribution to a qualified tuition plan for the same
beneficiary.

This enhanced Education IRA provided—and still provides—significant in-
centives to prefund education expenses. However, the $2,000 contribution
amount is scheduled to drop to $500 after 2010. Unless the law is changed
before that time, it is expected that Education IRAs will be a less attractive way
to save for college expenses.

Tip

If you would like to make a contribution to an Education IRA for your child but
does not qualify because your AGI is too high, consider having your child
contribute to his or her own account. Unlike other IRAs, a person does not have
to have earned income to contribute to an Education IRA nor is there a
minimum age requirement.

Section 529 Plans
Section 529 plans (also referred to as qualified tuition plans) received a dra-
matic boost under the Tax Relief Act–2001. Because of the importance of these
programs in both funding the costs of higher education and estate planning,
they will be covered in detail in this section.

WHAT IS A SECTION 529 PLAN?

A Section 529 plan is a program that allows individuals to (1) purchase tuition
credits or certificates on behalf of a designated beneficiary, entitling the ben-
eficiary to a waiver or payment of the beneficiary’s higher education expenses;
or (2) make contributions to an account that is established for the sole purpose
of meeting qualified higher education expenses of the designated beneficiary of
the account.

PLAN CONTRIBUTIONS

A Section 529 plan may only accept contributions in the form of cash and not
in property. However, a Section 529 plan may accept payment by check, money
order, credit card, or other similar methods.

There are no limits as to the amount of money that can be contributed
to a Section 529 plan (unless limited by the plan sponsor); however, there
are penalties for distributions not used for qualified education expenses. Most
important, unlike the Education IRA, there are no income phase-out rules that
prevent high-income taxpayers from contributing to a Section 529 plan.
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TAX-FREE GROWTH

Earnings in a Section 529 plan grow tax deferred until distributions are made,
at which time the distributions are tax-free if used to pay qualified education
expenses. For example, suppose you and your spouse contributed $100,000 to
a Section 529 plan on behalf of a one-year-old grandchild. This $100,000 would
grow tax-free until such time as it is distributed for higher education expenses,
presumably beginning at the child’s age 18. If your plan sponsor averaged a
9 percent return, the account value would exceed $400,000 by the time you are
ready to begin drawing funds for your grandchild’s college. When the funds are
then used to pay for qualified education expenses, there will be no income taxes
due on those distributions. Qualified higher education expenses include tuition,
books, supplies, equipment, fees, expenses for special needs services, and room
and board (within certain limits). The amount of qualified higher education
expenses is reduced by scholarships and amounts paid by the beneficiary or
others that qualify for the HOPE Scholarship or Lifetime Learning Credits.

Tip

If you are currently using a Uniform Gift to Minors Account (UGMA) or a Uniform
Transfer to Minors Account (UTMA) as a funding vehicle for your child’s
education, consider the Section 529 plan or an Education IRA instead. By doing
so, you’ll not only avoid current taxation on earnings (remember the so-called
kiddie tax?), but distributions used for education expenses will be tax-free.

PENALTIES ON NONQUALIFIED DISTRIBUTIONS

If distributions from a Section 529 plan are not used for qualified education
expenses, a 10 percent penalty is imposed on the recipient of the funds. In
addition, the earnings portion of the distribution is subject to ordinary income
taxes. Usually, the tax will be triggered when distributions exceed the educa-
tional expenses of the designated beneficiary. According to some states’ plans,
any funds not distributed prior to the beneficiary attaining the age of 30 will
be deemed a nonqualifying distribution (some exceptions apply for a special
needs beneficiary). Exceptions to this penalty apply for payments made due to
the beneficiary’s death, disability, or receipt of a scholarship.

INVESTMENT OPTIONS

One potential downside of Section 529 plans is that you are unable to direct
the investments of the plan. The investment accounts are operated as blind
pools where you have no input over specific investment decisions. Most plan
sponsors do, however, indicate the general investment approach they use. Often,
contributors have the ability to select from a variety of investment strategies,
with some Section 529 plans offering as many as 10 options. An important feature
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added under the Tax Relief Act–2001 is the ability to switch from one state-
sponsored program to another every 12 months. This significantly increases your
ability to change your broad investment strategy to meet your particular needs.

GIFT TAX CONSEQUENCES

A contribution to a Section 529 plan is considered a completed gift from the
account owner to the designated beneficiary at the time of the contribution and
is thus eligible for the annual gift tax exclusion (currently $13,000 or $26,000 in
the case of a joint gift by spouses). If the contribution exceeds the annual gift
tax exclusion, the amount not exceeding five times the current annual exclusion
may be applied pro rata to annual exclusions over five years.

For example, you could make an initial contribution of $65,000 for each
designated beneficiary without incurring gift tax liability for the contribution.
The $65,000 contribution would be treated as if you made a $13,000 contribution
in each of the next five years. Note that this presumes that no other gifts are
made to the beneficiary during this five-year period. Any additional gifts would
be subject to gift taxes. However, because the annual exclusion amount is
indexed for inflation, this amount could increase in future years. Married couples
can join together in making gifts, thus increasing the potential contribution to
$130,000 without incurring gift taxes.

ESTATE TAX CONSEQUENCES

Even though the donor retains the right to change the designated beneficiary
(to another member of the donor’s family) and to receive distributions from
the account if no other person is designated, funds invested in the Section 529
plan are not included in the donor’s gross estate unless the funds are in fact
returned to the donor. Thus, once you contribute an amount to a Section 529
plan, that amount is out of your estate(s), as is the future appreciation on that
amount. However, if a contribution exceeding the annual exclusion is applied
pro rata to the annual exclusion over five years but the donor dies before the
fifth year, that portion of the contribution that has not yet been applied to the
annual exclusion for the years following the donor’s death will be included in
the donor’s estate.

For example, suppose Mr. Leonard contributes $65,000 to a Section 529 plan
and elects to have this applied pro rata over the next five years to the annual
exclusion. Furthermore, assume Mr. Leonard passes away in the fourth year
following the contribution. The amount of the annual exclusion to be applied in
the fifth year ($13,000) would be brought back into Mr. Leonard’s estate.

COORDINATION WITH THE HOPE SCHOLARSHIP AND LIFETIME LEARNING CREDITS

Taxpayers will be able to use HOPE Scholarship and Lifetime Learning Credits
during the same year distributions are taken for a Section 529 plan as long as
the monies are used for different qualified education expenses. In other words,
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you cannot claim the HOPE Scholarship Credit for room and board and then
use Section 529 funds to pay for room and board.

Tip

Creditor Protection for Section 529 Plans?
Funds held in a Section 529 plan may be subject to the claims of creditors

and divorce proceedings. Typically, state law will prevail. If you are concerned
about creditor protection, consider using a Section 529 plan sponsored by a
state that has strong creditor protection laws.

For more information on Section 529 plans go to the Resource Center at
www.welchgroup.com; then click on ‘Links’.

SOME FINAL THOUGHTS ON SECTION 529 PLANS

Note that under the Section 529 plan, you are able to change your beneficiary.
This is important because one child may choose not to attend college or may
attend a relatively inexpensive college while another child may attend a very
expensive college. A Section 529 plan allows you to move your funds around as
needed. The Tax Relief Act–2001 included “cousins” in the definition of family
member. However, be sure to check the applicable plan’s rules and restrictions
for changing beneficiaries.

Tax Relief Act–2001—Miscellaneous Provisions Relating to Education
Several other provisions of the Tax Relief Act–2001 are worth noting:

• Employers are now allowed to offer education assistance programs provid-
ing up to $5,250 per year for an employee. The payment is deductible by the
employer and not includable in the income of the employee. Undergraduate
and graduate courses qualify, and the courses do not have to be related to
the employee’s job-related field.

• The new law loosened the requirements for deductibility of student loan
interest.

The Jobs and Growth Act–2003 provided significant capital gains tax relief.
The law immediately dropped the maximum net capital gains rate by 5 per-
centage points from 20 percent to 15 percent. The 10 percent capital gains rate
for lower-income taxpayers fell to 5 percent. The lower rates are expected to
continue through December 31, 2010, at which time the ‘sunset’ provision of the
Tax Act–2001 provides for capital gains taxes to revert back to 20%.
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Tip

Review all assets where you have a long-term capital gain to determine if it is
advisable to sell before the current capital gains tax (15% federal) reverts back
to the old capital gains tax rate of 20% (January 1, 2011).

The Jobs and Growth Act–2003 also provided significant tax relief for cer-
tain dividends from domestic or qualified foreign corporations. Such dividends
received are now taxed at a 15 percent rate. This special rate terminates on
December 31, 2010, and the pre–Jobs and Growth Tax Act rates return in Jan-
uary of 2011. A tax advisor should be consulted to determine whether a dividend
qualifies for the lower tax treatment.

Business and Corporate Tax Relief
The Jobs and Growth Act–2003 provided certain business and corporate tax re-
lief. For business property placed in service in 2009, the business taxpayer
can immediately deduct (rather than depreciate) up to $250,000 in quali-
fied property placed in service for the year under Section 179 of the Internal
Revenue Code.

For certain new property (instead of used property that may be new to the
business), there may be an available 50 percent bonus depreciation depending
on the type of property involved. This deduction is scheduled to end after 2009,
except for certain property, which will remain eligible until the end of 2010.

Estate, Gift, and Generation-Skipping Transfers
The Tax Relief Act–2001 provides some relief from the death tax imposed on
estates of individuals who have paid taxes their entire lives. Although the estate
and generation-skipping taxes are repealed in 2010, the repeal is not permanent.
This uncertainty creates planning problems that we will address in this book.
To accentuate the problem the new law presents for planners, see if you can
answer the question in the next box.

Under the Tax Relief Act–2001, what amount of federal estate tax will be owed
on an estate of $5,000,000?

a. $675,000

b. $0

c. $2,045,000
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TABLE 1.7 Potential Estate (Death) Tax Savings under Tax Relief Act–2001 as Compared to
Death in 2011

$5 Million $10 Million $20 Million $50 Million
$100

Million
Estate Estate Estate Estate Estate

2010 tax $0 $1,350,000 $5,850,000 $19,350,000 $41,850,000

2011 tax $1,997,000 $4,549,000 $10,408,200 $26,453,750 $54,408,200

Savings $1,997,000 $3,199,000 $4,558,200 $7,103,750 $12,558,200

Please note that estimated tax liability stems from joint estate tax liability of husband and wife, assuming first spouse to
die sheltered maximum credit amount available. The 2011 data assumes Congress allows the Tax Relief Act–2001 to
‘sunset’ and revert back to prior tax law.

Give up? The answer is that all three answers are correct! The first answer,
a, is correct if you die in 2010 (assuming the $3.5 million exemption is extended
by Congress); b is correct if you die in 2010 (the estate tax is repealed for one
year!); and c is correct if you die in 2011. We hope you are beginning to see the
importance of carefully developing your estate plan.

Please don’t misunderstand. The Tax Relief Act–2001 does provide potentially
significant tax relief, assuming that death occurs prior to January 1, 2011.
Table 1.7 illustrates the estate tax savings under current law versus what taxes
will be if the current law reverts to prior law on January 1, 2011 under the sunset
provision.

Following is a list of select provisions that could affect your estate planning:

• The tax law lowered the maximum estate, gift, and generation-skipping tax
rates, and it raised the amount of assets that are not subject to estate taxes
(applicable exclusion amount). Table 1.8 outlines the applicable exclusion
amount and the estate tax rates based on current law as of October 2009.

• Although the new tax law repealed the estate and generation-skipping
taxes in 2010, the gift tax will remain in effect with a $1,000,000 unified
credit effective exemption amount unless Congress changes the law. The
highest gift tax rate will equal the highest income tax rate then in effect.
As a result, family gifting plans may need to be adjusted.

TABLE 1.8 Tax Relief Act–2001 Applicable Exclusion Amount

Year Applicable Exclusion Amount Maximum Estate Tax Rate (%)

2009 $3,500,000 45

20101 Estate tax repealed 0

2011 $1,000,0002 55

1Congress is likely to extend the 2009 exemption limits through 2010.
2Tax Relief Act–2001 is automatically repealed unless Congress extends the law.
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• Under prior law and under the Tax Relief Act–2001 for calendar years
2005–2009, a decedent’s heirs receive a new tax basis (called a step-up
basis) in property received from the decedent equal to the property’s fair
market value as of the date of death (or six months after the date of death
if elected by the executor). As a result, if the property has appreciated,
the heirs can sell the property shortly after the decedent’s death without
recognizing taxable gain. Under the Tax Relief Act–2001, for calendar
year 2010, heirs will not receive a new tax basis, regardless of when
assets were purchased unless Congress takes action. Instead, with limited
exceptions, heirs will take the property subject to the decedent’s old tax
basis, which could result in the heirs recognizing taxable gain when and if
the property is sold. However, due to two exceptions to this new rule, some
taxable gain will be avoidable. First, $1,300,000 worth of certain assets can
receive a new, fair market value basis. Second, the estate can increase
the basis of an additional $3,000,000 worth of certain assets transferred to
a surviving spouse. As a result, it is critically important that taxpayers
begin compiling accurate records to document the income tax basis of
their property. These records will determine future generations’ income
tax liability.

• Additionally, accurate tax basis records must be kept beginning in 2010 be-
cause a decedent’s personal representative and/or trustee will be required
to report detailed information to the Internal Revenue Service (IRS) of
transfers at death in excess of $1.3 million and for certain transfers of
appreciated property. Noncompliance will result in financial penalties.

• Although the tax law repeals the estate and generation-skipping taxes in
2010, the law also allows the Tax Relief Act–2001 to automatically “sunset”
after December 31, 2010. In effect, the tax law repeals the estate tax and the
generation-skipping tax for one year—2010. Due to budgetary restrictions,
the law allows the estate tax rules, rates, and exemptions in effect prior to
passage of the Tax Relief Act–2001 to come back in force in 2011. In 2010,
Congress can choose to do nothing and thereby impose a new level of taxes
on millions of Americans included the middle-class by allowing the law to
revert to pre-Tax Relief-2001 tax law or they can proactively make changes
such as fixing the estate exemption amount at $3.5 million.

Table 1.9 provides a summary of the changes under Tax Relief Act–2001.

Estate Planning Issues under the Tax Relief Act–2001
Because of the uncertainty surrounding the current status of the estate tax
laws, everyone with a net worth of more than $1,000,000 should review their
estate plan. An approach we favor is for the client to contact one of their
professional advisors on the estate planning team, whether the estate planning
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lawyer, financial planner, life insurance agent, accountant, or trust officer.
Authorize that team member to assemble the team in a preliminary meeting
to review the listing of the assets and liabilities (financial x-ray), review the
current documents, and then meet with the client and the client’s spouse to
make team recommendations. This approach maximizes the creative input and
communication and often aids in identifying important new alternatives to
consider. The financial x-ray would show what assets are titled in the name of
each spouse; what, if any, assets are titled in joint names; and, ideally, what
assets are in the children’s names.

As has been said previously, what will be the estate or death tax is really
elective. By making annual gifts during your lifetime, then transferring the
maximum tax free amount (applicable exclusion amount) to your children and
grandchildren at death, and finally bequesting your remaining estate to a family
charitable foundation, your estate tax would be zero.

Here are two areas to focus your attention:

1. Does each spouse have the new tax-free amount in his or her separate
name? The first and simplest step of estate planning is to obtain two
tax-free amounts for the family instead of one. This requires, however,
not only the proper words in the documents, but that the first spouse to
die have titled in his or her name (not jointly) assets with a fair market
value (other than qualified retirement plans or IRAs) equal to the tax-free
amount ($3,500,000 in 2009). This step can basically save the family up to
$1,400,000 in taxes.

2. The client should also focus on what is currently to be done with the tax-
free amount at the client’s death. Will it simply go in trust for the surviving
spouse? Will it go in trust for the benefit of the surviving spouse, children,
and grandchildren? Will it go outright to children and grandchildren?

In summary, you should take the following three steps as you undertake your
estate planning review based on 2010 estate tax laws and the likely alternative
changes in 2011:

1. Contact your advisor(s) and request a review of your current estate plan in
view of the range of changes most likely. Your plan will need to be flexible
enough to deal with a variety of possible outcomes.

2. The most prudent assumption for you to make, considering the changes
scheduled for 2011, is that the amount of assets that you will be able to
pass to nonspousal heirs will be $1,000,000. By providing adequate liquidity
under this circumstance, you assure your heirs that you will have adequate
resources to pay estate taxes no matter what year you die.
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3. Let your voice be heard! Congressional indecisiveness makes it practically
impossible to properly plan your estate. Contact your congressional rep-
resentatives and request resolution to the question mark surrounding the
current estate tax law. Go to the Resource Center at www.welchgroup.com;
then click on ‘Links’; then click on ‘Congressional Representatives Contact
List’.

In this chapter we have provided an overview of both the complications
surrounding the current uncertainty regarding estate tax laws as well as actions
you should consider taking now. In our next chapter, we will delve deeper into
the importance of developing your estate plan.
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CHAPTER 2

Estate Planning
You Need It—Here’s Why

What Is Estate Planning?
Estate planning is the process of controlling your assets, both during your life
and after your death, with three primary objectives in mind. First, you want
to ensure that your assets will always be sufficient to provide for you and your
family’s lifestyle needs. Second, you want to make certain that your assets go to
the people and/or organizations of your choosing. Finally, you want to minimize
the amount of taxes, fees, and court interference associated with settling your
estate. This definition is broad, as well it should be. A properly designed estate
plan encompasses the landscape of financial issues.

Investment Planning
Your investment plan should focus on providing enough assets to meet your
retirement needs, the cost of funding your children’s education, and expenses
such as financial assistance for elderly parents. It should be designed so that
your expected long-term returns will meet your financial objectives. Your risk
tolerance should be examined to ensure that your portfolio is not too aggressive
for your personality.

Tax Planning
As you’re managing all your finances, you should pay close attention to tax
efficiency. Consider the following question. How can you best use tax-deferred

17
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or tax-free investment vehicles? Are there ways to accomplish some of your goals
by shifting income from yourself to another family member who is in a lower
tax bracket? Can you make a gift to a charity in such a way that you receive
long-term economic benefits? Is it possible to convert ordinary income, which
is taxed at your highest tax bracket, to long-term capital gains?

Protecting Your Family
How long will you live? Of course, you cannot answer this question. Your estate
plan should address the possibility of a premature death as well as the possibility
that you will live “too long.” Simple solutions to “dying too soon” include the
use of life insurance. Issues of “living too long” are often handled through use
of trusts, living trusts, a power of attorney, or long-term care insurance.

Protecting Your Assets
Given our litigious society, if you have accumulated significant assets, your
estate plan should include an asset protection plan. You can employ simple
strategies such as liability insurance or more exotic strategies such as foreign
asset protection trusts.

Carrying out Your Personal Goals and Wishes
Do you have a deep desire to protect our environment? Have you considered
making gifts to your alma mater? Do you have a relative who may need finan-
cial support? Outline all your goals and then design your estate plan to carry
them out.

Gathering and Drafting Appropriate Documents
A vital part of your estate plan will consist of developing appropriate legal
documents to ensure that your wishes are carried out. The most basic of the
documents will be your will. Other documents include deeds, mortgages, and
trusts and property titles. Part of your estate plan should include gathering and
organizing all vital documents. This has two important advantages. First, your
documents will be easy for you to locate and retrieve when they need to be
reviewed. Second, your survivors won’t have to search for documents needed to
settle your estate after your death. Believe us, your loved ones will think kindly
of you for having done this for them.

As you can see, estate planning consists of much more than simply avoiding
taxes. The right planning will not only give you and your family great peace of
mind but will also help you accumulate wealth faster and more effectively.
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The Benefits of Estate Planning
Developing your estate plan is perhaps the most important financial step you can
take. It creates focus and puts you in charge of many aspects of your finances.
Let’s look at the benefits to your immediate family.

If you are single, your estate plan will provide for the orderly transfer of your
assets to those people or organizations you specify, thus reducing or eliminating
the hassle for those who will assist in settling your estate. If you are married
and have children, the issues will usually be more complex, but the benefits of
planning will also be more profound. Make certain that your surviving family has
immediate access to cash to cover ongoing living expenses while your estate is
being settled. Although it may be hard to imagine that this would be a problem,
it is not unusual for the courts to freeze assets for weeks or even months while
trying to determine the proper disposition of the estate. The surviving spouse is
then forced to apply to the court for needed cash to pay current living expenses.
You can imagine the additional stress caused by this difficulty.

In your estate plan, you may also want to address issues regarding funding
for your children’s education. If you have young children, you may want your
surviving spouse to have the option of not being employed so that he or she can
devote more attention to your children.

If your spouse lacks knowledge or experience in financial matters, your estate
plan should provide for assistance with financial management, such as setting
up trusts. Also, your estate plan should consider the consequences of both you
and your spouse dying simultaneously. If you have minor children, you will want
to select someone to manage your assets for their benefit. You don’t want the
court to make this decision for you. In this situation, your estate plan should
also address when your children will receive your assets free of trust. When
children receive substantial assets before they are mature enough to handle
them properly, the results can be devastating.

There was a case involving a child movie star. Because he was a minor, his
earnings were held in trust until he was legally an adult (age 18 in his state of
residence). We are sure you can imagine what happened when he turned 18. Fast
cars and late-night parties consumed a small fortune in less than 24 months.
The last time we checked, he was living in a trailer park trying to figure out
where he went wrong. Talk about a missed opportunity!

Even more pressing than financial matters is the issue of who will raise
your children if you and your spouse die prematurely. Give very careful thought
to your choice of a legal guardian. Remember it is this person’s values that
are likely to be instilled in your children. In developing your estate plan, you
will also want to give consideration to the age and financial condition of a
potential guardian. Some guardians may lack the child-rearing skills you feel
are necessary. Make sure that your plan does not create an additional financial
burden for the guardian.
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Do you have a favorite cause, charity, or religious organization? You can use
your estate plan to provide financial assistance either during your life or at your
death. This is one of the instances in which our government actually provides
you with incentives to do so.

During your lifetime and at your death, your estate plan should focus on
how best to reduce taxes and expenses. For when you’re alive, the primary
focus is on income tax issues. At death, there may also be estate tax issues and
administrative fees as well as other expenses to consider. Plan well and you can
minimize costs, thus allowing more money to pass to your family.

Your estate plan can also be used to provide assistance and help for members
of your extended family. Consider carefully, for example, whether you may need
to provide financial support for a parent, sibling, niece, or nephew. If the answer
is yes or maybe, there may be solutions that also provide you with tax benefits.

The ultimate benefit of a well-crafted estate plan is that it provides you with
a compass for managing your finances. It will lessen not only your own stress
but that of your loved ones as well. It is the right thing for you to do, and it’s
worth the time, effort, and expense.

The Nightmares of Poor Planning
All too often, people procrastinate and neglect their estate planning. The results
can be devastating. Take a moment to review the following list and determine
whether any of the examples could apply to you or your family. If the answer is
yes, let this serve as your wake-up call to get started now!

• You are sued, which results in an exceedingly high judgment against you.
Your estate plan should include asset protection strategies.

• You become disabled and are unable to handle your finances. Part of an
appropriate estate plan includes a power of attorney designating who will
take control of your finances should you become incompetent.

• You die without naming the guardians of your child or children. This
mistake forces the courts to make this decision for you, possibly resulting
in your children being raised by someone you would not have chosen.

• Your children inherit money at an age that destroys both their ambition
and their work ethic. We have seen this happen often. Setting up a trust
that provides for their needs without overindulging them can solve this
problem.

• You own a business or real estate that must be sold at fire sale prices in order
to pay your estate taxes. We’ve seen cases where property had to be sold for
a fraction of its true value because the taxes were due but real estate prices
were depressed. You must determine your potential estate tax liability and
determine where the cash would come from to pay that liability.
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• You or your spouse wind up in a nursing home, and the bills consume all
of your assets. One potential solution to this problem is to own a long-term
care insurance policy.

• You fail to provide for a child with a disability or special needs. In such
a case the child will become a ward of the state. If your child has special
needs, you need to consider specialized trust planning.

• Your family must pay excessive legal fees and court costs to settle your es-
tate. You may not be able to eliminate these costs, but you can significantly
reduce them through proper planning.

Each of these nightmares has a solution that can be addressed through your
estate plan.

The Myths of Estate Planning
You may still not be convinced that estate planning is absolutely necessary. We
often find that people have preconceived notions about estate planning that
have no basis in reality. Let’s examine a few of the more popular versions.

Myth #1: Estate Planning Is for Old People
You are a Baby Boomer, Generation Xer, or Generation Yer and have plenty of
time to develop your estate plan, right? Wrong. Estate planning is an important
consideration not only for older people but for everyone. Unless your family
circumstances and finances are incredibly simple, you need to begin developing
your estate plan now.

Myth #2: Estate Planning Is for the Rich
Be careful to distinguish between your financial net worth and your estate net
worth. Adding life insurance death benefits to your other assets can easily place
you in estate tax jeopardy! Additionally, there are many estate planning issues
other than taxes. For example, consider the issue of financial management in
the event you become incompetent owing to an accident or illness.

Myth #3: Estate Planning Focuses on Death
Many people avoid estate planning because it makes them think about
death—either their own death or the death of someone they love. We have had
many client meetings in which an individual broke out in tears at the thought of
a loved one’s death. Obviously, estate planning must deal with death, but many
living issues are just as important. For example, what is the best way to fund
your child’s college education? Do you pay for it from cash flow or do you gift your
child money and use a custodial account or a qualified educational trust? What
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is the best way to protect your hard-earned assets from a successful lawsuit?
Your estate plan must address an array of living issues as well as death issues.

Guidelines for Successful Estate Planning
Get Organized
Pull all of your vital documents together and organize them so that you or the
person(s) who will assist in settling your estate can easily locate each document.
Consider setting up a designated file cabinet at your home or office. Essential
documents include the following:

• Federal tax returns (for the last seven years)

• State tax returns (for the last seven years)

• Pay stubs (the two most recent ones)

• Financial statement

• Confirmation statements (brokerage accounts, mutual funds, etc.)

• Retirement plan statements (IRA, Keogh, pension, profit sharing, etc.)

• Insurance policies (life, disability, property and casualty, health, etc.)

• Amortization schedules (home, business, property, etc.)

• Business documents (partnership agreements, corporate papers, etc.)

• Corporate/partnership tax returns

• Wills (if you are married, for you and your spouse)

• Trust agreements

• Gift tax returns

• Employee benefits summary

• Notes, mortgages, deeds to real estate, termite bond, survey, appraisal

• Bank account statement(s) (for the last 12 months)

• Credit card statement(s) (for the last 12 months)

• Birth certificate(s)

• Car title(s)

• Marriage certificate

• Retirement plan beneficiary designations

• Loan agreement(s)

Determine Your Current Estate Net Worth
A detailed discussion of how to determine your current estate net worth is
included in Chapter 3. Put simply, it is vital that you know where you are now.
People often believe they have small estates, and therefore have little concern
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for estate planning. They are shocked to find that not only could they potentially
owe estate taxes, but those taxes could run into the tens of thousands of dollars!
When you include your life insurance, the dollars add up fast.

Establish Your Estate Planning Goals
Included in Chapter 6 is a discussion of how to establish your estate planning
goals. There are many, many strategies available to accomplish a vast array of
potential goals. By establishing your goals early, you bring order and focus to
your estate plan while avoiding the hit-and-miss planning that most people use.
Your goals should be divided into lifetime goals and death goals.

Hire Competent Professional Help
Most likely you will need a team of competent advisors from various fields to
assist you in your estate planning, including attorneys, financial advisors, insur-
ance representatives, accountants, and bankers. Many of these people special-
ize within their general fields. For example, some attorneys specialize in estate
planning. Many financial advisors are now specializing in Wealth Management.
Wealth Management focuses on wealth accumulation and multigenerational
wealth transfers. You will find life insurance representatives who specialize in
working with business owners and bankers who cater to high net worth clients.
Putting together the right advisors and then working with them as a team will
pay big dividends in your end results.

Monitor Your Progress
Estate planning is a dynamic process, not a static one. Your circumstances are
constantly changing, as are our tax laws. Reviewing your estate plan every two
to three years will keep you on the leading edge of the strategies and techniques
available to meet your goals.

Case Study
Proper planning can make a significant difference even in a seemingly simple
case. Bob and Alice are in their mid-forties. Bob is an internal medicine physician,
and Alice sells real estate on a part-time basis. They have three young children,
Bob, Jr., age 12, Randy, age 9, and Jenny, age 7. Both Bob and Alice want to be
certain that if either of them (or both!) were to die prematurely the family would
be financially secure. They are particularly concerned that they have the funds
to send the children to the best possible college, and they also believe that at
least one of their children will go to professional school. To address these issues,
Bob has purchased a $2.5 million term life insurance policy on his life, making Alice
the beneficiary. They have also bought $500,000 of term life on Alice’s life, thinking
that if Alice died prematurely Bob might need financial help to pay the costs of
hiring a full-time nanny. Several years ago they had an attorney who was a friend
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TABLE 2.1 Estate Tax Exemptions

Year Estate Tax Exemption ($)

2009 3.5 million

2010 3.5 million1

2011 1 million2

1Assuming Congress extended the exemption amount for 2009. If
Congress failed to act, their would be no estate tax for 2010.
2Tax Relief Act–2001 is automatically repealed in 2011 unless Congress
extends the law.

of theirs draw wills for each of them. The wills state that all assets will be passed
outright to the surviving spouse. Here’s a snapshot of their financial picture:

$1,555,000 Assets
− 495,500 Total liabilities
1,059,500 Financial net worth

+2,500,000 Personal life insurance—Bob
+ 500,000 Personal life insurance—Alice
4,059,500 Taxable estate (estate net worth)

Do Bob and Alice have a tax problem? Under their current ‘simple’ will
structure, if Bob and Alice were killed in a common accident in 2010, their heirs
would owe approximately $250,000. If they died in 2011, under current law, the
estate tax could exceed $1.5 million.

As you may imagine, Bob and Alice are surprised that a sizable chunk of
their wealth would go to the federal government instead of being available for
the support of their children. There is a way to solve this potential problem.
Using two simple strategies, an Irrevocable Life Insurance Trust and a Credit
Shelter Trust, they could reduce this potential liability to zero! The specifics of
these techniques will be discussed later in this book. While the amount of life
insurance was higher than we typically see, it wasn’t an inappropriate or unusual
case. It’s important for you to understand that what initially may appear to be a
very simple problem can turn out to be far more complicated after you complete
a detailed review. Identifying the issues early will enable you to implement the
right strategies.

In the next chapter, we will review how the federal tax system works, and
you’ll learn how to develop your estate net worth statement, calculate your
potential estate taxes, and outline a broad range of strategies you can use to
reduce taxes and implement your estate plan.
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CHAPTER 3

The Estate Tax System
How Much Are You Really Worth?

Determining Your Estate Net Worth
Although minimizing the amount of estate taxes you will owe should not be your
only goal, it is certainly an important one. In our view, the estate tax system is
nothing more than a wealth transfer system whereby the government takes a
portion of your wealth and redistributes it to the masses. Our lawmakers’ original
idea was to tax just the very wealthy. Under prior tax law, many middle-income
Americans began to discover that they too faced the possibility of estate taxes.
All you need is a home and adequate life insurance, and—presto!—Uncle Sam
had his hand in your back pocket! Table 3.1 outlines the current estate and gift
tax limits.

Understanding the Estate Tax System
It seems like everything you do subjects you to another tax: Your earnings are
subject to income taxes; your purchases are subject to sales tax; your real estate
holdings are subject to property tax; your security sales are subject to capital
gains taxes. It’s hard to believe that you or your heirs are expected to pay taxes
upon your death. The government does give you a break, but to receive the
maximum benefits you must plan carefully. Here’s how the system works:

First, you die. Ouch! Then your executor makes a list of all of your assets
(called an estate inventory).

25
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TABLE 3.1 Applicable Federal Gift and Estate Tax Exemption Amounts

Year of Death
Exemption under
the Old Law ($)

Exemption under the
Tax Relief Act–2001

($)1

2009 1,000,000 3,500,000

2010 1,000,000 3,500,0002

2011 1,000,000 1,000,0003

1Under the Tax Relief Act–2001, the exemption for gifts made during your lifetime is capped at $1,000,000.
2Unless Congress fails to extend the 2009 Exemption, in which case the Exemption Amount is 100% of the estate.
3Unless Congress elects to extend the provisions of the Tax Relief Act–2001, the law sunsets and we will
automatically revert back to the laws in place prior to enactment of the Tax Relief Act–2001.

Executor: The person or institution that is legally responsible for settling an
estate. He or she may also be referred to as the estate representative or
administrator. Normally you appoint an executor by way of instructions in
your will.

The executor then subtracts all of your liabilities, including notes, mortgages,
funeral expenses, and the administrative costs of settling your estate (attorneys’
fees, court costs, etc.). This net estate is called the adjusted gross estate. If you
were married, any assets left to your spouse would not be subject to estate taxes
at this time because of the unlimited marital deduction. The government waits
until your spouse dies and then assesses the estate tax. If you leave money to
qualified charities, you get to deduct that as well. You have now arrived at your
taxable estate.

Unlimited marital deduction: The legal provision that enables you to leave an
unlimited amount of assets to a surviving spouse free of estate taxes. This has
the effect of postponing the estate taxes until the death of that spouse.

Your executor then figures the tentative tax using the IRS tax tables (see
Table 3.2).

From the tentative tax amount your executor subtracts the Unified Fed-
eral Gift and Estate Tax Credit. This is a dollar-for-dollar deduction from the
tentative tax amount (see Table 3.3).

Unified Federal Gift and Estate Tax Credit: The dollar credit amount allowed by
the federal government that has the effect of making a certain portion of your
estate not subject to taxes.
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TABLE 3.2 Federal Gift and Estate Tax Rate Table (Tentative Tax)

Taxable Estate ($)
Tax Owed

($) Plus (%)
On Amount in
Excess of ($)

0–10,000 0 18 0

10,001–20,000 1,800 20 10,000

20,001–40,000 3,800 22 20,000

40,001–60,000 8,200 24 40,000

60,001–80,000 13,000 26 60,000

80,001–100,000 18,200 28 80,000

100,001–150,000 23,800 30 100,000

150,001–250,000 38,800 32 150,000

250,001–500,000 70,800 34 250,000

500,001–750,000 155,800 37 500,000

750,001–1,000,000 248,300 39 750,000

1,000,001–1,250,000 345,800 41 1,000,000

1,250,001–1,500,000 448,300 43 1,250,000

1,500,001 555,800 45 1,500,000

If the result of subtracting the Unified Gift and Estate Tax Credit is a positive
number, that is the amount of taxes that are due. Your executor must then
raise the cash to pay the taxes out of your assets, usually within nine months
of your death. Once the taxes are paid, your executor distributes the balance of
your assets according to the directions given in your will. If you do not have a
will, your assets will be distributed according to state law (see Chapter 6). This
process can take from six months to several years. Sound confusing? Let’s walk
through an example.

Case Study
Alfred and Jane McNemara want to develop a plan that will minimize taxes and set
up trusts for their two daughters in case they die prematurely. Our first objective

TABLE 3.3 Applicable Federal Gift and Estate Tax Credit and Exclusion Amounts

Year of Death Applicable Credit Amount ($) Applicable Exclusion Amount ($)

2009 1,455,800 3,500,000

20101 1,455,800 3,500,000

2011 345,800 1,000,000

1If Congress fails to extend the 2009 law, 100% of the estate is excluded from death taxes.
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is to determine their current estate net worth as well as to identify how their
assets are titled. We do this by completing Worksheet 3.1.

Estate net worth: The sum of all of your assets, including your share of any
jointly owned assets, plus life insurance on your life that is owned by you,
minus any debts you owe.

Next, we need to determine the McNemaras’ potential estate tax liability. Let’s
assume that Alfred dies first. Alfred has named Jane as the beneficiary of all of
his life insurance policies and his retirement plans. Most of their other assets,
such as their home and personal property, are titled in both of their names (joint
tenants with right of survivorship). So all of Alfred’s assets would be transferred
to Jane (see Worksheet 3.2).

Because of the unlimited marital deduction, there are no estate taxes due at
Alfred’s death. Our attention is drawn to the possible estate tax should Jane now
die prematurely or if the combined estate of Jane and Alfred will likely grow to
the point that it will become large enough to be subject to estate taxes in the
future. And if this is the case, what can we do to minimize this risk while both
Alfred and Jane are able to make changes to their estate plan?

Step 1 Determine the total value of Jane’s assets. $4,470,000

Step 2 Determine Jane’s liabilities. −$599,250

Step 3 Subtract your answer in Step 2 from your answer in
Step 1 to arrive at the adjusted gross estate.

$3,870,750

Step 4 Subtract the following:

a) Charitable contributions made through Jane’s will −$0

b) Unlimited marital deduction (not applicable for
Jane)

−$0

Step 5 This figure represents the taxable estate. $3,870,750

Step 6 Compute the gross federal estate tax using Table 3.2
(see highlighted line).

$1,622,637

Step 7 Subtract the unified credit (see highlighted line of
Table 3.3).

−$1,455,800

Step 8 This is the amount of tax due on Jane’s estate. $166,838

While the estate tax in our case study is not large, it could have been elimi-
nated. What is significant is that we have identified a potentially costly problem
in the form of rising estate costs as the value of the McNemara estate contin-
ues to grow with all future growth subject to higher and higher estate taxes.
There are many strategies we can use to substantially reduce or eliminate the
McNemaras’ tax liability.
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WORKSHEET 3.1 Sample Estate Net Worth Statement

As of 2/20/XX
Your name: Alfred McNemara Date of birth: 6/29/XX
Spouse name: Jane McNemara Date of birth: 5/20/XX

Ownership ($)

Alfred Jane Joint Family Total

Assets
Cash and cash equivalents:

Checking and savings accounts 27,000 27,000
Other 63,000 63,000

Personal and household property:
Automobiles 46,000 32,000 78,000
Furniture 95,000 95,000
Jewelry 5,000 45,000 50,000
Personal effects 23,000 19,000 42,000
Art 115,000 115,000
Coin collections
Other

Real estate (estimated current market value):
Residence(s) 950,000 950,000
Other properties

Investments (estimated current market value):
Individual stocks
Individual bonds
Personal mutual funds 250,000 250,000
Other investments: Ltd. partnership 25,000 25,000

Retirement plans:
Alfred’s 401(k) and IRA 625,000 XX 625,000
Jane’s IRA 25,000 XX 25,000

Equity interest in a business XX

Life insurance (face amount):
Personal 1,750,000 250,000 XX 2,000,000
Employer group 125,000 XX 125,000

Total assets 2,599,000 371,000 1,500,000 4,470,000

Liabilities

Short-term liabilities:
Credit cards 21,500 9,750 31,250

Long-term liabilities:
Mortgage(s) 490,000 490,000
Automobile loan(s) 14,000 7,000 21,000
Other loans: Home equity loan 57,000 57,000

Miscellaneous liabilities:
Unpaid taxes
Estimated funeral and administrative

expenses1

Total liabilities 35,500 16,750 547,000 599,250
Estate net worth (total assets

less total liabilities) 2,566,500 354,250 953,000 3,870,750

1Funeral and administrative expenses can vary from 2–8 percent. For the sake of simplicity, they are ignored in this
case study.
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WORKSHEET 3.2 Jane’s Estate Net Worth Statement after Alfred’s Death

As of 2/20/XX
Your name: Jane McNemara Date of birth: 5/20/XX

Ownership ($)

Jane

Assets
Cash and cash equivalents:

Checking and savings accounts 27,000
Other 63,000
Other: Proceeds from life insurance 1,875,000

Personal and household property:
Automobiles 78,000
Furniture 95,000
Jewelry 50,000
Personal effects 42,000
Art 115,000
Coin collections
Other

Real estate (estimated current market value):
Residence(s) 950,000
Other properties

Investments (estimated current market value):
Individual stocks
Individual bonds
Personal mutual funds 250,000
Other investments: Ltd. partnership 25,000
Retirement plans: 401(k) and IRAs 650,000
Equity interest in a business

Life insurance (face amount):
Personal 250,000

Total assets 4,470,000

Liabilities
Short-term liabilities:

Credit cards 31,250

Long-term liabilities:
Mortgage(s) 490,000
Automobile loan(s) 21,000
Other loans: Home equity loan 57,000

Miscellaneous liabilities:
Unpaid taxes
Estimated funeral and administrative expenses1

Total liabilities 599,250
Estate net worth (total assets less total liabilities) 3,870,750

1Funeral and administrative expenses can vary from 2–8 percent. For the sake of simplicity, they are ignored in this case
study.
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Your Estate Tax Picture
Now, let’s determine the value of your estate and your potential taxes. Remem-
ber, your estate net worth is equal to your financial net worth plus your life
insurance death benefits.

Step 1
Add up the value of all your assets using Worksheet 3.3. Note that the dollar
figure we are looking for is the market value, not what you paid for the asset.

Market value: The value of an asset if it were sold today, net of all selling
expenses.

Let’s start with the obvious: You own everything solely in your name. You
must also include any assets of which you are a joint owner. For example, if you
own a hunting lodge with your brother, your one-half interest would be included
in your estate. The same is true, for example, if you own your home jointly with
your spouse. Some care must be taken in allocating ownership of jointly held
property. For example, in the case where you own the hunting lodge with your
brother, if you paid for 90 percent of the purchase price, then 90 percent of the
value would be included in your estate unless you made a gift to your brother.
Also, do not overlook any life insurance you own. If the insurance is on your
life, remember, it is the death benefit that will be included in your estate, not
the cash value. If someone owes you money, the value of that note or accounts
receivable should be included. Also, do not forget items of personal property
like cars, boats, clothing, jewelry, and so on.

Death benefit: The proceeds your beneficiary would receive from the life
insurance company upon your death.

Step 2
Still using Worksheet 3.3, add up all the money you owe, including debts,
mortgages, and liens. If you owe money on jointly owned property, only your share
of that debt counts. You also should include any unpaid property or income taxes,
as well as the cost of funeral and administrative expenses. Funeral expenses
can vary from $2,000 to $10,000 or more. Although administrative expenses can
vary widely, a generous rule of thumb would be 5 percent of your gross estate.

Step 3
Using Worksheet 3.3, subtract your total liabilities (Step 2) from your total
assets (Step 1). The result is your adjusted gross estate.
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WORKSHEET 3.3 Your Estate Net Worth Statement

As of
Your name: Date of birth:
Spouse name: Date of birth:

Ownership ($)

You Spouse Joint Family Total

Assets
Cash and cash equivalents:
Checking and savings account
Other

Personal and household property:
Automobiles
Furniture
Jewelry
Personal effects
Art
Coin collections
Other

Real estate (estimated current market value):
Residence(s)
Other properties:

Investments (estimated current market value):
Individual stocks
Individual bonds
Personal mutual funds
Other investments:

Retirement plans: XX
XX
XX

Equity interest in a business XX
Life insurance (face amount):
Personal XX
Employer group XX

Total assets

Liabilities
Short term liabilities:
Credit cards

Long term liabilities:
Mortgage(s)
Automobile loan(s)
Other loans

Miscellaneous liabilities:
Unpaid taxes
Estimated funeral and administrative expenses

Total liabilities
Estate net worth (total assets less total liabilities)
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Step 4
The government allows you two possible deductions:

• The unlimited marital deduction. If you are married, you can leave an
unlimited amount of assets to your spouse free of any estate taxes! At first
blush, this appears to be the perfect solution to your estate tax dilemma.
But when planning your estate you must look beyond this rule for ways to
reduce the amount of taxes that your heirs will ultimately pay.

• Charitable contributions. If you leave money or assets to qualified chari-
table organizations in your will, you will receive a deduction for estate tax
purposes.

Adjusted gross estate (from Worksheet 3.3) $

Minus marital deduction (either a “0” if there is no surviving
spouse or 100% of assets left to your surviving spouse) −
Minus charitable bequests in your will −

Your taxable estate $

Tip

If you are married, instead of leaving a bequest to your favorite charity (or
charities) in your will, consider leaving the bequest to your spouse. Then
suggest in the will that your spouse give the bequest to the charity. Assuming
your spouse complies with your request, in addition to receiving a charitable
deduction, your spouse will also receive an income tax deduction. Two
deductions for the same dollars!

Step 5
By taking the deductions from Step 4, you have arrived at your taxable estate. If
you are married and using the marital deduction, you will have effectively post-
poned your estate taxes until your surviving spouse dies. To better understand
the impact of estate taxes, let’s assume you and your spouse die simultaneously
or that you are not married.

Step 6
Calculate your gross federal estate tax. Apply the tax rates from Table 3.2 to
determine the gross federal estate tax. This represents your tentative tax.

Step 7
From the gross federal estate tax, you now get to subtract the unified federal
estate tax credit, more commonly referred to as the unified credit. The unified
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credit allows you to give a certain amount of your estate to anyone without owing
federal estate taxes (called the applicable exclusion amount). See Table 3.3 for
details. Note that this credit is applied directly dollar-for-dollar against the
tentative tax as calculated in Step 6.

Your Future Estate
If your result in Step 7 is a positive number, that is the tax you would owe, and
it is time for you to meet with your professional advisor(s) to develop a plan for
tax minimization. If your answer is a negative number, then you currently would
not owe any estate taxes.

In addition to federal estate taxes, many states impose their own death or
inheritance taxes. Even if it appears now that no taxes will be owed on your
estate, that may not be the case later, after you have accrued more assets.
Table 3.4 shows future estate values based on various growth rates. Keep these
figures in mind as you begin planning. Some of the growth rates in Table 3.4 may
seem unrealistic, but if you are still working, in addition to growth of existing
assets, you are hopefully accumulating new assets through contributions to
retirement plans, personal investment programs, and acquisitions. In fact, these
growth rates may be too conservative. It’s a good idea to update your estate net
worth worksheet annually so you can gain a sense of your estate’s growth rate.
This will indicate the kind of planning you will need to consider in the future.
In reviewing your estate situation, it is also important to consider any potential
inheritances that you are likely to receive.

Overview of Estate Planning Strategies
There are many techniques and strategies that can help you achieve your estate
planning goals. Some of the more powerful ones include the following:

• Wills. A will forms the cornerstone of most people’s estate plan. Wills can
provide tremendous flexibility for controlling assets and avoiding taxes.
Chapter 7 provides details for drafting your will.

• Trusts. You can use trusts during your lifetime or after your death to help
implement your estate game plan. Various types of trust planning will be
discussed throughout Chapter 8.

• Retirement accounts. Retirement plans are key to wealth accumulation.
In Chapter 4 we will show you ways to increase their effectiveness tenfold.

• Gifting. One way to reduce your estate (and thereby your taxes) is to give
part of your estate away. In Chapter 11 you will learn how to create leverage
with a gifting program, as well as how to maintain a measure of control
over gifted assets.

• Charities. There are several strategies, such as the charitable remainder
trust, whereby you can improve your financial circumstances while helping
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TABLE 3.4 The Future Value of Your Estate

Current Estate Value ($) 10 Years ($) 15 Years ($) 20 Years ($)

3% Growth Rate

500,000 672,000 778,000 903,000

750,000 1,008,000 1,168,000 1,354,000

1,000,000 1,344,000 1,558,000 1,806,000

2,000,000 2,688,000 3,116,000 3,612,000

3,000,000 4,032,000 4,674,000 5,418,000

5% Growth Rate

500,000 814,000 1,039,000 1,326,000

750,000 1,221,000 1,559,000 1,984,000

1,000,000 1,628,000 2,078,000 2,653,000

2,000,000 3,257,000 4,157,000 5,306,000

3,000,000 4,886,000 6,236,000 7,959,000

7% Growth Rate

500,000 983,000 1,379,000 1,934,000

750,000 1,475,000 2,069,000 2,902,000

1,000,000 1,967,000 2,759,000 3,869,000

2,000,000 3,934,000 5,518,000 7,739,000

3,000,000 5,901,000 8,277,000 11,609,000

9% Growth Rate

500,000 1,183,000 1,821,000 2,802,000

750,000 1,775,000 2,731,000 4,203,000

1,000,000 2,367,000 3,642,000 5,604,000

2,000,000 4,734,000 7,284,000 11,208,000

3,000,000 7,102,000 10,927,000 16,813,000

your favorite charity. In Chapter 12 you will learn how you can benefit from
charitable donations.

• Family limited partnerships. Using a family limited partnership can shift
assets to family members at a significant discount from their current value.
Family limited partnerships are reviewed in Chapter 13.

In this chapter, you have learned about our estate tax system and about your
specific situation. Since money is the glue that holds an estate plan together,
the next chapter will focus on investment strategies you can use to maximize
your estate accumulation plan.
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CHAPTER 4

Investment Strategies
for Maximizing
Estate Growth

Traditional investment philosophy suggests that as you get older you should in-
vest more conservatively. Not long ago, commonly accepted wisdom employed

the following investment allocation formula as a rule of thumb: 100 minus your
age equals the percent of stocks you should have in your portfolio. This means
that a 70-year-old would only have a 30 percent allocation to stocks. While
this strategy should reduce portfolio volatility, it also significantly reduces the
long-term growth potential of your holdings. We believe this “old-age” way of
approaching investing is out of touch with today’s world. Advances in medicine
and biotechnology have allowed scientists to better understand the aging pro-
cess and develop methods for enhancing longevity. Some scientists now believe
the average 50-year-old will live to age 120. Talk about a need for growth in
your portfolio! One of retirees’ greatest fears is that they will outlive their finan-
cial resources and become dependent on their children (or the government)
for their financial support. In order to address the need for a portfolio that
could provide significant long-term growth and income for retirees, coauthor
Welch developed the Growth Strategy with a Safety Net R©, which today repre-
sents one of the best solutions for the possibility of living too long. Here’s how
it works.

37
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The goals of the Growth Strategy with a Safety Net R© are as follows:

1. Protect your retirement income from market fluctuations.

2. Maximize your retirement income.

3. Produce an ever-increasing income stream that will more than offset the
ravages of inflation.

4. Provide for significant portfolio growth, ultimately providing a legacy for
your heirs or favorite charitable organizations.

Sound impossible? Well read on!

Growth Strategy with a Safety Net
R©

First, you determine how much annual income you need and multiply that
number by the number of years that you want to protect your income. Be sure
your annual withdrawal rate does not exceed your risk tolerance (see the section
on withdrawal rates later in this chapter, page 42). Use the following scale:

Conservative: 6–10 years

Moderate: 4–5 years

Aggressive: 2–3 years

Next, add an amount of money that represents a generous emergency fund.
Your total here will be invested as follows:

1. Emergency fund plus your first year’s income need is invested in a high-
yielding money market account. To find the highest money market yields,
go to the Resource Center at www.welchgroup.com; then click on ‘Links’;
then “Highest money market yields.”

2. The money that represents your remaining two to eight years’ income need
will be invested in a bond ladder using bonds maturing every 12 months.
This completes your Safety Net.

3. Implement your Growth Strategy by investing the balance of your money in
a diversified portfolio of stocks or stock mutual funds. Periodically, you will
sell a portion of your appreciated stocks and use the proceeds to replenish
your bond ladder.

In a year when stocks do poorly, you postpone sales and wait for the market to
recover. Historically, one to three years is sufficient time for this to occur.

For example, assume you have $2,000,000 available to meet your retirement
income needs. You decide that a $20,000 emergency reserve account should
be sufficient to cover any unforeseen financial emergencies and that initially
you would like to draw $78,000 per year (a 4 percent withdrawal rate) from
your investment portfolio in addition to your other income sources, which
include Social Security and pension from your employer. You consider yourself



P1: OTA/XYZ P2: ABC
c04 JWBT147-Welch November 21, 2009 15:37 Printer Name: Courier Westford

GROWTH STRATEGY WITH A SAFETY NET
R©

39

TABLE 4.1 Initial Safety Net

$20,000 Emergency reserves invested in a money market account

$78,000 First year’s income need invested in a money market account

$78,000 Bond maturing in 1 year

$78,000 Bond maturing in 2 year

$78,000 Bond maturing in 3 year

$78,000 Bond maturing in 4 year

$78,000 Bond maturing in 5 year

$78,000 Bond maturing in 6 year

$78,000 Bond maturing in 7 year

$78,000 Bond maturing in 8 year

$78,000 Bond maturing in 9 year

$78,000 Bond maturing in 10 year

$800,000 Safety Net total (40% of portfolio)

a conservative investor and therefore decide to protect this income for 10 years.
Table 4.1 outlines how your Safety Net is set up initially.

Each month you draw $6,500 from your money market account along with
Social Security and pension to cover your normal living expenses. If you have
a financial emergency, you have an additional $20,000 available in your money
market emergency reserve account. Having your Safety Net in place guarantees
that your income needs will be met for a total of five years. Note that the
interest earnings on your bonds can be either added to your money market
account to provide an increasing income stream or reinvested as part of your
Growth Strategy.

The balance of your portfolio ($1,200,000) is invested in a diversified portfolio
of stocks or stock mutual funds and will provide you with needed long-term
growth. In years when the stock market does well, you will sell $78,000 worth of
stocks and buy another bond that matures in ten years to replace the $78,000
that you spent during the previous year. If the market does poorly in a given
year, you will postpone selling stocks until there is a market recovery. You can
take comfort in knowing that your income is totally secure for the next nine
years no matter what happens to the stock market. Figure 4.1 provides a visual
illustration of what the Growth Strategy with a Safety Net R© looks like.

In an unprecedented historical occurrence, we have had two generational
bear markets within a single decade: one that lasted from 2000 to 2003 and one
that began in 2008. Both saw stock market indices drop approximately 50 per-
cent from the market peak to the market trough. More typically, you’ll have a
bear market, defined as a 20 percent decline within a 12-month period, once ev-
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Safety Net—Part A
Emergency Reserve

$1,200,000
Diversified
Portfolio of

Stocks

MONEY
MARKET
$20,000

Safety Net—Part B
Income Ladder

Growth

9-year bond

8-year bond

7-year bond

6-year bond

5-year bond 4-year bond

3-year bond

2-year bond

1-year bond

money market

$78,000

$78,000

$78,000

$78,000

$78,000

$78,000 $78,000

$78,000

$78,000

$78,000

FIGURE 4.1 Growth Strategy with a Safety Net
R©

ery three to seven years (a full market cycle). The typical bear market lasts only
about 14 months before recovery begins. Having a five- to ten-year Safety Net
should be more than sufficient to get you through any bear market while allocat-
ing enough money to growth investments (stocks or stock mutual funds) to allow
your portfolio the opportunity to grow and offset the ongoing ravages of inflation.

We do not recommend that your safety net be extended beyond 10 years.
This strategy allows you to have the bulk of your money in the stock market,
where it can grow, while your income is protected during periods of poor market
performance. We should add that this strategy is relatively tax efficient for
taxable accounts because you have a portion of your portfolio producing taxable
income in the form of interest (your Safety Net) and a portion of your portfolio
whose distributions are subject to the lower long-term capital gains tax (the
growth portion). Table 4.2 illustrates the power of this strategy over time. Not
only are you maximizing your current income, but the potential growth of your
stock portfolio allows both your income and portfolio values to rise over time.

Table 4.3 profiles the volatility and return characteristics of conservative,
moderate, and aggressive portfolios based on the Growth Strategy with a Safety
Net R©. It should be noted that while the one-year risk associated with the
Growth Strategy with a Safety Net R© is relatively high, that risk profile decreases
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TABLE 4.2 Growth Strategy with a Safety Net
R©

Year
Beginning
Balance

Annual
Withdrawals

Cumulative
Withdrawals

Growth at
6.4%

Ending
Capital

Account
Withdrawn

Rate

1 2,000,000 80,000 80,000 122,880 2,042,880 4.00%

5 2,177,115 87,085 417,524 133,762 2,223,793 4.00%

10 2,420,727 96,829 881,767 148,729 2,472,627 4.00%

15 2,691,597 107,664 1,397,957 165,372 2,749,305 4.00%

20 2,992,777 119,711 1,971,907 183,876 3,056,942 4.00%

25 3,327,658 133,106 2,610,080 204,451 3,399,003 4.00%

30 3,700,011 148,000 3,319,662 227,329 3,779,339 4.00%

35 4,114,028 164,561 4,108,644 252,766 4,202,233 4.00%

40 4,574,373 182,975 4,985,910 281,049 4,672,448 4.00%

45 5,086,229 203,449 5,961,338 312,498 5,195,277 4.00%

50 5,655,359 226,214 7,045,914 347,465 5,776,610 4.00%

55 6,288,173 251,527 8,251,850 386,345 6,422,992 4.00%

60 6,991,797 279,672 9,592,725 429,576 7,141,701 4.00%

Assumptions: 6.4% blended rate of return.
8% ROR on stocks; 4% ROR on bonds. 60% stocks/40% bonds & money market.

TABLE 4.3 Retirement Portfolio Equity (Stock) Allocation Guidelines Based on Growth
Strategy with a Safety NetTM

Conservative Moderate Aggressive

One-year downside risk1 −20% −25% −31%

10-year downside risk1 1% 0% −1%

20-year downside risk1 5% 6% 6%

Expected returns (10 years+)2 8.0% 8.5% 9.25%

Investment Mix:

Equities (stocks) 60% 70% 85%

Fixed income (CDs, bonds, money market)3 40% 30% 15%

1One-year downside risks are based on historical returns from 1973–2008. 10-year and 20-year downside risks are
based on historical returns from 1946–2008.
2Return assumptions are based as follows:

Equities 10%
Fixed Income 5%

Returns are approximated and based on net returns after estimated investment expenses but before taxes.
3The fixed income portion of the portfolio should be based on the Growth Strategy with a Safety NetTM. See pages
46–51.
Note: These portfolios are for post retirement investment accounts and should be used only as general guidelines.
Your actual retirement portfolio should be diversified into numerous asset classes. Consult with your financial
advisor. Investment results are not guaranteed. Risks and returns are targets only. Statistics are based on historical
data indicating possible calendar year losses for equities of 37% and losses for fixed income of 5%.
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substantially over time. The basis of this strategy is allowing time for the market
to recover. Table 4.3 indicates how market volatility dissipates over time.

If you are not yet retired and do not expect to withdraw from your retirement
funds for a period of at least ten years, we encourage you to invest primarily in a
diversified portfolio of stocks or stock mutual funds. While fixed income invest-
ments (CDs, bonds, money market accounts) reduce short-term volatility, they
also dampen long-term performance. Historically the long-term performance
for bonds is 4 to 5 percent versus 8 to 10 percent for stocks. Since you don’t need
your retirement assets for at least ten years, your expected returns using stocks
are much higher. In fact, based on historical data, there is better than an 85 per-
cent probability that a diversified stock portfolio will outperform a diversified
bond portfolio over a five- to eight-year period. While we realize this has not
been the case for the decade which began in 2000, we believe the longer-term
historical stock/bond relative performance will hold true in the future.

As your retirement date approaches, you should begin to build your Safety Net
ahead of time. For example, let’s assume you plan to retire in seven years and
you have decided that you want to protect six years’ worth of your income (Safety
Net). Continuing with our example, the next year you would sell $78,000 worth
of stocks (assuming the market is up!) and buy a bond that matures just before
your retirement date. This will fund your first year’s income. The following year,
you will do the same thing: Sell $78,000 of stocks and buy a bond that matures in
five years. Using this strategy, by the time you retire, your Safety Net will be fully
in place, and you will have maximized the growth potential of your investments
until the time you need to begin drawing on them for your retirement income.

Withdrawal Rates
At this point it is important that you understand both the concept and the
importance of the withdrawal rate (sometimes referred to as the withdrawal
factor) as it relates to your portfolio.

Your withdrawal rate is equal to the percentage of dollars you are taking from
your portfolio on an annual basis. For example, if you have $1,000,000 in your
investment portfolio and you take out $50,000 in a given year, your withdrawal
rate is 5 percent ($50,000 divided by $1,000,000). If your withdrawal rate is
too high, you run the risk of depleting your investment account. Based on our
experience, an appropriate withdrawal rate scale is as follows:

Conservative: 4 percent or less

Moderate: 5 percent

Aggressive: 6 percent or more

This scale is sometimes adjusted for age and health factors. For example, a 9
percent withdrawal rate might not be considered aggressive for someone who is
95 years old and in ill health. But for our purposes, we’ll use the scale described
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above. How you determine the appropriate withdrawal rate for you will be based
on your particular circumstances and risk tolerance.

Prioritizing Your Investment Dollars
How do you maximize the power of your estate accumulation program? We have
already seen how retirees can use the Growth Strategy with a Safety Net R© to
increase their retirement income while maintaining long-term growth. You can
also significantly magnify the power of your estate accumulation program by
choosing the best investment environment. The investment environment re-
lates to whether the investment is a retirement account, a tax-deferred account
such as an annuity, or a personal investment account. Each environment has
its advantages and disadvantages, but some are better than others, particu-
larly for accumulating money for your estate and retirement. By prioritizing
where your investment dollars go, you can significantly enhance your long-term
accumulation results. Let’s begin with a review of your best options.

Retirement Planning:
Choosing the Best Investment Environments
Under most circumstances, the best method for accumulating money for your
retirement is through a qualified retirement plan. This may seem obvious, but
you would be surprised at how often we find that people fail to understand this.
For example, a new client was very concerned about saving for retirement. Every
month he contributed 6 percent of his salary to a 401(k) plan, 50 percent of
which was being matched by his employer. The plan allowed him to contribute
up to 15 percent of his pay. When asked why he was not investing more money in
his 401(k), he said he could not afford to. It turned out that he was paying several
hundred dollars each month toward a whole life insurance policy. Through some
rearranging of his life insurance, he was able to maintain the insurance policy
without further premium payments and divert those funds into his 401(k). Not
only would the premiums grow faster in his 401(k), but he got a tax deduction
to boot! This is actually an easy mistake to make. To avoid it, you must review
where all your investment dollars are going. To get the most benefit, invest the
maximum allowable into tax deductible retirement plans before you invest any
money in personal investment programs. This is a very important concept. Look
at the dramatic differences depicted in Table 4.4.

Retirement Plans
The power of retirement plans is created through one or more of the following:

• Tax deductibility of contributions

• Tax-deferred growth

• Tax-free growth (Roth IRA)
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TABLE 4.4 The Power of Retirement Plan Investing

Compare: $1,000 per month invested on a pretax basis in a retirement
plan vs. paying the income tax on $1,000 per month and investing
personally.

Retirement vs. Personal

$1,000 per month $650 per month1

× 25 years × 25 years

@10% @9.8%2

$1,337,890 $840,422

Approximately 60% more!!

135% marginal tax bracket assumed. If your marginal tax bracket is higher, (state income taxes,
Medicare taxes, etc.) the results of investing personally worsen and visa versa.
2Assumes annual tax load of 0.20%.
Note: Retirement Plan distributions will be subject to ordinary income taxes. (Federal maximum, 35%).
Distributions from the personal investment program will likely be primarily subject to long-term capital
gains taxes. (Federal maximum 15% ). If held until death, the personal account would receive a
stepped-up cost basis and income taxes would be avoided. If the retirement plan were held until death, a
beneficiary (under certain circumstances) could continue to defer a large portion of the gain.

If your employer provides a contributory retirement plan such as a 401(k) plan,
funding it should be your first priority, especially if the employer provides a
matching contribution. If you are self-employed, you should consider starting
your own retirement plan. You have numerous options available to you includ-
ing the Simplified Employee Pension Plan (SEP), Single-Person 401(k), Profit
Sharing Plan, SIMPLE plan or Defined Benefit Plan as well as a number of
variations. If you have employees, they must be included in your plan. Which
one is best for you will depend on your specific circumstances. You’ll need the
help of a professional advisor to assist you in setting up one of these plans to
make certain you maximize the benefits to you and that you follow the complex
plan regulations.

Roth IRAs also require special consideration. With a Roth IRA, you don’t
receive an income tax deduction for your contribution, but your withdrawals are
tax-free. Typically a Roth IRA is the best choice if your tax bracket is relatively
low. Note that certain restrictions apply to tax-free withdrawals for Roth IRAs.
Although contributions are not tax deductible, earnings are tax-deferred and
withdrawals are tax-free under the following circumstances:

• Withdrawals are made at least five years after the Roth IRA was established
and you are at least age 591/2.

• Withdrawals are made because of death or disability.

Tax-free withdrawals of up to $10,000 are allowed to cover the expenses of
purchasing your first home.
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TABLE 4.5 Phase-Out of Deductibility of Traditional IRA and Roth IRA Contributions

Traditional IRA

Single taxpayer and head of household 2010 $55,000 to $65,000

Married filing jointly 2010 $89,000 to $109,000

Roth IRA

Single taxpayer and head of household 2010 $105,000 to $120,000

Married filing jointly 2010 $166,000 to $176,000

Don’t forget that the spouse of an employee who participates in a company
retirement plan is eligible to contribute to a Roth IRA or a Traditional IRA
even if that spouse has no earned income. The rules regarding the phase-out of
deductibility of contributions are shown in Table 4.5.

Although you can contribute to both a Traditional IRA and a Roth IRA, your
total combined contribution cannot exceed $5,000 (plus an additional $1,000 if
you are age 50 or older).

If you are eligible for an IRA, you should invest in one. Are you better off with
the deductible Traditional IRA or the nondeductible Roth IRA? For many people,
the Roth IRA will produce better results. However, it is not the hands-down
winner. Again, you will need to do your homework or seek the aid of a financial
advisor. Contributing to a Roth IRA is definitely better than contributing to
a nondeductible Traditional IRA, because neither contribution is deductible,
but future distributions from the Roth IRA will be tax-free if you follow the
qualifying rules. Also, the Roth IRA is not subject to the Required Minimum
Distribution Rules, which require you to begin systematic withdrawals from
retirement plans beginning after you turn age 701/2.

The law allows you to convert your Traditional IRA to a Roth IRA. If you
choose to do so, you will owe ordinary income tax on the conversion for the tax
year the conversion occurs. Should you convert your existing Traditional IRA
to a Roth IRA? There is no one right answer for everyone. What is best for you
will depend on your particular circumstances. One thing that is clear is that
it makes sense to convert only if you can pay the income taxes from proceeds
outside of your IRA. Your financial advisor can help you run the numbers to
see what is best for you, or do your own calculations at the Resource Center at
www.welchgroup.com; then click on ‘Links’

Tip

Begining January 1, 2010, there is no income limitation for converting from a
traditional IRA to a Roth IRA. Get with your tax advisor to determine if this is a
smart financial move for you.
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Retirement plans do have some disadvantages. First, if you take your money
out before age 591/2, you will likely owe a 10 percent penalty in addition to
ordinary income taxes on the proceeds. More important, retirement accounts
(excluding Roth IRAs) convert what may have been long-term capital gains
(taxed at a maximum rate of 15 percent in 2010; 20% in 2011 and beyond) to
ordinary income, taxed at your highest personal tax bracket. These disadvan-
tages are typically overcome based on the value of the immediate income tax
deduction and the tax deferral of income until withdrawn.

Magnify the Power of Your Retirement Plan Tenfold
Receiving an immediate tax deduction and tax-deferred growth are two powerful
reasons for using retirement plans in your investment program. Is there a way
to magnify these results? Under certain circumstances, the answer is most
definitely yes. The determining factor is who you designate as your beneficiary.
For many reasons, your primary beneficiary should usually be your spouse.
However, we often find that people either leave their contingent beneficiary
blank or they name their estate. This can be a big mistake. Let’s assume that
you have named your spouse as your primary beneficiary and you leave your
contingent beneficiary blank. If your wife dies before you do, your retirement
plan assets will automatically go to your estate and be distributed according
to the terms specified in your will. Let’s assume your will leaves everything to
your children. Because your estate is the beneficiary, the income taxes on your
retirement plan assets must be paid by December 31st of the fifth year following
the year of your death. In other words, the advantage of tax deferral ends five
years after you die. We’ll refer to this as Option #1. If, on the other hand, you
had named your children as the contingent beneficiary, they would have the
option to continue deferring the majority of the retirement plan assets over
their own lifetime. Under these circumstances, the law requires that they begin
mandatory distributions prior to December 31 of the calendar year following
the year of death. However, the mandatory distributions are based on their life
expectancy. This results in a reduced mandatory (taxable) distribution, thus
allowing for a substantial continuation of deferral. There are two very important
points here that you and your beneficiaries should be aware. First, Option #2 is
by far the best income tax strategy for the beneficiaries since it will allow them
to stretch the income taxes over their respective lifetimes. In order to qualify
for Option #2, the beneficiaries must begin taking the mandatory distributions
by the deadline. Second, if there is more than one beneficiary, they must elect
to separate the inherited IRA in order to use their own life expectancy for
the calculation of the mandatory distribution. If they fail to do this, the life
expectancy of the oldest beneficiary will be used. This is clearly a disadvantage
for younger beneficiaries. It is also important to note that if you do not name an



P1: OTA/XYZ P2: ABC
c04 JWBT147-Welch November 21, 2009 15:37 Printer Name: Courier Westford

RETIREMENT PLANNING 47

individual or individuals as your beneficiary, Option #1 is the only option your
heirs will have. Let’s look at two examples.

For our first example, assume that you are age 45 and you are the named ben-
eficiary under your father’s IRA in the amount of $200,000. He dies and you elect
to receive only the minimum required distributions. Based on life expectancy
tables, your life expectancy is 37 more years. For your interest rate assump-
tion, you choose 6 percent, which results in a required annual distribution
of approximately $14,000. When choosing an interest rate assumption, the In-
ternal Revenue Service requires that you choose a reasonable rate. Case law
indicates that a reasonable range is 6 percent to 8 percent. For our purposes, we
will assume that you actually earn 10 percent on the portfolio. As a result, you
are able to continue to defer all of the $200,000 principal plus approximately
$6,000 per year of the growth. Over 37.7 years (your life expectancy according
to the IRS) the account would have grown to over $2.5 million!

For our second example, let’s assume your father uses this strategy naming
your 25-year-old son (instead of you) as the beneficiary. Your son’s life ex-
pectancy is 57 years. Your father dies and your son now elects to take minimum
distributions in the amount of $12,450 per year while deferring any additional
growth. If the account earns an average of 10 percent per year, the account
value would have grown to over $3.5 million by the time he reaches age 65. This
is in addition to the nearly $500,000 in distributions that he took out over that
time period! This strategy allows you to leverage a modest retirement account
into a multimillion-dollar financial asset.

Personal Investment Accounts
By now you know that you should put the maximum amount allowable into your
retirement plan(s) before you invest any money personally for your retirement.
The main advantage of a personal investment program is that you have access to
your money without penalties if you should need it. Doing so may trigger income
taxes, but for investments held for more than 12 months, you will be taxed at the
more favorable long-term capital gains rate (maximum 15 percent for 2010; 20%
for 2011 and beyond). This more favorable tax treatment of corporate dividends
provides an incentive for investors to invest in dividend-paying stocks.

Still, the primary disadvantage of investing personally is the imposition of
current taxation. For equities, the use of dividend-paying stocks or holding
appreciated securities for long-term capital gains tax treatment will help reduce
your tax bite. For fixed-income investments, you can invest in municipal bonds.
The interest income from these bonds is not subject to federal income taxes and,
in certain cases, is not subject to state, city, or county taxes either. However,
you should use some caution here. We often find that people who have bought
municipal securities are in a relatively low tax bracket. They would have been
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better off, after taxes, having bought taxable securities. Remember, it’s the net
jingle in your pocket that counts. The formula for comparing taxable verses
tax-free investments is as follows:

Taxable Yield = Tax Free Yield
1 − Federal Tax Bracket

For example, if you are in the 28 percent federal tax bracket and you want to
compare a tax-free bond yielding 4.5 percent to a taxable bond of similar quality
and maturity yielding 7 percent, your calculation would be as follows:

Taxable Yield = .045
1 − .28

= .045
.72

= .0625 or 6.25%

From this example, obviously the taxable bond yielding 7 percent is prefer-
able. Go to the Resource Center at www.welchgroup.com; then click on ‘Links’
for a financial calculator that can help you compare the net return on municipal
versus taxable bonds.

It should be noted that all tax-free bonds are not entirely tax-free. Certain
types of municipal bonds are subject to the alternative minimum tax. The
Internal Revenue Service rules require you to first calculate your income taxes
the usual way and then recalculate them the alternate way, which includes the
interest income from certain municipal bonds. If the alternate method creates a
larger tax, that is the tax you must pay. To avoid this potential problem you must
either buy municipal bonds that are not subject to the alternative minimum tax
or make certain that you will not be subject to the tax. Your tax advisor can help
you determine the best course for you.

Tax-Deferred Investment Programs
Tax-deferred investment programs fall into two main categories: tax-deferred
annuities and cash value life insurance. The obvious advantage to these pro-
grams is having your money grow without being subjected to current income
taxes. However, the disadvantages are also significant. Let’s start by looking at
annuities. Annuities have four main disadvantages:

1. High expenses. Many annuities have relatively high expenses associated
with their purchase. Annual expenses for annuities can exceed 2 percent.
Portions of these premiums are used to cover mortality charges in the event
you choose to have your account converted into a life income. Almost no
one does, so this is a waste of money. Other expenses include commissions,
policy fees, and a variety of other one-time and annual charges.

2. Potentially higher taxes on withdrawals. An annuity converts what may
have been long-term capital gains, which are taxed at a maximum federal
tax rate of 20 percent, to ordinary income, for which tax rates are as high
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TABLE 4.6 Comparison of Personal Investment vs. Variable Annuity

Assume: Investor A invests in an S&P 500 index fund.
Investor B also invests in an S&P 500 index fund but uses a variable
annuity.

Investor A without
Variable Annuity

Investor B with
Variable Annuity

Account Growth for 30 Years:

After tax contribution $10,000 $10,000

Growth factor1 ×16.37 ×10.06

Account value in 30 years $163,700 $100,600

Tax Effect Upon Sale in 30 Years:

Account value $163,700 $100,600

Less capital gains tax2 −19,953 −0

Less ordinary income tax −0 −31,710

Net to investor $143,747 $68,890

Advantage to investor $74,857

1The growth factor for both index funds is based on 10% average annual return net of fund manager cost. The
growth factor for the index fund that is held personally is reduced by the estimated income tax loads of 0.20% (i.e.,
tax on annual dividend distributions). The growth factor for variable annuity is reduced by the estimated average
annual expenses associated with annuity products (2.0%).
2For index fund, reinvested dividends increase the cost basis.
Note: If both investors held their accounts until death, Investor A’s heirs would receive a “stepped-up” cost basis
and avoid all income taxes. Investor B’s heirs would eventually be required to pay ordinary income taxes on all
gains.

as 39.6 percent (based on 2011 tax law. For 2010, the applicable rates are
15% and 28% respectively). For example, if you bought a stock index fund,
held it for 20 years, and then took your money out, your gains would be
taxed at a maximum rate of 20 percent. If, on the other hand, you bought
a variable annuity and through the annuity invested in a similar stock
index fund, when you take your money out 20 years later the gain will be
subject to ordinary income tax rates. Table 4.6 illustrates in dollar terms
the disadvantages of annuities outlined here. Even worse, when you begin
withdrawing money from your annuity after age 591/2, you will be taxed
on a last-in-first-out basis unless you annuitize your payments. This means
that you will pay ordinary income taxes on all distributions until you have
withdrawn all of your profits.

3. Limited investment choices. Another major disadvantage of annuities is
limited investment choices. Most have two dozen or fewer choices. Some
have many more, but that’s still limiting compared to being able to choose
among the entire universe of mutual funds (now numbering over 10,000).
By way of analogy, let’s assume that you and I each have $100 million to



P1: OTA/XYZ P2: ABC
c04 JWBT147-Welch November 21, 2009 15:37 Printer Name: Courier Westford

50 INVESTMENT STRATEGIES FOR MAXIMIZING ESTATE GROWTH

buy a baseball team (never mind that this amount wouldn’t even buy us a
minor league team!). There are 20 teams in the league, and I give you first
choice. Once you choose your team you are stuck with it for the season.
Now it’s my turn. But instead of choosing a team, I get to choose individual
players! Which option would you rather have?

4. Potential tax penalties. The final disadvantage of annuities is that if you
had to take your money out before age 591/2 you would incur a 10 percent
penalty in addition to ordinary income taxes. There are cases in which
annuities make sense, but they are rare. If someone is trying to sell you
one, consult your financial advisor before signing on the dotted line.

For retirees, annuities can provide a guaranteed income stream. You’ll
want to pay close attention to the credit quality of the insurance company
you invest with since you’ll be counting on them to make payments to you
(and perhaps your spouse) as long as you live. Consider ‘spreading your
risks’ by investing with multiple insurance companies.

Life Insurance
Life insurance is a complex product and therefore is often confusing to the
buying public. Let’s see if we can demystify it a bit. All financial products,
including life insurance, are a matter of mathematics. When you buy a cash
value life insurance policy, your money (called premiums) goes to the insurance
company. A portion of your premium is used to cover the risk of you dying
prematurely. This is known as the mortality charge. You can think of it as the
term insurance charge. Another portion goes to cover the insurance company’s
overhead, including agents’ commissions. The remaining portion is invested by
the insurance company for your benefit. The insurance companies have managed
to secure some preferential tax treatment. First, the earnings in a cash value
policy are tax-deferred until withdrawn. If you do withdraw part of your money,
it is taxed on a first-in-first-out (FIFO) basis. This means that you pay no taxes
until you have withdrawn all the money you contributed. If you never take your
money out and die while the insurance is in force, your investment gains are
never subject to income taxes. While dying is not our idea of a good investment
strategy, we are always happy to avoid taxes.

As an investment, the disadvantages of cash value life insurance center
around two issues: potentially high expenses and limited investment choices.
Commissions and expenses can easily consume your first year’s entire premium.
Many contracts take 10 years or longer to break even. Some policies are more
competitive than this, but all contain high expenses when compared with direct
investments into mutual funds, stocks, or bonds.

As with annuities, your investment options are extremely limited. We should
add that cash value life insurance does have an important and appropriate place
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in estate planning, which we will discuss in Chapter 10. But if you are using it
primarily as an investment vehicle, you can likely find better alternatives.

To summarize, if you have only a limited amount of money to invest, you will
increase the power of your retirement investment program by prioritizing how
those dollars are used. First, you want to invest through retirement plans to the
maximum amount that the law allows before you invest any money in personal
investment accounts. Additionally, you should consider your alternatives care-
fully before investing in tax-deferred vehicles such as annuities or cash value
life insurance.

Some Final Thoughts on Investing
With each passing year our financial markets become more and more complex.
Many of our long-held beliefs about what is safe versus what is risky have been
shattered. We have witnessed the failure or near failure of some of the largest
and oldest financial institutions in America. Formerly esteemed corporate ex-
ecutives have been exposed as nothing more than greedy people with mediocre
talent whose focus was on producing quarterly results to impress Wall Street
(and line their own pocketbook) at the expense of sound business decisions.

Now, more than ever, designing and monitoring a portfolio that is reponsive to
the financial markets we now find ourselves dealing with is more important than
ever. If you don’t have the time or inclination to do it properly, we recommend
that you seek the assistance of a professional. If you would like assistance
locating an advisor near you, contact one of us and we’ll be happy to assist you.
Our contact information is located in Appendix A.

In this chapter we have discussed the importance of investing for long-term
growth and choosing the best investment environment for maximizing estate
accumulation. In the next chapter, you will learn just how large an estate you
will need in order to secure your financial future for as long as you live.
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CHAPTER 5

Retire with Dignity
How Much Is Enough?

As you’re developing your estate plan, it is vital that you determine how large
an estate is necessary to provide for your lifestyle income needs during your

lifetime. When the answer to that question indicates a shortfall, you will need
to develop a plan for the best way to accomplish this objective. It may involve
setting up a retirement plan or other investment program. Some people will find
that they have accumulated significantly more assets than they will need to meet
all of their financial objectives and retirement income needs. These individuals
can begin focusing on wealth transfer strategies during their lifetime instead
of waiting until their death. You should assume that until you know whether
you have enough assets, you won’t be able to implement a truly effective estate
plan. In this chapter, we will help you determine the size of the investment
estate that you will need to accumulate in order to provide for your retirement
income needs.

Investment estate: The sum total of all your investments, excluding such items
as home, personal property, and so forth.

Your Retirement Requirements
Let’s go through a step-by-step process to determine how much additional
capital you need to accumulate for a worry-free retirement. Even if you are
certain you have enough money for your retirement, you should still go through

53
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this process. By calculating your retirement needs, any excess capital can then
be used as part of a wealth transfer strategy.

Determining how much capital you will need at retirement is vital to your
estate plan. It is an intricate process involving many complex calculations and
should be done with the assistance of a professional financial advisor. As a
starting point, we will provide two alternative tools you can use to begin to get
a feel for the size of the job ahead of you. There are many retirement planning
calculators available through the Internet. You will find a user-friendly site at
the Resource Center at www.welchgroup.com; then click on ‘Links’; then click
on “Retirement Planning Calculator.” For those of you who prefer to do a manual
calculation, we have provided an eight-step process to help you determine what
your retirement needs are. (Note that readers who have already retired may
skip steps 2 and 6 through 8.)

Step 1. Define Your Assumptions
A word of caution: Many of your assumptions will be little more than educated
guesses. Many of these guesses will be wrong. An incorrect assumption can lead
to significant errors in the final result. The best solution here is to review your
assumptions and expected outcomes often, at least annually. This review and
refinement process will lead to much better results.

ASSUMPTION #1: AGE AT WHICH YOU PLAN TO RETIRE

Determining at what age you would like to retire is fairly easy for most peo-
ple. We find that most people want the option of being able to quit many
years before the typical retirement age of 65. What they are really search-
ing for is financial choice in their life. If their present job becomes too much
of a hassle, they want the option of being able, financially speaking, to do
something different. The “something different” might be a job that pays a
lot less.

ASSUMPTION #2: INCOME NEEDED AT RETIREMENT

Determining how much income is needed at the time of retirement is a more
difficult assumption to make. One rule of thumb is to assume that you will need
80 percent of your preretirement income. However, this rule of thumb is not
applicable in many individual circumstances. The best way to estimate your
future income need is to review current spending patterns and then visualize
how expenses will be different at retirement. You will find that many of your
current expenses will dramatically decrease or disappear at retirement, while
other expenses will increase. For example, the money you spend on children
should decrease significantly (does it ever completely go away?). Hopefully,
your home mortgage will be fully paid off. Other expenses, such as medical
insurance and travel, may be much higher than today. To get a clearer picture,
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use Worksheet 5.1 to compare your current expenses with estimated expenses at
retirement. These retirement expenses should be figured as if you were retiring
today. You will adjust the results for inflation later. All expense estimates should
be figured on an annual basis. For a more detailed budget, go to the Resource
Center at www.welchgroup.com; then click on ‘Links’

ASSUMPTION #3: PRERETIREMENT RATE OF RETURN

Consider what average rate of return you expect to earn on your investments
before you retire. For qualified retirement plan accounts, IRAs, tax-deferred
annuities, and life insurance policies, the rate you earn will be your gross rate
of return. For personal investment accounts, you are looking for the net rate of
return after taxes. As a historical guideline for rate of return, you can expect
equity-oriented investments (stocks, real estate) to earn 8 to 10 percent over

WORKSHEET 5.1 Retirement Income Worksheet

Estimated
Current Expenses

Retirement
Expenses (Today’s $)

Increasing
Expense?

Contributions $ $ Yes No

Home:
Mortgage $ $ Yes No
Insurance $ $ Yes No
Real estate taxes $ $ Yes No
Maintenance/repairs $ $ Yes No

Utilities:
Electricity/gas/water $ $ Yes No
Phone (including

toll charges) $ $ Yes No
Cable TV $ $ Yes No
Security system $ $ Yes No

Insurance:
Medical $ $ Yes No
Personal care $ $ Yes No

Children:
Clothing $ $ Yes No
School tuition/

expenses $ $ Yes No
Gifts $ $ Yes No
Other $ $ Yes No

Debt Payments:
Autos $ $ Yes No
Personal loans $ $ Yes No
Other $ $ Yes No
Income taxes $ $ Yes No

Total $ $
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time, while fixed-income-oriented investments (bonds, CDs, money market) to
earn 3 to 5 percent over time.

ASSUMPTION #4: POSTRETIREMENT RATE OF RETURN

Many people manage their investments more aggressively prior to retirement.
The assumption is that you can afford to be more aggressive when you still have
earned income and are continuing to invest new money each month or year,
and you are reinvesting all your interest, dividends, and capital gains. Once you
retire and start drawing income from your investments, you must take greater
care to protect your principal. This scenario is discussed in Chapter 4.

ASSUMPTION #5: ESTIMATED INFLATION RATE

We typically use 2 to 3 percent as the estimated inflation rate. Other advisors
sometimes use rates as high as 6 percent. Inflation rates over the last 75 years
have averaged 3.1 percent. An independent study has concluded that the way
our government calculates the consumer price index (CPI) overstates the rate
of inflation by as much as 1 percent. We will leave it to you to decide what
inflation rate is appropriate for your case facts.

Step 2. Determine Your Future Income Need
(If you are already retired, you may skip this step.) In Step 1 you estimated
what your retirement income needs would be in terms of today’s dollars.
Now you need to convert that income into future dollars based on the as-
sumed inflation rate (assumption #5). To determine the inflation factor, go to
Table 5.1. Across the top of the page, identify the inflation rate you chose in
Step 1. Moving down the left margin, identify the number that corresponds with
the number of years until you intend to retire. The point where the two numbers
intersect is your inflation multiplier. For example, if you choose an inflation
rate of 3 percent and you have 20 years until retirement, your inflation multiplier
is 1.81. Having identified your inflation multiplier, you should now multiply it
by your expected retirement income need, which you determined in Step 1. The
result is the income you will need the first year you retire. Since inflation will
continue to erode the purchasing power of your income, we will have to account
for continuing inflation in later calculations.

Step 3. Subtract Your Sources of Retirement Income
In Step 2 you determined the total income you would need when you retire.
You will need to subtract any income sources you expect to receive at re-
tirement. One source of income will be Social Security. If you have not yet
retired, use Table 5.2 to estimate how much Social Security income you will
receive.
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TABLE 5.1 Inflation Multiplier Chart

Estimated Inflation Rate

Years until
Retirement 1% 2% 3% 4% 5% 6% 7% 8%

1 1.01 1.02 1.03 1.04 1.05 1.06 1.07 1.08

2 1.02 1.04 1.06 1.08 1.10 1.12 1.14 1.17

3 1.03 1.06 1.09 1.12 1.16 1.19 1.23 1.26

4 1.04 1.08 1.13 1.17 1.22 1.26 1.31 1.36

5 1.05 1.10 1.16 1.22 1.28 1.34 1.40 1.47

6 1.06 1.13 1.19 1.27 1.34 1.42 1.50 1.59

7 1.07 1.15 1.23 1.32 1.41 1.50 1.61 1.71

8 1.08 1.17 1.27 1.37 1.48 1.59 1.72 1.85

9 1.09 1.20 1.30 1.42 1.55 1.69 1.84 2.00

10 1.10 1.22 1.34 1.48 1.63 1.79 1.97 2.16

11 1.12 1.24 1.38 1.54 1.71 1.90 2.10 2.33

12 1.13 1.27 1.43 1.60 1.80 2.01 2.25 2.52

13 1.14 1.29 1.47 1.67 1.89 2.13 2.41 2.72

14 1.15 1.32 1.51 1.73 1.98 2.26 2.58 2.94

15 1.16 1.35 1.56 1.80 2.08 2.40 2.76 3.17

16 1.17 1.37 1.60 1.87 2.18 2.54 2.95 3.43

17 1.18 1.40 1.65 1.95 2.29 2.69 3.16 3.70

18 1.20 1.43 1.70 2.03 2.41 2.85 3.38 4.00

19 1.21 1.46 1.75 2.11 2.53 3.03 3.62 4.32

20 1.22 1.49 1.81 2.19 2.65 3.21 3.87 4.66

21 1.23 1.52 1.86 2.28 2.79 3.40 4.14 5.03

22 1.24 1.55 1.92 2.37 2.93 3.60 4.43 5.44

23 1.26 1.58 1.97 2.46 3.07 3.82 4.74 5.87

24 1.27 1.61 2.03 2.56 3.23 4.05 5.07 6.34

25 1.28 1.64 2.09 2.67 3.39 4.29 5.43 6.85

26 1.30 1.67 2.16 2.77 3.56 4.55 5.81 7.40

27 1.31 1.71 2.22 2.88 3.73 4.82 6.21 7.99

28 1.32 1.74 2.29 3.00 3.92 5.11 6.65 8.63

29 1.33 1.78 2.36 3.12 4.12 5.42 7.11 9.32

30 1.35 1.81 2.43 3.24 4.32 5.74 7.61 10.06
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TABLE 5.2 Social Security Benefits Estimate

Assume that worker earnings at or over maximum
Social Security wage base (2010 estimates).

Age 62 66

Benefit $21,108 $28,152

Note: These figures are for a worker retiring in 2009. To receive an estimate of
your future benefits, contact the Social Security Administration at
1-800-772-1213.

Another possible source of income is your company’s pension plan. If your
company has one, contact your benefits office or plan trustee and ask for the
formula for calculating benefits. Often the formula is based on years of service
and average wages during your last few years (often your last five years). While
Social Security is indexed for inflation, pension benefits often are not. You
will need to take this into account in your final calculations for retirement
capital needed. Any other sources of income should be deducted as well. The
results of these adjustments will be the income that you need to draw from your
investment accounts (including personal investment accounts, IRAs, company
401(k)s, etc.).

For example, let’s say that in Step 2 you determined that your annual retire-
ment income needs will be $120,000 at age 65. You estimate that your Social Se-
curity benefit for you and your spouse will be $38,000 per year and that your com-
pany pension will pay you $29,000 per year. Your results would look as follows:

Retirement income need $120,000
Social Security benefit −38,000
Pension benefit −29,000
Income needed from your investments $53,000

Tip

Annually, the Social Security Administration (SSA) sends you an estimate of
your benefits. If you need an interim report, contact the SSA at 1-800-772-1213
or request it online at www.ssa.gov/mystatement. The income estimate does
not include inflation, so you will need to use Table 5.2 to calculate the future
benefit. Over the last 10 years, Social Security benefits have increased by
approximately 2.7 percent annually.

Step 4. Determine Your Portfolio Withdrawal Rate
As you remember from Chapter 4, the withdrawal rate (also referred to as the
withdrawal factor) represents the percentage of dollars that you are withdrawing
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from your total investment portfolio over a calendar year. You want to ensure
that your withdrawal rate is not too high or you will run the risk of depleting
your portfolio over time. Based on our experience, an appropriate withdrawal
rate scale is as follows:

Conservative: 0.04 (4 percent)

Moderate: 0.05 (5 percent)

Aggressive: 0.06 (6 percent)

For a more complete explanation of the withdrawal rate, review Chapter 4,
pages 42–43.

Step 5. Determine Your Investment Account Target
You are now ready to calculate how large an investment account you must
accumulate to meet your goals. Take your answer from Step 3 and divide it
by the withdrawal rate you chose in Step 4. Your answer indicates how much
additional capital you must accumulate for your retirement. If you are already
retired, your answer indicates either that you have more investments than
you need or that you don’t have enough. If you have more than you need,
congratulations! You may skip ahead to Chapter 6. If you don’t have enough,
review Chapter 4 for strategies you can use to improve your results.

Continuing with our previous example, we have determined that the income
needed is $53,000. Let’s assume that you have decided on a “moderate” with-
drawal factor of 0.05 (5 percent). By dividing $53,000 by 0.05, you come up
with $1,060,000, which is the amount of capital necessary to produce a lifetime
inflation-adjusted income of $53,000 per year at your retirement. In our exam-
ple, each year you will withdraw 5 percent of your account balance (a withdrawal
factor of 0.05). Since the account is expected to earn between 6 percent and
8 percent over time (assuming a minimum of 60 percent allocation to stocks),
your account balance should be growing over time.

Short-term volatility (bear markets) should be expected. The best way to
deal with it is to use all portfolio income plus the principal (as needed) from
the Safety Net (CDs, bonds, and money market) portion of your portfolio while
you wait for the Growth (stocks and stock mutual funds) portion of your port-
folio to recover. Once equities rebound, you should then take enough profits
to replenish your Safety Net (fixed income) and bring your portfolio back
into balance (see Chapter 4, Growth Strategy with a Safety Net R©, on pages
38–42).

Step 6. Determine the Future Value of Your Current Investments
(If you have already retired, you may skip Steps 6 through 8.) You know how
much money you must accumulate before you retire. Now you will need to
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determine how far your current investments will go toward meeting your goal.
This requires that you estimate the future value of your current investments.
You have two choices here. You can assign an average rate of return for all
current investments, or you can use a different rate of return for each type
of investment. For example, if you have $425,000 in personal mutual funds,
$60,000 in certificates of deposit (CDs), $235,000 in your company 401(k) plan,
and $22,000 in your whole life insurance policy (see Table 5.3), you can either
assume an aggregate rate of return (averaging the rate of return for all your
investments) or use a different rate of return for each asset. With assets that
are this dissimilar, using different rates of return would be preferable but also
would require more work. At this stage, concern yourself not with current and
future contributions but only with current balances.

Using Table 5.4, choose the rate of return that you expect to earn on your
investments (top row of table). Then, looking down the left-most column of the
table, choose the number that represents the number of years until you retire.
The point where these two numbers intersect represents your growth factor.
Multiply this factor by the current value of your investment account(s). Your
answer represents the expected value of your investment account(s) the day
you retire. Unless you averaged the rate of return for all your investments at
once, you will need to repeat this process for each investment. If the earnings
rate you have assumed is not represented on this form, you can interpolate
your growth factor. For example, if you chose a 9.5 percent earnings rate with
20 years until retirement, your growth factor would be the midpoint between the
growth factor for 9 percent (5.60) and 10 percent (6.73). To find the midpoint,
add the two numbers together, and then divide the sum (12.33) by 2. The result,
6.165, can be rounded up to 6.17, which is the growth factor for a 9.5 percent
earnings rate.

For another example, assume you plan to retire in 20 years and your current
investments are those shown in Table 5.3. One of your investments is a $60,000
CD. Since this is a taxable investment, you need to determine your rate of
return after taxes. We have assumed a 28 percent tax bracket for this example,
resulting in a net rate of return of 5 percent. By going to Table 5.4 and finding

TABLE 5.3 Current Investment Assets

$425,000 Personal mutual funds

$60,000 Certificate of deposit (CD)

$235,000 401(k)

$22,000 Cash value whole life policy

$742,000 Total investments
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TABLE 5.4 Growth Factor Table

Expected Return on InvestmentYears
until
Retirement 5% 6% 7% 8% 9% 10% 11% 12% 13% 14% 15%

1 1.05 1.06 1.07 1.08 1.09 1.10 1.11 1.12 1.13 1.14 1.15

2 1.10 1.12 1.14 1.17 1.19 1.21 1.23 1.25 1.28 1.30 1.32

3 1.16 1.19 1.23 1.26 1.30 1.33 1.37 1.40 1.44 1.48 1.52

4 1.22 1.26 1.31 1.36 1.41 1.46 1.52 1.57 1.63 1.69 1.75

5 1.28 1.34 1.40 1.47 1.54 1.61 1.69 1.76 1.84 1.93 2.01

6 1.34 1.42 1.50 1.59 1.68 1.77 1.87 1.97 2.08 2.19 2.31

7 1.41 1.50 1.61 1.71 1.83 1.95 2.08 2.21 2.35 2.50 2.66

8 1.48 1.59 1.72 1.85 1.99 2.14 2.30 2.48 2.66 2.85 3.06

9 1.55 1.69 1.84 2.00 2.17 2.36 2.56 2.77 3.00 3.25 3.52

10 1.63 1.79 1.97 2.16 2.37 2.59 2.84 3.11 3.39 3.71 4.05

11 1.71 1.90 2.10 2.33 2.58 2.85 3.15 3.48 3.84 4.23 4.65

12 1.80 2.01 2.25 2.52 2.81 3.14 3.50 3.90 4.33 4.82 5.35

13 1.89 2.13 2.41 2.72 3.07 3.45 3.88 4.36 4.90 5.49 6.15

14 1.98 2.26 2.58 2.94 3.34 3.80 4.31 4.89 5.53 6.26 7.08

15 2.08 2.40 2.76 3.17 3.64 4.18 4.78 5.47 6.25 7.14 8.14

16 2.18 2.54 2.95 3.43 3.97 4.59 5.31 6.13 7.07 8.14 9.36

17 2.29 2.69 3.16 3.70 4.33 5.05 5.90 6.87 7.99 9.28 10.76

18 2.41 2.85 3.38 4.00 4.72 5.56 6.54 7.69 9.02 10.58 12.38

19 2.53 3.03 3.62 4.32 5.14 6.12 7.26 8.61 10.20 12.06 14.23

20 2.65 3.21 3.87 4.66 5.60 6.73 8.06 9.65 11.52 13.74 16.37

21 2.79 3.40 4.14 5.03 6.11 7.40 8.95 10.80 13.02 15.67 18.82

22 2.93 3.60 4.43 5.44 6.66 8.14 9.93 12.10 14.71 17.86 21.64

23 3.07 3.82 4.74 5.87 7.26 8.95 11.03 13.55 16.63 20.36 24.89

24 3.23 4.05 5.07 6.34 7.91 9.85 12.24 15.18 18.79 23.21 28.63

25 3.39 4.29 5.43 6.85 8.62 10.83 13.59 17.00 21.23 26.46 32.92

26 3.56 4.55 5.81 7.40 9.40 11.92 15.08 19.04 23.99 30.17 37.86

27 3.73 4.82 6.21 7.99 10.25 13.11 16.74 21.32 27.11 34.39 43.54

28 3.92 5.11 6.65 8.63 11.17 14.42 18.58 23.88 30.63 39.20 50.07

29 4.12 5.42 7.11 9.32 12.17 15.86 20.62 26.75 34.62 44.69 57.58

30 4.32 5.74 7.61 10.06 13.27 17.45 22.89 29.96 39.12 50.95 66.21
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the intersection of 5 percent and 20 years, you will find that the growth factor
is 2.65. Note that if you planned to pay all the taxes on your CD with other funds
(i.e., you plan to reinvest your interest), you would use the before tax rate of
return that corresponds with the growth factor in Table 5.4.

Step 7. Determine Your Retirement Account Surplus or Deficit
This step involves nothing more than simple arithmetic. Subtract your answer
in Step 6 (the future value of your current investments) from your answer in
Step 5 (your investment account target). If the result is a negative number, con-
gratulations! You will have more money than necessary to meet your retirement
income needs (a surplus). If your answer is a positive number, you have a deficit
and must continue investing in order to meet your goal. How much will you need
to invest? Continue with Steps 8 and 9 to find the answer.

Step 8. Determine Your Monthly Investment Requirements
If your calculations thus far indicate that you will not have accumulated enough
money by retirement, you will need to determine how much you need to invest
each month in order to meet your goal. If you are currently investing monthly
through a 401(k), profit sharing plan, or personal investment plan, you need to
determine whether you are investing enough. Be sure to include any employer
matching in your calculations.

At this point, it is important to discuss a fundamental investment concept that
you must both understand and implement as part of your wealth accumulation
plan. The contributions to your investment plan should be based on a percentage
of your total income, and therefore, the dollar amount invested should increase
as your income rises. Many investment programs automatically do this for you.
A good example is a 401(k) program. Typically you contribute, through payroll
deduction, a certain percentage of your income, say 6 percent. As your income
rises, the dollar amount of your contributions also rises. Hopefully, your income
will increase at least as fast as inflation does. If you feel this will not be the case,
then part of your action plan should be to seek employment where there is more
opportunity for you. This may require improving your value through additional
education or training.

First, you must decide what is an appropriate growth rate on your contri-
butions. By what percentage do you think you can increase your contributions
annually? This number should be at least equal to the rate you assumed for
inflation. If you are on your company’s fast track and you expect your income to
rise sharply over your career span, you may want to use a higher number. Next,
you need to estimate the rate of return you expect to earn on your investments.
Remember that different types of investments will earn different returns. You
can either choose an aggregate return for all your investments or do a separate
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calculation for each. Our preference is to use a separate calculation for each
investment. Using Table 5.5, find the contributions growth rate you have cho-
sen. Across the top of that chart, find the investment earnings rate you have
assumed for your investment account(s). If it is a taxable investment account,
don’t forget to adjust your expected earnings rate for taxes! Looking down the
left-most column, find the number that corresponds to the number of years
until you plan to retire. Finally, find the point where the number of years until
retirement and your investment earnings rate intersect. Multiply this factor by
your current annual investment contributions. The result is the expected value,
at retirement, of your future contributions to your investment account(s).

For example, assume that you are currently investing $20,000 per year and
that you expect to be able to increase your investment contributions by 4 percent
per year. Investments are expected to earn 10 percent, and you plan to retire in
15 years. First, find the portion of Table 5.5 for a contributions growth rate of
4 percent. Next, find the point of intersection between the investment earnings
rate and the years until retirement (39.61). Now multiply your investment
contributions by this factor:

$20,000
× 39.61
$792,200

Subtract your answer here from your answer in Step 7 (your retirement account
deficit). If your answer is still a positive number (i.e., a deficit), you will need
to consider your options. Maybe your budget would allow you to increase the
amount you are investing now. If not, you could increase the rate of increases of
future contributions. One excellent way to achieve this is to commit half of all
pay raises to your investment program. The other half can be used to improve
lifestyle.

Another alternative is to invest more aggressively to increase your potential
rate of return. History shows that by increasing the percentage of stocks in
your portfolio you increase your long-term rate of return. Another alternative
is to invest in a stock portfolio that is more aggressive. For example, you could
increase your allocation to technology stocks or small-cap stocks. However,
doing both—increasing the percentage of stocks in your portfolio and investing
more aggressively using tech stocks or small-cap stocks—creates the proverbial
double-edged sword. In the short term, you can expect greater losses when bear
markets occur. Note that we said when, not if .

Giving your investments more time to work may easily solve your problem. Are
you willing to postpone your retirement date? While working with clients we find
that they usually have an ideal retirement age in mind but are perfectly happy to
continue working for a few more years if necessary. Finally, you could consider
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TABLE 5.5 Growth Rate Calculator

Contribution Growth Rate of 3%

Investment Earnings Rate

Years 6% 8% 10% 12%

5 5.97 6.20 6.45 6.70

10 14.90 16.30 17.85 19.58

15 27.95 32.28 37.42 43.51

20 46.70 57.10 70.31 87.11

25 73.27 95.09 124.87 165.63

30 110.54 152.71 214.60 305.92

Contribution Growth Rate of 4%

Investment Earnings Rate

Years 6% 8% 10% 12%

5 6.08 6.32 6.56 6.82

10 15.53 16.97 18.56 20.32

15 29.78 34.28 39.61 45.91

20 50.80 61.75 75.61 93.19

25 81.30 104.57 136.15 179.18

30 125.00 170.48 236.77 333.96

Contribution Growth Rate of 5%

Investment Earnings Rate

Years 6% 8% 10% 12%

5 6.19 6.43 6.68 6.94

10 16.20 17.67 19.30 21.10

15 31.76 38.44 41.97 48.49

20 55.38 66.92 81.48 99.90

25 90.55 115.40 148.97 194.48

30 142.15 191.36 262.55 366.26

Contribution Growth Rate of 6%

Investment Earnings Rate

Years 6% 8% 10% 12%

5 6.31 6.56 6.81 7.07

10 16.90 18.40 20.07 21.92

15 33.91 38.78 44.52 51.28

20 60.51 72.69 88.01 107.32

25 101.22 127.83 163.57 211.80

30 162.55 215.96 292.65 403.61

64
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TABLE 5.6 (Continued)

Contribution Growth Rate of 7%

Investment Earnings Rate

Years 6% 8% 10% 12%

5 6.43 6.68 6.93 7.20

10 17.63 19.18 20.89 22.77

15 36.25 41.31 47.27 54.29

20 66.25 79.13 95.26 115.53

25 113.56 142.10 180.24 231.45

30 186.88 245.04 327.90 446.95

reducing your retirement income goal. Review your estimated expenses from
Worksheet 5.1. Are there expense items that could be reduced or eliminated?

It may be difficult for you to make these decisions on your own. Not only
are financial advisors skilled in such matters, but they also bring a clarity that
is free of emotional bias. To find a financial advisor near you, contact author
Stewart Welch III at 205-879-5001 or stewart@welchgroup.com. You now have
the tools you need to develop your wealth accumulation plan. Good luck!

In the next chapter, you will learn the pitfalls of dying without a will. You will
also establish appropriate goals for your estate plan.
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CHAPTER 6

You Don’t
Have a Will?
Big Trouble!

There’s no way to get around it. Thinking about death is downright depressing.
The emotional burdens of merely considering it can easily overshadow any

financial or legal planning. However, not writing your will and failing to do even
the most basic estate planning can have disastrous effects on your loved ones
and other survivors.

Let’s take a closer look at how property is transferred to your heirs if you die
without a will. If you die without a will, you are said to die intestate. In essence,
you have delegated your last wishes to your state legislators. Your unwritten will
reads something like this:

I, being of sound mind, do hereby direct that the legislators of my state handle
my estate as follows:

The state may appoint my surviving spouse as the administrator of my estate,
or in its infinite wisdom, the state may appoint someone completely unknown to
my family.

My administrator will be required to post (an expensive) bond to provide
“insurance” in case he or she is incompetent as my estate representative.

My surviving spouse is to receive one half of my estate. The other half is to go
to my three-year-old daughter.

Since my child is a minor, the state may choose my surviving spouse or someone
unknown to my family to act as “conservator” to manage my child’s assets. In either
case, another (expensive) bond must be purchased annually and the conservator
must periodically appear before the court (more fees) to provide an accounting
of how my child’s assets have been used. I understand that the court can be pretty

67
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picky about how money is spent. If the court disagrees with how my conservator
has spent money, then my conservator can be held legally liable.

When my daughter reaches the age of majority (age 18 or 19 in most states),
she will receive her inheritance outright, and I am going to assume that she is
mature enough to handle the money in a manner that would make me proud.

If for some reason my spouse does not survive me (common accident?), I ask
the state to decide who would be the best person (or institution) to raise my
child. I hope they don’t choose my Aunt Thelma!

If my surviving spouse remarries and then has the misfortune to predecease
her new husband, it’s okay that the assets I left her may go to him and not to my
daughter.

I am happy to pay, from the proceeds of my estate, expensive legal, court, and
administrative fees.

Finally, I realize that my poor planning may create large estate taxes that could
have been avoided if I hadn’t been so darn lazy.

Signed,
Your Loving but Procrastinating Husband

We hope you find this will unacceptable. The intestate laws of each state vary
widely. To review the intestate laws of your state go to the Resource Center at
www.welchgroup.com; then click on ‘Links’; then click on “Intestate Laws-State
by state.”

Property Transfers at Death
When you die, your property is going to be transferred to your heirs through
one or more of the following distribution channels: probate, direct transfers by
title, or living trusts (sometimes called revocable trusts). This is true whether
or not you have a will. Each of these transfer methods has both advantages
and disadvantages. You need to understand them so that you can intelligently
choose the best methods for you. In this chapter, we will cover both probate
and direct transfers by title. Transfers through living trusts will be covered in
Chapter 9.

Transfers via Probate
Probate is the legal process whereby at your death a probate judge oversees the
transfer of your property to your rightful heirs. While the probate process can
be complicated and confusing, it can be broken down into nine steps.

Step 1. Locate and Interpret the Will
If you have a valid will, assets titled solely in your own name or assets that name
your estate as the beneficiary, such as life insurance, will pass through the
probate process. Your will specifies which persons or organizations will receive
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your property. As mentioned earlier, if you do not have a will, state law will
determine who receives your property.

Step 2. Identifying Your Estate Representative
If you do not have a will, the court appoints someone to represent your estate.
This person is called an administrator, or in some states a personal representa-
tive. This representative is responsible for working with the probate judge and
completing the necessary steps to settle your estate and distribute your property
to your heirs. In many cases, the court will require your personal representative
to post a bond in order to provide some protection for your heirs should he or
she be dishonest or incompetent. This bond is paid for out of your assets. Your
personal representative is also entitled to compensation for his or her services.
Some states have statutory limits on the amount of compensation a personal
representative can receive, but most states allow “reasonable” compensation.
In all cases, the probate judge must approve the compensation. This is also paid
from your assets.

Step 3. Determine Who Your Heirs Are
If you do not have a will, state law will determine your rightful heirs. State
laws can vary widely. To find out what your state intestacy laws are, ask one
of your local bank trust officers or an attorney or go to the Resource Center at
www.welchgroup.com; then click on ‘Links’; then click on “Intestate Laws-State
by state.”

Step 4. Locate and Value All Your Property
This is often the most difficult part of the process. If your estate is potentially
large enough to be subject to estate taxes, all assets (meaning every item
of personal property, real estate, business interest, securities, etc.) must be
located, inventoried, and valued. It often requires that appraisals be ordered,
which takes time and can be very expensive. Appraisals represent an educated
guess of value and therefore are subject to the scrutiny and challenge of the
court, heirs, and the Internal Revenue Service.

Step 5. Identify Creditors
Your personal representative must publish legal notices of your death so that
potential creditors have an opportunity to file a claim against your estate.

Step 6. Resolve Disputes
Whenever money is involved, it’s likely that disputes will arise. These prob-
lems can come from disgruntled heirs, creditors, personal representatives,



P1: OTA/XYZ P2: ABC
c06 JWBT147-Welch November 3, 2009 20:53 Printer Name: Courier Westford

70 YOU DON’T HAVE A WILL? BIG TROUBLE!

disinherited parties, the Internal Revenue Service, and so on. It’s the job of
the probate judge to see that whatever problems develop are resolved.

Step 7. Pay All Expenses, Debts, and Taxes
Everyone must be paid before final disbursements are made to heirs. The estate
may or may not be large enough to owe estate taxes. If estate taxes are due,
cash must be raised to pay them. Often estates are long on assets but short on
cash. The law has special provisions for estates made up largely of closely held
business interests or farm land that allow the estate taxes to be stretched out,
reduced, or eliminated. See Chapter 14 for more details.

Step 8. File All Tax Returns
Your estate representative must file the estate’s income tax return, as well as
your final income tax return.

Step 9. Distribute Property to Heirs
If you have no will and minor children or incompetent heirs are involved, the
courts must appoint conservators and may remain involved for years.

Like most things, the probate process has its advantages and disadvantages.

ADVANTAGES OF THE PROBATE PROCESS

• Probate requires court supervision. It is, after all, a legal process. Your
personal representative has a legal and fiduciary responsibility to act on
behalf of your legal heirs. The probate judge supervises the process from
start to finish. No disbursements are made without ultimate court approval.

• Probate is of limited duration. At the beginning of the probate process,
legal notices are published in order to alert your creditors that you have
died. This notice effectively sets a time limit, usually six months, after
which no creditor can make a claim against your estate.

• Probate allows for postmortem planning. Since your estate is a separate
taxpaying entity, your representative has the opportunity to do some post-
mortem planning. Through disclaimers and other strategies, taxes can be
postponed, reduced, or in some cases eliminated.

DISADVANTAGES OF THE PROBATE PROCESS

• The primary criticism of the probate system is that it is expensive. Depend-
ing on the state in which you live, this may or may not be true. Probate
costs vary widely from state to state and even from probate judge to probate
judge. Many of our states’ probate laws officially say that probate costs will
be “fair and reasonable.” What is fair and reasonable often depends on



P1: OTA/XYZ P2: ABC
c06 JWBT147-Welch November 3, 2009 20:53 Printer Name: Courier Westford

DIRECT TRANSFERS BY TITLE 71

whether you are the receiver or payer of fees. If you own property in more
than one state, you may have to go through probate in those states as well.

• The probate process is slow, often taking six months to several years. While
your heirs can receive interim distributions, they are forced to wait for the
ultimate distribution of your estate.

• The probate process is public. Anyone can go down to the courthouse and
review a copy of your will, what you owned, whom you owed, and to whom
you left your money. Not long after Princess Diana’s death, copies of her will
were being sold for one dollar each! Even if your will is less interesting, you
probably don’t want it read by anyone other than your heirs and attorney.

Direct Transfers by Title
One way to avoid the probate process is to set up direct transfers through the
titling of your property. Property titles can be very tricky, so you must plan
carefully to ensure that you achieve the desired results. How you title your
property can have a profound impact on estate taxes and, ultimately, on your
whole estate plan. Typically couples title all property jointly. While there is
no best way to title property for everyone, individual case facts and goals will
determine the best way to title property for you. Let’s look at the various ways
to title property as well as the advantages and disadvantages of each.

The most common ways of holding title are fee simple (also known as sole own-
ership), joint tenants with right of survivorship, and joint tenants in common.
Some states have special laws that govern community property ownership.

Fee Simple Ownership
Under fee simple ownership, you have the title totally in your name: “John
Smith.” Note that this method of ownership does not avoid probate.

ADVANTAGES OF FEE SIMPLE OWNERSHIP

• Fee simple ownership is easy to establish.

• Fee simple ownership does not require the signatures of other parties.

• Property titled solely in your name allows you the freedom of total control
during your lifetime. You can do with this property as you see fit without
interference from other people.

• You have total control over whom the property passes to upon your death.

• Fee simple ownership may eliminate the income or capital gains tax treat-
ment of appreciated property. If the property has appreciated significantly,
then upon your death it may receive a stepped-up cost basis and the inher-
iting party will receive the asset at the fair market value as of the date of
your death. It should be noted that a few states restrict the transfer of “fee
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simple” real estate without spousal consent, especially with respect to a
couple’s personal residence.

DISADVANTAGES OF FEE SIMPLE OWNERSHIP

• Upon your death, this property will be subject to the expenses and delays
of the probate process. If you don’t specifically decide who will receive
the property, and if you don’t execute an instrument (i.e., a will) that will
cause the property to go to a specific person or organization, then those
decisions would be determined for you by the current state laws.

• If you become incompetent through some form of disability, then the
property will likely be referred to a court process to create a control
mechanism. In Chapter 7 you will learn how to avoid this potential problem
by signing a power of attorney.

• Since the property is held solely in your name, it will be included in your
estate and will be subject to potential estate taxes.

Joint Tenants with Right of Survivorship
Property held as joint tenants with right of survivorship (JTWRS) could be
titled as follows: “John and Sue Smith, joint owners with right of survivorship.”
Under this type of ownership, you should not transfer the property or make
any dispositions of the property without the written permission of the other
joint tenant. If you do, you destroy the joint tenancy survivorship feature and
disastrous ownership results can occur. You are, in effect, joined together in all
decisions regarding the disposition of this property. Upon death, your interest
in the property automatically transfers to the surviving tenant(s).

ADVANTAGES OF JOINT TENANTS WITH RIGHT OF SURVIVORSHIP

While titling by joint tenants with right of survivorship sounds archaic, it is
actually the most common form of ownership for married couples and does have
some advantages.

• Such property is not subject to probate until the death of the final joint
tenant. For example, if you know that at your death you want your wife to
have control and ownership of your residence, this method will ensure that
it passes to her immediately without going through the probate process.

• This type of ownership is easy to set up. It requires no special paperwork.

• JTWRS is an inexpensive way to hold title.

DISADVANTAGES OF JOINT TENANTS WITH RIGHT OF SURVIVORSHIP

• This type of ownership involves, to some extent, a loss of control over the
property during your lifetime. Remember, you and your joint tenant must
agree on all decisions regarding the property.
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• JTWRS involves a loss of control over whom the property ultimately goes to
after your death. The final joint tenant will have the opportunity to decide
to whom he or she wishes to leave the property.

• Without extensive post-death planning, this method precludes having the
property pass to a credit shelter trust, family trust, or Qtip trust. (These
concepts will be discussed in detail later in this book.)

• JTWRS can lead to higher estate taxes if the joint owner is your spouse.

• JTWRS can lead to higher income taxes. Under current law, assets inherited
receive a new income tax basis equal to fair value at death. Jointly owned
assets receive only a new basis of one-half, although the rules are more
generous for community property.

• Eventually property will be subject to probate upon the death of the final
joint tenant.

• With this method it is possible that your property may pass to unintended
heirs. For example, if your spouse remarries after you die, he or she could
change the title to include Joint Tenants with Right of Survivorship with
the new spouse. If he or she predeceases that new spouse, the property
will automatically pass to the new spouse, not to your children.

• JTWRS can cause unintended estate tax problems. For example, two broth-
ers go in together to buy a lake house. For the sake of simplicity, they decide
to title it JTWRS. Upon the death of the first brother, the property auto-
matically passes to the surviving brother. The first brother’s share of the
property, however, is included in his estate and is subject to the estate tax
without having the property available for sale to raise cash to pay those
taxes.

• JTWRS leaves property open to the claims of creditors. Take the above
example of the brothers who bought the lake house. Let’s assume that one
of them is sued and receives a judgment. Under the titling of joint tenancy,
that property is subject to the claims of creditors. There could be a forced
sale of the property, a situation that the brother (who is not a party to the
lawsuit) does not have any control over. This same problem could arise if
one of the brothers were to get a divorce.

Although JTWRS is one of the most common forms of property ownership
in the United States, it is filled with so many pitfalls that anyone owning
property under this method of ownership should carefully consider all of the
ramifications.

Tenants in Common
If you own property as tenants in common, it could be listed as follows: “John
Smith and Sue Smith, tenants in common.”
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The disposition of the property at your death is similar to what happens
during your life. You have the absolute right to determine whom your share of
the property will go to. If you do not specify who will receive that property in
your will, or if you do not have a will, the property will pass according to the
laws of the state where you reside.

ADVANTAGES OF TENANTS IN COMMON

• Tenants in common is an easy way to title property and does not require
any special paperwork.

• You have absolute control of your share of the property. You can give it away,
sell it, and using any method, you can transfer it to someone else. Selling
your share of the property does not require the signature or permission of
the other tenant(s).

• You are free to dispose of the property as you wish through your will.

DISADVANTAGES OF TENANTS IN COMMON

• You never have control of the entire property, only your portion of, or
interest in, that property.

• You could easily end up with other joint tenants who are incompatible
with you.

• Your interest will be included in your estate and, therefore, may be subject
to estate taxes.

• The property would be subject to probate and the associated costs and time
delays.

• As with fee simple property, if you were to become disabled, it would most
likely require court intervention in order to handle the control issues,
unless you have executed a power of attorney.

• It is difficult to dispose of property owned as tenants in common because
a potential buyer is less likely to purchase an undivided interest in real
estate. An interested buyer is likely to require a “discount” off the fair
market value because of this type of ownership.

Community Property
Nine states have special laws related to what is called community property:
Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington,
and Wisconsin. In these nine states, the way property is titled is often dictated
by state law. The particulars vary by state, so you will need to refer to local
professionals for advice if you reside in one of these states (see Appendix A).

All nine states observe some general rules regarding community property.
Some property may be classified as separate property. For example, separate
property could include property that you owned prior to a marriage or property
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that you inherited. If you want your separate property to remain separate,
the title must be kept in your name and must never be changed. Community
property is any property that was acquired after the date of marriage or any
separate property that was sold or retitled. Community property operates much
like property that is owned as tenants in common. You can designate whomever
you want as a beneficiary to receive your half when you die. As with fee simple
titling, your separate property can be disposed of in any manner you wish.

Community property states present special challenges for estate planning.
For example, if you and your spouse buy a house together, it is considered
community property. If you want your spouse to receive the home when you die,
you must specifically state this in your will. Otherwise, the property will transfer
according to the laws of the state where you live.

Other Methods of Property Ownership
Less common methods of ownership include life estates, revocable living trusts,
and irrevocable trusts.

Life Estates
Life estates provide someone with the right to enjoy the use of certain property
for as long as he or she lives. That person is required to maintain the property
in good condition and otherwise has no control over the property. At the death
of the life owner, the property passes to the beneficiaries of the life estate. This
method of transferring and owning property may avoid probate and may provide
estate tax benefits as well.

Revocable Living Trusts
As the name implies, with revocable living trusts you retain the right to revoke
or dismantle the trust while you are alive and competent. One of the primary
advantages of the living trust is that it avoids probate. It is particularly appro-
priate if you own property in more than one state or your job requires you to
move from state to state. With a revocable living trust you avoid the possibility
of having to rewrite your will when you move your residence to a new state.
During your lifetime, you can serve as the trustee so that control over your
assets is relatively trouble free. A disadvantage of this method of ownership is
that it requires that you retitle all property in the name of the trust, which can
be time-consuming and expensive. (For more about this important method of
owning and controlling property, see Chapter 9.)

Irrevocable Trusts
Irrevocable trusts can be established during your lifetime (called inter vivos
trusts) or at your death under your will (called testamentary trusts). The



P1: OTA/XYZ P2: ABC
c06 JWBT147-Welch November 3, 2009 20:53 Printer Name: Courier Westford

76 YOU DON’T HAVE A WILL? BIG TROUBLE!

beneficiary of an irrevocable trust has no control over the property. That con-
trol has been vested in the trustee, who is required to follow the instructions
written in the trust document. While this may sound restrictive, consider some
of the benefits. This type of trust can be used to remove assets from your es-
tate and therefore reduce estate taxes. It can also be used to hold assets for
minor children, and in certain states, it can protect assets from creditors. (See
Chapters 8 and 10 for more information about the benefits of irrevocable trusts.)

Payment on Death Accounts
Payment on Death (POD) accounts are a special way of owning savings accounts,
checking accounts, brokerage accounts, and certificates of deposit. The account
holder instructs the financial institution to write on the account a “payable on
death” designation. The person(s) named will, by law, receive the account at
your death. These accounts, therefore, do not go through probate. This method
of titling property is not available in all states.

Beneficiary Designations
Beneficiary designations, while not being a form of title, are another way to
avoid the costs, time, and public nature of probate. To accomplish this, you
must simply name an individual or organization as the beneficiary of your life
insurance, annuity, IRA, or company retirement plan.

Choosing the Best Methods of Ownership
As you can see, each of these methods of owning property has both pluses and
minuses and must be carefully reviewed in the context of your overall estate
plan. Often, the very best method for owning property is through trust. (Trusts
will be discussed fully in Chapters 8, 9, and 10.)

If you still believe that all this estate planning is too complicated, you’re not
alone. Over 70 percent of Americans have no will. However, we believe that one
simple case study should convince you of the necessity of carefully choosing how
you hold your property and drawing up a will.

Case Study
Ray was a successful salesman, providing for his family with a six-figure income.
The family owned a large home and sent their nine-year-old son, William, to
a private school. Their lifestyle consumed all their income, so Ray had only a
modest savings account. Ray’s income was on the rise, so he assumed there would
be plenty of opportunity to build up savings and save for retirement later. After
all, he was only 42. Then the unthinkable happened. Ray died of a heart attack.

The results of Ray’s lack of planning will likely be felt by his heirs for the rest
of their lives. His estate consisted primarily of the home, which went to his wife,
Sally, by title, and a $1 million life insurance policy. Unfortunately, Ray never
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bothered to write a will, and he had named his estate the beneficiary of his life
insurance policy. Here’s where the financial part of the tragedy begins. Because
Ray died without a will, his assets were distributed according to state law.

In the state where Ray lived, the law specified that a surviving spouse receive
one half of the deceased spouse’s estate. The rest was to go to Ray’s son, William.
Since William was a minor, and since the inheritance was large ($500,000), the
court appointed a legal conservator, who was unknown to the family, to watch
over his inheritance. The conservator took the position that William’s assets could
not be used for his support. All support would have to come from Sally. Sally’s
after-tax income from the $500,000 and Social Security amounted to less than
$30,000 per year. The current mortgage payment on their home was $18,000 per
year, and William’s private school tuition amounted to another $4,000 per year.
Sally considered getting a job, but not having been employed in the last 10 years,
the job market offered her little opportunity.

The situation left Sally on the verge of a nervous breakdown. There were
very few solutions to her dilemma. She ended up selling the home, moving into
an apartment, and taking a low-paying job to get extra money in order to keep
William in the private school. But this is not the real tragedy here. The real tragedy
happened to William. Under state law he was considered an adult when he turned
19. By that time his account had grown to over $800,000, which he received on his
19th birthday! Unfortunately, William knew nothing about managing money and
was going through a stage where he had little use for his mother’s advice.

Within a couple of years, the money was gone and the relationship between
the mother and son was forever damaged. All of this could have been avoided if
Ray had just taken the time to develop his estate plan.

Setting Estate Planning Goals
As you begin to develop your estate plan, it is important for you to prioritize
your goals and objectives. Once this is accomplished, you can tailor your plan
to meet your specific needs. The following list contains a number of common
goals. Take some time to review these goals and rate them from 1 to 10, with 1
being the most important and 10 being the least important.

Goals of Your Estate Plan

Providing for your spouse and children.

Protecting assets from creditors.

Making gifts to favorite charities, educational institutions, or
religious organizations.

Providing financial help for grandchildren.

Protecting and preserving the family business.

Protecting and preserving real estate holdings.

Minimizing estate and income taxes.
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Minimizing administrative expenses and delays in settling your
estate.

Providing specific bequests for relatives or unrelated persons.

Dividing assets fairly.

Maintaining the privacy of your financial affairs.

You will want to refer to this checklist when you begin to implement your
estate plan. It is particularly important to discuss your goals and objectives with
the financial advisor you choose to help you with your planning. Take your goals
along with you when you meet with your financial planner or the attorney who
is advising you on your will.

In this chapter, you have learned the significance of writing a will and
determining how your assets will be divided upon your death. Planning is
necessary not only to ensure that your loved ones are left with property or
investments to support them, but also to limit the amount of estate taxes that
they will owe on your assets. In the next chapter, you will learn more about how
to use a will to accomplish your estate planning goals.
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CHAPTER 7

Where There’s a Will,
There’s Your Way!

In the last chapter, you learned about the many potential pitfalls of dying
without a will or of relying on property titles to transfer your property for you.

A logical solution is a properly drafted Last Will and Testament (referred to
hereafter as a “will”). In this chapter, we will discuss the basic structure of a
will along with advice on making key decisions concerning guardians, trustees,
executors, and trusts.

What Is a Will?
A will is a legal declaration giving instructions as to what person(s) or organiza-
tion(s) is to receive your property after your death. This declaration names the
executor or personal representative who will be responsible for settling your
estate, the trustee(s) responsible for managing any trusts you have created, and
the guardian(s) who will care for your minor children.

Types of Wills
The concept of wills dates back to British law in the mid 1500s. Before that time,
when a commoner died, part of his property automatically reverted to royalty.
The Parliament passed a law establishing the Statute of Wills, which allowed
these commoners to leave all of their property to whomever they chose under
certain rules and guidelines.

Today, there are many types of wills. While it may be helpful for you to know
that many varieties exist, you should definitely avoid some of them.

79
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Oral, or Nuncupative, Will
Although most states require that wills be in writing, a few states do allow
oral wills. Oral wills are usually associated with deathbed situations when the
testator (the person dying), in front of witnesses, states his or her final wishes.
Typically at least three witnesses are required to be present during the testator’s
statement and the testator must die within a certain period of time. You should
avoid this approach to estate planning, because not only are these wills easily
contested but usually they are not well thought out.

Holographic Will
A holographic will is one that someone makes in his or her own handwriting
and that is sometimes referred to as a homemade will. Only about 15 to 20
states allow holographic wills. Some states allow holographic wills only when
the testator is a member of the armed services and is stationed outside the
United States. You remember the old war movies in which an infantryman was
about to go into a fierce battle and at the last minute hand scrolls a will leaving
everything to his beloved mother or sweetheart. While this solution is better
than the oral will, you should still avoid it.

Joint Will
A joint will is one document, usually between a husband and wife, in which
it is declared that all property passes to the surviving spouse upon the death
of the first spouse. The document further indicates where the property must
go upon the death of the remaining spouse. While at first glance this might
appear to be a simple and less expensive solution than each spouse having a
separate will, it is not. Many states have taken the position that this is in reality
a contract between the two parties. This could cause you to lose the benefit of
the unlimited marital deduction, which could cause immediate taxation on a
portion of your estate at the first spouse’s death. Since avoiding this potential
problem is tricky, your legal fees are likely to be higher than if you had separate
wills prepared. The better solution is to have a separate will for both you and
your spouse.

Simple Will
Between spouses this is sometimes referred to as an “I love you” will because
it essentially says that you intend to leave everything to your surviving spouse.
Obviously, simple wills are often not simple and are also used by unmarried
people. The point of this type of will is for someone to indicate where his or her
property will go when he or she dies. What is implied in the simple will is that
your property distributions will be outright distributions and that your estate
isn’t large or complex enough to require tax and other financial planning. We
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have often found that, unfortunately, while the client believes this to be the
case, more complex planning is in fact necessary.

Testamentary Trust Will
This type of will directs that a portion of your property, all of your property,
or a portion of your property under certain circumstances go to a trust that
has been established under your will. There may be many reasons for this type
of planning, including reducing taxes, providing professional management for
heirs, protecting your estate from creditors, and maintaining control over the
final disposition of your property.

Advantages and Disadvantages of Wills
The bottom line is that almost everyone needs to have a will. While there are
many advantages of having a will, there are also several disadvantages.

Advantages of Having a Will
• A will allows you to specifically direct who is going to receive your property

at your death. If your will has been correctly drafted and signed, you can
be confident that your wishes will be carried out. If you want specifically
to prevent someone from receiving your property at your death, you can do
so through your will (except that most states do not allow you to totally
exclude your spouse).

• Your will can be used as a strategy for reducing estate taxes by employing
the unlimited marital deduction, the credit shelter trust, and the charitable
bequest, as well as an array of other strategies.

• Your will can establish a trust to manage assets for your adult or minor
children. Since minor children cannot receive assets in their name, your
will allows you to decide who will manage your children’s assets, how those
assets will be managed, and for how long the assets will be managed.

• Your will is the only way you can nominate who will be responsible for the
care of your minor children.

• Your will can reduce certain costs of settling your estate. For example, you
can direct that your executor or personal representative will serve without
the need to post a bond.

• Through your will, you can leave money or property to your favorite charity,
educational institution, or religious organization.
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Disadvantages of Having a Will
• Property passing by way of your will must go through probate. As you

read in Chapter 6, probate in some states can be both expensive and
time-consuming.

• Wills are public documents. It is a requirement that your will be filed with
the court when you die. You may feel that it is important that your financial
affairs not be available for public inspection. There are actually Internet
sites that display the wills of famous people (try the Resource Center at
www.welchgroup.com; then click on ‘Links’; then ‘Wills of Famous People’).
If you find yourself wanting to put this book down and visit this Internet
site, then you know exactly why some people want their financial affairs
kept private. Remember, the onlookers may be more than curious. Some
have ill intentions in mind.

• A will that is properly written and signed in one state will likely be valid
in all states. However, how your will is interpreted can vary widely from
state to state, possibly resulting in your wishes not being carried out to
your satisfaction. You should focus on this situation if your job causes you
to move periodically from one state to another or if you own property in
more than one state. Say, for example, that you wrote a will while you lived
in Georgia, but you have since moved to Louisiana and have not written a
new will. You die while living in Louisiana. Will Georgia law or Louisiana
law prevail? The result in such a situation could be a major disaster for
your loved ones.

• Your will cannot provide for your care in the event that you become incapac-
itated or incompetent. This issue must be addressed through documents
other than your will, such as a power of attorney or a revocable living trust.
Your will may not control all your property. We have often seen instances
in which people are confident that their affairs are in good order based
on their wills, but then they discover that much of their property will
pass outside of their will because of joint tenancy titles and beneficiary
designations.

• Wills can be contested. It’s not surprising that money can bring out the
worst in people. This is particularly the case when someone dies and
disgruntled heirs or others feel they had a right to some portion of the
assets of the deceased. Often it doesn’t matter whether there are valid
grounds for the contest or not. Many times the rightful heirs would rather
settle than risk an expensive and lengthy court battle.

We wish we could say that all your estate planning problems could be solved by
rewriting your will. Unfortunately, while a properly drafted and executed will is
an important part of your estate plan, many other issues must also be considered.
Many of the disadvantages of wills can be resolved by using a revocable living
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trust, which will be discussed in detail in Chapter 9. However, for now, let’s
discuss the essential elements of a well-crafted will. If you already have a will,
use the following section as a way to review your will.

Intelligent Decisions Concerning Your Will’s
Basic Provisions
While there is no perfect formula for drafting a will, certain common provisions
should be considered carefully.

Opening Declaration
Your opening declaration should make it clear that this document represents
your Last Will and Testament and that it revokes all prior wills. Here’s an
example:

I, James Dean, a resident of Hollywood, California, being of sound mind and
disposing memory, do hereby make, publish, and declare this instrument as and
for my Last Will and Testament and hereby expressly revoke any and all Wills,
codicils, and other testamentary dispositions heretofore made by me.

Item 1. Payment of Debts and Funeral Expenses
This section allows your executor or personal representative to immediately
proceed with paying off debts and funeral expenses.

As soon as practical, I direct that my funeral expenses and all my enforceable,
secured, or unsecured debts be paid in full, or according to the terms of any
instrument evidencing such indebtedness, as my executor deems advisable.

This sounds simple and straightforward on the surface, but be careful. The
above language excludes the payment of any unenforceable debt. Without such
language, creditors from a prior bankruptcy may try to enforce a legally dis-
charged debt from your estate. The language “paid in full, or according to the
language of any instrument” gives your executor the option of keeping in place
such debt arrangements as residential mortgages.

Item 2. Personal Items
Sometimes referred to as the “specific legacy” clause, this section is where you
direct who will receive items of a personal nature, such as jewelry, furniture,
clothing, automobiles, cash, and so on.

I give all my tangible personal property and insurance thereon to my beloved wife,
Beatrice Dean, if she survives me. Otherwise, I give said property in equal shares
to my children who survive me and to the descendants, per stirpes, of any of my
children who do not survive me.
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“Insurance” in this section does not refer to life insurance. It refers to
insurance proceeds that might be received owing to the destruction of property
such as by fire or accident. For example, if your death was caused by a boating
accident, your heirs would receive the property insurance proceeds, not the
destroyed boat.

This is the most personal section of your will. If you have personal items that
you want to go to certain people (called “general bequests”), include them in
this section. For example, if you want your stamp collection to go to your son,
you would indicate so by saying something like this:

I hereby bequeath my stamp collection to go to my son, James Dean Jr.

You should note that unless you state otherwise, any debt owed on bequeathed
property as well as the expense of moving it must be born by the legatee (the
person receiving the gift). If you would like to leave a specific amount of money
to individuals or charities, you would do so by saying something like this: “I
devise the sum of twenty-five thousand dollars to my sister, Jean S. Daily.”
After paying your debts and distributing your personal property, the next $25,000
will go to your sister, before any other money is distributed to any other heirs
(including your spouse).

Item 3. Residence(s)
If you are married, you will likely want your home to go to your spouse. This
section is included assuming that you own your home in your name solely or under
joint tenants in common. (See Chapter 6 for more details concerning how to title
property.) Often, homes are owned between spouses as joint tenants with right
of survivorship. If this is the case, your home will pass by title, not by your will.

I devise to my wife, Beatrice Dean, if she survives me, all of my right, title, and
interest in and to any residences which I own at the time of my death, subject to
any mortgages or encumbrances thereon at the time of my death.

Note that in this case, the spouse was left the home, including the mortgage,
which means the spouse is required to satisfy the mortgage by either continuing
payments or paying it off. If your preference would be for the mortgage to
be satisfied from proceeds of your estate, then your will would read “free of
mortgages or encumbrances.”

Item 4. Division of Residuary Estate
Residuary means “everything that is left.” Everything that you have not already
given away in your will is included in this section.

I give all the rest, residue, and remainder of my estate to my wife, Beatrice Dean,
if she survives me. If she does not survive me, my residue shall be divided equally
between my children who survive me and to the descendants, per stirpes, of any
of my children who predecease me.



P1: OTA/XYZ P2: ABC
c07 JWBT147-Welch November 21, 2009 15:51 Printer Name: Courier Westford

INTELLIGENT DECISIONS CONCERNING YOUR WILL’S BASIC PROVISIONS 85

Here you should give serious thought to what you would like to do with the
balance of your estate. If you are married, do you want it to go outright to your
spouse or would it be better to have it go into a trust for his or her benefit?
Is your spouse capable of financial management or is management best left to
a qualified trustee? You calculated your potential estate taxes in Chapter 3.
Should a trust be used to reduce potential estate taxes? (How to best utilize
trusts under your will will be covered in Chapter 8.) If you have minor children,
you will need to make provisions here or in another section of your will to provide
for trusts, trustees, and so on.

Item 5. Payment of Taxes
This section outlines how your estate and inheritance taxes will be paid. First,
you should estimate the total amount of taxes that you are likely to owe (see
Chapter 3). Then, you need to determine how they are to are to be paid. You
have several options, including the following:

• Statutory appointment. In this case, each beneficiary would pay the taxes
that his or her bequest generates. The language might read something like
this: “Each beneficiary shall bear a pro rata portion of the estate and
inheritance taxes due.”

• Off the top. This section would read something like this: “All estate and
inheritance taxes will be paid prior to any distributions from my estate
to my heirs.” This has the effect of paying taxes before the residuary estate
is distributed and before any general bequest is satisfied.

• From your residuary estate. Here you might say something like this: “All
estate and inheritance taxes will be paid from my residuary estate.”
This means that those persons or organizations receiving general bequests
from your personal property will do so free of any taxes. Your residuary
beneficiary will bear the burden of taxes for your entire estate. Unlike the
off-the-top method, this option could result in your residuary beneficiaries
bearing a disproportionate share of the taxes if one group of beneficiaries
is exempt from taxes while another group is not. Be careful to calculate
what those taxes are likely to be, and be sure that there will be enough
cash available to pay them. This can be a particular problem if the resid-
uary estate consists primarily of property that is not liquid, such as real
estate.

• Paid from a general bequest. Here you would say something like this: “All
estate and inheritance taxes to be paid from the general bequest to the
American Cancer Foundation.” If a general bequest was a large portion
of your estate, you might want to have your taxes paid from that bequest
to make certain that other persons indicated in your will receive a share
of your estate.
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Item 6. In Terrorem Clause
If you specifically intend to exclude someone who would normally be included
in your will, you would do so in this section. In almost all states, you cannot
completely disinherit your spouse. This is not the case with children or other
family members. Let’s assume that you wish to disinherit your son David. If your
will simply stated that your estate is to be equally divided among your children
Dolly Dean, Debbie Dean, and James Dean Jr., David could contest the will,
claiming he was left out as an oversight. This issue is resolved by specifically
stating that he is to receive nothing from your estate: “It is my full intention that
my son David Dean receive no share or portion of my estate.” Some attorneys
will take a different approach by specifying that the disinherited person is to
receive $1. This indicates that you did not forget them, and that you did not
think much of them. However, there may be a drawback to this practice. In one
case a child received $1 from his parents’ estate, but no one knew where the
child was currently living. The executor had to spend a large amount of money
tracking down the son so he could receive his $1!

Item 7. Minors Trusts
If you have minor children, this section will establish and outline how assets
payable to them will be handled. You have two appropriate choices here:

• Have the assets paid to a custodial account. Here you might say something
like this: “Should any part of my estate become payable to any person(s)
under the age of twenty-one, then my executor shall pay such share
to my spouse or my child’s guardian as custodian under the Uniform
Transfer to Minors Acts.” In our opinion, unless you expect it to be a very
small amount of money, this approach is not advisable. Under the Uniform
Transfer to Minors Act, your child would receive his or her inheritance at
the age of majority for your state of residence (age 18 or 19 in most states).
Most 19-year-olds are not prepared to handle money at such an early age.
The following alternative is preferable.

• Have the assets paid to a trust. Here you would say: “Should any part
of my estate become payable to any person(s) under the age of twenty-
one, then my executor shall pay such share to a trust for the benefit of
said person(s).” You would then go on to outline the specific terms of
the trust.

If you have children, even children who are no longer minors, this is one of
the most important sections of your will and deserves considerable thought.
First, imagine the worst possible scenario, that both you and your spouse die in
a common accident. If you are like most people, if there is no surviving spouse,
all assets are left to your children. The size of the estate is likely to be large,
because in addition to your assets there may be life insurance proceeds payable
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on both you and your spouse. Your goal should be to make sure your children’s
needs are met without overwhelming them with money and possibly destroying
their ambition and work ethic by providing them with too much money too soon.
Remember, neither you nor your spouse will be there to impart your values to
your children. You will be counting on your trust documents, your trustees, and
your guardians (for minors) to do this for you.

It is our opinion that holding assets in trust until midadulthood is not such
a bad thing. We typically recommend holding children’s assets in trust until
they turn 30 or 35, at which time we will disburse one-third of the trust assets.
Final disbursements from the trust usually come five years later. The reasoning
behind this strategy is simple. If you give a 21-year-old child a large sum, say
$500,000, he or she has two choices: to spend it or to invest it. If the money
is spent, it would likely be spent on something you would not approve of. If
your child invests it, owing to a lack of investment experience, your child could
well lose it. In most cases it is better to hold the assets in trust until your
children are likely to have gained the maturity necessary to handle large sums
of money.

Until that time, the trustee provides for the children’s needs with income
and, if needed, principal of the trust. This trust can be as flexible or as restric-
tive as you desire. For example, clients often include provisions allowing the
trustee to make disbursements for the down payment on a home or to start
a business. Because of the importance of education, clients almost always in-
clude provisions for covering all costs of advanced education, including college,
graduate school, medical school, or law school. Certainly you will want your
trustee to have the right to invade principal to cover the costs of any health
issues.

Children who receive too much money too soon often develop a poor system
of values. A trustee can never provide the caring guidance of a parent, but a
well-drafted trust agreement can provide a guide for carrying out your wishes
for your children.

Item 8. Executors
The position of executor is usually one of relatively limited duration, usually
lasting six to twelve months but can last several years. Your executor is charged
with the responsibility of settling your estate and distributing your assets to those
people or organizations indicated in your will. The language in your document
might read something like this: “I hereby appoint my wife, Beatrice Dean, to
serve as executor under this, my Last Will and Testament. In the event that she
shall fail to qualify, die, or resign, then I appoint my brother, Robert Dean, as
executor hereunder, or if he shall fail to qualify. . . .”

One major decision you need to make is whether you should nominate a
family member, a close friend, or a professional such as an attorney or a bank
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as your executor. Our preference is normally to choose a family member or
friend. Such a person will often serve for no fee or a nominal fee and would
retain an attorney or bank trust officer to do most of the work. If you nominate
a professional or financial institution, there will be little control over fees that
will be charged. We were involved in a case in which the estate representative
(a bank) estimated total professional fees to be $450,000! This was a $10 million
estate, but it was not a complicated one. To allow for the unexpected, you should
list a succession of people to serve as your executor should your first choice be
unable to serve because of his or her death, incapacity, or lack of desire. It is
also a good idea to ask these people whether they are willing to serve before
you make your will. If you are married, your spouse is normally a good choice
as first executor. Be sure to include language indicating that your executor will
serve without being required to post a bond: “No executor hereunder shall be
required to give bond or to file an inventory or accounting in any court.”

Item 9. Trustees
Choosing your trustee(s) will be among the most important decisions you will
make with regard to your estate plan. These are the people charged with
the responsibility for carrying out your wishes regarding management of your
investments and other assets. They will often serve in this capacity for years or
even decades. Ideally, for this role you would want to designate someone who
has financial experience. A family member is often the best choice. Remember,
the trustee has the option to hire professional investment managers to do the
work. He or she could even hire a bank trust department to perform most of
the duties normally associated with being a trustee. The advantage of using a
family member as trustee is that he or she is in a position to negotiate fees and
change investment managers as appropriate. This person will best understand
the needs of your family members who are beneficiaries of your trust.

When deciding on trustee candidates, consider their age. One or both of your
parents may have the wisdom you seek in a trustee, but they may not be around
for the full term of the trust. Make sure that at least one or more of your trustees
is young enough to survive the term of the trust. As with executors, you need to
list a succession of trustees in your will. We usually ask clients to list at least
three people. You can have people serve alone or as cotrustees.

Because trusts often last for years, we recommend that, after you have se-
lected all the people you can think of as appropriate trustees, you nominate
a corporate trustee. Always give someone the right to replace your corpo-
rate trustee with another corporate trustee. Typically we give this right to the
majority of the beneficiaries. The language to remove a corporate trustee may
read something like this: “Any corporate trustee may be removed by a ma-
jority of the adult income beneficiaries and the guardians of any minor
beneficiaries. . . to be replaced by a qualified trust company.” We had a case in
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which a young lady whose parents died, leaving her money in trust with a local
bank, tried numerous times to contact her trust officer, but he would not return
her calls. She sat in our office with tears of frustration as we reviewed her trust
document. Her trust contained a clause that allowed her to move the account
to another corporate trustee. We picked up the phone and left a message that if
she did not receive a phone call from her trust officer in the next 10 minutes, we
intended to move the account to another local bank. We got the call, and now
she is regularly invited to meetings with her trust officer at the bank’s executive
dining room! The power to move your account creates a lot of incentive for a
corporate trustee to provide good service.

WHEN AN INDIVIDUAL SERVES AS YOUR TRUSTEE

If you plan to have an individual (versus a professional or corporate representa-
tive) serve as your trustee, be sure to ask whether the person is willing to do so.
In our experience, most people are flattered and will most likely agree to serve.
However, being a trustee is a big responsibility and can be very demanding.
Before someone agrees to serve as the trustee for your family, ask that person
to read the following section of this book.

YOUR ROLE AS A TRUSTEE

It’s an honor to have a friend or family member ask you to be a trustee. It
means that that person holds you in high regard. Your first inclination may be
to accept. However, before you do, you should consider the magnitude of the
responsibilities involved. The following is a list of duties associated with being
a trustee. Note that this list is not all-inclusive.

• Read and understand the trust document. As a trustee, you are a fiduciary
and therefore liable for your actions. Ignorance is never an accepted excuse
for mismanagement. Be sure to read the trust document before you agree
to act as a trustee. If there are items that you do not understand, ask for
clarification in writing.

• Meet with the beneficiaries periodically. You will need to spend time
with the beneficiaries to understand their needs. Some beneficiaries can
be quite difficult, and you must be emotionally prepared to deal with
confrontational situations.

• Keep detailed records under the assumption you will have to go to court
and prove everything you have done. You do this because, in fact, you may
indeed have to go to court and prove everything you’ve done.

• Manage the money. You should first develop a written investment policy
statement (IPS) based on the investment powers outlined in the trust
document. Then the IPS would be used as the framework for ongoing
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investment management. For a downloadable IPS, go to the Resource Cen-
ter at www.welchgroup.com; then click on ‘Links’; then “IPS - Download.”

• Carry out the trust policy. In addition to investment management, trust
documents typically call for the trustee to make many decisions requiring
sound judgment. For example, the trust may allow the trustee to disperse
money to a beneficiary “to maintain his or her accustomed lifestyle.” You
have to decide what is appropriate in a given situation. Do you buy the
BMW the beneficiary wants, or is a Ford more reasonable?

• Keep the beneficiaries and the grantor, if living, informed. People hate
surprises. The best solution is to maintain ongoing communication.

• File the trust income tax return. A trust is considered a separate tax entity
and therefore a separate income tax return must be filed for it every year.

If you are asked to act as trustee by a friend or family member, you may find
that you are being asked to serve without compensation. In some cases this is
appropriate, but you should consider this carefully. It is possible that your role
as trustee will last for many years, and it may take a great deal of time and work
to do the job well. Decide whether you are willing to do this work for free.

If all of this sounds a bit overwhelming, realize that, as the trustee, you can
hire professionals to do much of the work required. For example, you can hire a
CPA to file the tax returns or a professional money manager to invest the assets.
An attorney can assist you with interpretation of the trust agreement. Make
sure the trust document allows you to hire and compensate other professionals.
And remember that, even though you have hired a professional, you continue to
remain responsible for everything related to the trust.

Acting as a trustee can be a very rewarding experience. It gives you the
opportunity to be involved in a positive way in the lives of people you care about.
At the same time, it is a tremendous responsibility and one that you should
consider carefully before you accept.

Item 10. Trustee Powers
Under this section you will list the trustee’s powers. This is usually several pages
of boilerplate language provided by your attorney giving the trustee very broad
powers regarding how your money can be invested and managed. You should
read through this material to be sure that you agree with all the terms. You may
find that it has been years since your attorney has read it!

This section will also outline how trust assets will be distributed for your adult
and minor beneficiaries. Typical trust language provides that the beneficiary’s
primary benefit from the trust will be the income (interest and dividends)
generated by the trust assets. Access to the “principal” of trust assets is ei-
ther forbidden or available only under certain restricted circumstances. This
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language creates a classical conflict for the beneficiary, particularly in cases of
second marriages.

By way of explanation, let’s look at an example. A husband and wife each have
children from a previous marriage. The husband wants to make sure that if he
predeceases his wife, she will be financially secure for her lifetime. However, if
he leaves his $1,000,000 estate to her outright, he’s concerned that his children
may end up receiving nothing from his estate. He decides to leave his estate to
his wife in trust for her lifetime, with the remainder going to his children upon
her death. The trust dictates that she will receive all of the trust income at least
quarterly.

When the husband dies, the trustee must resolve the apparently oppos-
ing objectives of the surviving spouse and the deceased husband’s children.
The wife would like to maximize her income and requests that 100 percent
of the assets be invested in bonds and other debt instruments. The current
yield on such investments is approximately 5 percent, so she figures her in-
come will be about $50,000 per year. The children want maximum growth and
would like to see 100 percent of the assets invested in a diversified portfolio
of stocks. Who said beneficiaries are reasonable people! If this were done, the
income available for the spouse would be significantly reduced. The trustee is
in an awkward position, because either possibility is likely to leave one party
unhappy.

This same conflict arises even when a second marriage is not involved. You,
too, will likely want your surviving spouse to have access to maximum income,
and you will want to maximize estate growth for your children at your surviving
spouse’s death. The solution is to set up a total return trust. The concept is
simple. In our earlier example, the husband’s will would establish a trust that
provides the wife with payments equal to a fixed percentage of the total value of
the trust assets. These payments are not directly tied to the income that the trust
investments generate. Rather, they represent a distribution based on the total
value of the trust. This approach allows the trustee to invest the trust assets
more aggressively and would satisfy the remainder beneficiaries while providing
the wife with the income stream she needs. Because the market can (and does)
fluctuate dramatically, it may make sense to tie the annual distributions to the
trust account balance based on the average balance over several years. Another
approach would be to have the trustee pay the wife a fixed income that would
periodically be adjusted for inflation. In our example, the trust document could
specify that the trustee would pay the wife $50,000 per year, which would be
adjusted periodically for inflation.

The question of what is a proper payout rate will inevitably come up. The
studies that we have reviewed indicate that 4 percent to 5 percent is a reasonable
rate, assuming that a 40 percent to 60 percent allocation to stocks is used. For
a more detailed review of how to implement this strategy, review the section on
the Growth Strategy with a Safety Net

R©
presented in Chapter 4.
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Item 11. Guardians
If you have minor children, there can be no more important decision than who
will care for your children in the event that you and your spouse die prematurely.
Language in your will might read as follows: “If my spouse predeceases me and
I leave minor children, I appoint my sister, Jean S. Daily, as the guardian of
the persons and property of said minor children. If she does not qualify to serve
or for any reason fails to serve, then I appoint my brother, Robert Dean. The
appointed guardian shall have custody of my minor children and shall serve
without bond.” We encourage you to think of people who have values similar to
yours. In the case of guardians, you will definitely want to ask if persons you are
considering would be willing to serve in this way, and you will want your will to
list at least two successor guardians. Someone who agrees to take your children
into his or her home should you die today may not be in a position to do so just
a few short years from now.

In many cases, people have the guardian also serve as custodian of the
children’s assets. We believe these should be separate decisions. The person
who is the best choice to raise your children may not be the best choice to
handle their money. If you decide that these positions should be handled by
different people, it is advisable to try to choose guardians and trustees who
would likely work well together. You should consider giving the trustee broad
discretion regarding use of children’s assets for their benefit. For example, if
you have three minor children, you may want the trustee to have the ability to
provide the guardian funds to add on to their home or to help pay the costs of
family vacations.

Item 12. Simultaneous Death Clause
If you and a devisee (i.e., spouse) are killed in a common accident, this section
provides instruction as to who is presumed to have died first for the purpose of
settling your estate and for the purpose of estate tax planning. The language can
be fairly broad: “If my spouse does not survive me by a period of six (6) months,
then my spouse shall be deemed to have predeceased me for the purpose of
this Will.” Your spouse’s will would contain similar language. Although this may
appear to create a contradiction, it simply allows each separate estate to be
carried out as each person had planned.

Item 13. Perpetuities Clause
The notion of leaving a trust that will perpetuate for many generations of your
family is intriguing, but it is not permitted under the laws of many states. This
clause prevents the adverse tax consequences from happening by distributing
trust assets just prior to the time the law would be violated. Typical language
might read as follows: “Notwithstanding anything to the contrary, if any future
event shall postpone the vesting of any interest created by this Will beyond
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the period permitted by law, then at the expiration of such period, the property
in each such trust shall immediately be distributed to the primary income
beneficiary or beneficiaries of that trust.”

Item 14. Spendthrift Provision
Some beneficiaries don’t want their money in trust; they want it now. What’s
to prevent them from using their trust as collateral for a loan? The spendthrift
provision, of course! It might read something like this: “To the extent permitted
by law, the interest of any beneficiary in principal or income of any trust under
this Will shall not be subject to assignment, alienation, pledge, attachment, or
to the claims of creditors of such beneficiary.”

Executing Your Will
After having read through many pages of legalese, you may think that executing
your will refers to taking out your gun and filling the document full of holes!
Nonetheless, executing your will refers to the formal legal procedure of signing
your will. The signing ceremony should be witnessed by two or three witnesses,
depending on your state laws. These witnesses should not be potential benefi-
ciaries in your will. You will be required to state aloud something to this effect:
“I declare that this is my Last Will and Testament. I have read it, and I under-
stand it.” The witnesses must then watch you sign it. Then they also must sign
it. To avoid having to track down the witnesses when you die, you should add
a self-proving affidavit. This is an attached page that you and your witnesses
again sign, which is then notarized.

To avoid confusion, you should sign only one original of your will. You should
have several unsigned or signed copies available for easy reference, and you
should give one to your attorney and keep one in a readily accessible location
for yourself. Today, some people are videotaping the will-signing ceremony. Not
only does this allow you to provide additional “proof” of the signing of your
will, but it also allows you to personalize it with comments to family members.
Videotaping your will-signing ceremony should be done with care and caution.
It may be easier to contest a videotaped will signing, and you will want to follow
appropriate signing procedures to ensure the validity of your will.

Where to Store Your Will
It should be obvious that your will needs to be stored in a safe place. Many
people choose to store their wills in a bank safe deposit box. Before you do
so, you will need to do a little homework. Many states require that a person’s
safe deposit box be “sealed” upon that person’s death. Because this can cause
long delays in the probate process, in such a case a safe deposit box should not
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be used for this purpose. Ask your banker and double-check with your estate
planning attorney. If this is not a problem in your state, be sure your personal
representative and several family members know where your safe deposit box
is located and where you keep the key.

Our second choice for your original will would be a secure location at your
office or at your attorney’s office. Be sure to quiz your attorney about his or her
procedures for storing clients’ wills. You’ll find that some use fireproof safes and
detailed filing records, whereas others do little more than put them in a desk
drawer. Avoid the latter. If you lose your will or if it is destroyed, be sure to have it
replaced as soon as possible. You can take one of your copies to your attorney to
be redrafted. With today’s technology, your attorney will likely maintain a copy
on his or her word processor, or he or she may be able to scan it into a computer.

Other Important Documents
Power of Attorney
A power of attorney is a vital document that every adult should have. This
document allows you to appoint another person as your “attorney-in-fact,” which
gives that person the authority to act on your behalf in legal matters should you
not have the capacity to do so. A power of attorney can be drafted in several
forms. The springing power of attorney becomes effective only under certain
conditions, usually owing to your incapacity. One significant disadvantage of the
springing power of attorney is that, when someone attempts to use it on your
behalf, that person may be required to prove that you are actually incompetent.
This can create both inconvenience and significant delays. With a general power
of attorney, you give your attorney-in-fact the authority to act on your behalf at
any time. However, if you become incapacitated, this document is null and void.
To solve this problem, you can draft a general and durable power of attorney,
which allows your attorney-in-fact to continue acting on your behalf in the event
of your incapacity. Finally, there is the limited power of attorney, which allows
someone to act on your behalf only under very specific circumstances, such
as giving your attorney-in-fact the authority to sign a specific legal agreement
while you are out of the country.

First, you need to decide which power of attorney is most appropriate for
your circumstances. Then you need to decide whom you would appoint as your
attorney-in-fact. If you are married, a natural choice might be your spouse. But
you should also have at least one successor attorney-in-fact. Note that if you
die, any and all power of attorney documents you have executed become null
and void. You should also redraft this document every four to five years. Many
institutions such as banks are reluctant to accept a power of attorney document
that is older than that. These are powerful legal instruments, and care should
be taken to keep up with who has possession of such documents.
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Living Wills, Advanced Medical Directives, and Health Care Powers
Living wills, advanced medical directives, and health care powers (also re-
ferred to as a durable power of attorney for health care or health care proxy)
are documents that indicate to others the level of care you desire should you
become severely incapacitated. Many states have passed living will legislation
that allows you to sign a document requesting that your life not be maintained
on life support systems. With medical technology as advanced as it is, someone
who is brain-dead can be kept alive for a long time. Some physicians and hospi-
tals are reluctant to take a patient off life support without that person’s express
permission. As you might imagine, it’s difficult to give your approval while you
are in a coma. The result can easily be that all of your life savings and assets
are used to keep you alive. If this is not your intention, then consider signing a
living will.

The living will covers only life support system issues. To give directions
regarding quality-of-life issues, you will need a health care power. With a health
care power, you appoint someone to make medical decisions on your behalf if
you are unable to do so. These kinds of decisions are broad in scope and could
include such directives as discontinuing feeding tubes or refusing operations.

Once you have signed these documents, be sure to let the appropriate people
know that you have done so and where these documents are kept. As with your
power of attorney, these documents should be resigned every four to five years
to indicate that they still represent your wishes.

To download your state’s living will fill-in-the blank form, go to the Resource
Center at www.welchgroup.com; then click on ‘Links’; then click on “Living Wills
- State by State.”

Letter of Instruction
Although it is not a legal document, a letter of instruction is an important part
of your estate plan. Its purpose is to make life easier for the loved ones you leave
behind. Important elements of your letter of instruction include the following:

• Instructions and contact list. The list of people to contact typically includes
your professional advisors, such as your attorney or financial advisor, but it
could also include lifelong friends and relatives you wish to be contacted.
Use Worksheet 7.1 as an attachment to the letter to help you list your
professional advisors and others you wish to be contacted.

• Location of important documents. Sadly, family members often have to
search, sometimes in vain, for important papers and documents requested
by various entities and government agencies soon after the death of a family
member. By completing this checklist now, you can save your family untold
hours of searching and anxiety. It will assist them in locating papers and
items you probably had no idea they needed. You may need to contact some
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WORKSHEET 7.1 Letter of Instruction, Attachment A: Persons to Be Notified at Your Death

Provide the following details for each person to be notified at your death.

Relationship codes: Use these to identify each person. Include all codes that apply. For
example, if the same individual provides the client with legal, tax, and accounting
advice, then enter 3,4, and 5.

1 Friend 6 Banking advisor
2 Relative 7 Investment advisor
3 Legal advisor 8 Insurance advisor
4 Tax advisor 9 Financial advisor
5 Accounting advisor 10 Other
For relationship codes 7 and 8, use the following letter codes to provide more detail
about the type of advice offered. For example, if the same insurance agent provides you
with life and health coverage, then enter I and J as the insurance codes for the advisor.

Investment Codes Insurance Codes

A Stocks E Options I Life L Property & Casualty
B Bonds F Real Estate J Health M All Coverage’s
C Mutual Funds G General K Disability
D Commodities H Other

Name Firm Address Telephone Relationship Codes

1.

2.

3.

4.

5.

6.

8.

9.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.
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government offices to locate some items, and you may need to make lists
of other assets. Include a list that gives the location of all your important
documents, papers, insurance policies, and the like. Go ahead—make the
lives of your loved ones easier. They’ll say a special prayer for you. To assist
you in completing this task, use Worksheet 7.2.

• Funeral instructions. Although the idea of planning your own funeral may
be distasteful, it will save your family time, money, and heartache. Funerals
can be quite expensive, and your grieving family may not be in the best
frame of mind to make appropriate decisions. By taking the time to convey
your wishes now, you will provide your loved ones with invaluable help at
what is often a stressful time in their lives. Use Worksheet 7.3 to assist you
with this matter.

• Personal messages. The letter of instruction is a perfect place to leave
messages of a personal nature to your family members.

Working with Your Attorney
When it comes to estate planning, attorneys are worth their weight in gold.
Speaking of gold, attorneys can be expensive! What they have to sell is their
time and expertise. The more organized you are before you meet with them, the
smaller your bill will be. In fact, being prepared can save you a lot of money. To
prepare for your first meeting you should prepare or bring the following:

• Copies and original(s) of your current wills.

• A complete list of your assets and liabilities. You should have developed this
list in Chapter 3. Use Worksheet 3.3. Do not rely on your memory regarding
whose name your property is in. You should confirm this by checking the
actual titles.

• All of your life insurance policies. For group life insurance, bring the
certificate if available. Be sure to confirm the beneficiary and owner of
each policy.

• For your real estate, bring your deed(s). In some cases the deeds need to
be transferred to another person, such as your spouse, in order to equalize
your estates and reduce taxes.

• Copies of all notes and mortgages that you owe or that are owed to you.

• Copies of any trust agreements in which you are a grantor or beneficiary
or in which you have a power of appointment.

• Employee benefits summary, including retirement plans, employee death
benefits, stock purchase plans, deferred compensation agreements, and
incentive stock options.

• Information regarding any business interest you have.
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WORKSHEET 7.2 Letter of Instruction, Attachment B: Essential Document Locator
Date

We will list four possible locations. Each asset should be (or should be placed) in
one of these areas. Some areas have more than one location. For example, if your
will is at your home in your safe, you would circle "B" and write "1." Be sure to note
each location of an item if there is more than one.

Locations

A. Safe deposit box located at Bank, box#

B. Residence: (1) Safe (2) File Cabinet (3) Desk

(4) Other:

C. Business office: (1) Safe (2) File Cabinet (3) Desk

(4) Other:

D. Personal handbook, which is located

E. With attorney: Name Phone

F. Other:

G. I do not have one of these.

Bank Records
List of all savings/checking

accounts
A B C D E F G

Bank statements A B C D E F G
Cancelled checks A B C D E F G
Checkbooks A B C D E F G
Certificates of deposit A B C D E F G
Savings passbooks A B C D E F G

Insurance Policies
Property and casualty A B C D E F G
Health A B C D E F G
Life, individual A B C D E F G
Life, group A B C D E F G
Other insurances A B C D E F G
Other death benefits A B C D E F G

Investments
Bonds and list of bonds owned A B C D E F G
Brokerage account records A B C D E F G
Mutual fund records A B C D E F G
Partnership agreements A B C D E F G
List of partnerships A B C D E F G
Record of securities A B C D E F G
Stock certificates A B C D E F G
Stock option plans A B C D E F G
T-bills A B C D E F G

Children’s Assets
Savings accounts A B C D E F G
Brokerage accounts A B C D E F G
Mutual fund records A B C D E F G
Prepaid college records A B C D E F G
Trust/custodial account records A B C D E F G
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WORKSHEET 7.2 (Continued)

Real Estate
Titles and deeds A B C D E F G
Title Insurance policies A B C D E F G
Mortgages and notes A B C D E F G
Termite bond A B C D E F G
Rental property records A B C D E F G

Retirement plans
Annuity contracts A B C D E F G
Corporate plans A B C D E F G
IRA documents A B C D E F G
401 (k) plans A B C D E F G
Pension/profit sharing plans A B C D E F G
Other: A B C D E F G
Beneficiary designations A B C D E F G

Other important records
Wills A B C D E F G
Trust documents A B C D E F G
Auto ownership records A B C D E F G
Other vehicle ownership records A B C D E F G
Safe combinations A B C D E F G
Safety deposit box key A B C D E F G
Passports A B C D E F G
Birth certificates A B C D E F G
Adoption papers A B C D E F G
Marriage certificate A B C D E F G
Divorce/Separation papers A B C D E F G
Military discharge papers A B C D E F G
Tax returns A B C D E F G
Names/addresses of family/friends A B C D E F G
List of professional/fraternal orgs A B C D E F G
List of credit cards w/addr/tel.nos. A B C D E F G
Other: A B C D E F G

• Copy of your most recent federal and state income tax returns.

• Location and list of general contents of your safe deposit box.

• Lists of advisors with whom you currently work (see Worksheet 7.1).

Next you will want to compile the personal information that your attorney
will need about you and your family members:

• For you, your children, and anyone who is a potential beneficiary under
your will, list full name, date of birth, and Social Security number. You
should let your attorney know whether any of your children are adopted.

• List any prior marriages and any children by a prior marriage. Include
any support payments for which you are obligated or of which you are the
recipient.
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WORKSHEET 7.3 Letter of Instruction, Attachment C: Last Wishes and Memorial Planning

Funeral home desired (name, address, phone):

Have funeral arrangements been prearranged?

Yes No With whom?

Name, number, and location of cemetery plot (if one is owned):

Do you wish to be cremated?

Yes No

Notify: Phone:

Are you donating your body or any organs to medical science? Yes No

Institution to be notified:

Instructions concerning the funeral service (open/closed casket, songs, type of burial):

Donations in your memory should be sent to what organizations?

Clergy to officiate:

Name: Phone:

Casket bearers:

Name: Phone:

Name: Phone:

Name: Phone:

Name: Phone:

Name: Phone:

Name: Phone:
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• Describe any health issues regarding you or your family members. For
example, if your child is physically or mentally challenged, the attorney
will want to discuss possible special trust arrangements to care for that
child should you die prematurely.

• Provide any appropriate information regarding your parents. Do you expect
to ever be required to provide financial support? What do you expect to
inherit from them?

The balance of the information your attorney will need relates to the key
provisions you want to include in your will. This is the section over which most
people waste a lot of their attorney’s time (and their money!) belaboring who
gets the money and who gets the kids. Impress your attorney by resolving these
issues ahead of time. If your attorney brings up an issue you cannot resolve
immediately, make a note and move on to the next issue. Resolve the issue at
home, and then give your attorney a call or send an email. Remember, attorneys
often charge $150 to $900 per hour!

We have discussed many of the key will provisions earlier in this chapter,
so you should already have had a chance to give them some thought. Here’s a
rundown:

• Personal property. Whom do you want your items of personal property to
go to? If you are married, most often the personal property is left outright
to your spouse.

• General bequests. You can leave specific personal items, money, or real
property to someone through a general bequest.

• Disinheritances. If there is someone you intend to disinherit, be sure to
let your attorney know.

• Your residence(s). The home often passes by title. Remember joint tenants
with right of survivorship? If you own your home, you need to decide whom
you want to leave it to. If you are married, your spouse may be the obvious
choice.

• Residue. Residue refers to what’s left after giving away your personal
property and home. Whom do you want the residue to go to? Do you want
that person to receive it outright, or do you feel that he or she should
receive it in trust?

• Executors or personal representatives. The personal representative is
the person responsible for settling your estate. In addition to choosing a
personal representative, you will also need at least one and preferably two
successors.

• Trustees. The trustee(s) will manage your assets for your beneficiaries.
Again, you should have one or two successors, and the final choice should
be a corporate trustee. You should include language that allows the
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beneficiaries of your trust to replace a corporate trustee with another
corporate trustee. This provides a procedure for your beneficiaries to find
a trustee with whom they are compatible.

• Guardians. For minor children, you will need to name guardians for their
care. This can be one of the most difficult decisions that couples make. Be
sure to name as many successor guardians as you think appropriate (the
more, the better). Remember, the guardian who will raise your children
does not have to be the same person who will manage your assets for the
benefit of your children. And in many cases, it’s best that the guardian not
be the trustee. You should decide this before you meet with your attorney.

• Trusts. Your attorney will discuss with you the advisability of setting up
trusts. If you do plan to have a trust for your children, you should decide
how you want the trust income to be distributed, whether you want to
empower your trustee with the right to make principal distributions, and
under what circumstances and at what age(s) you want the trust dissolved.

• Charitable donations. Do you want to leave any of your estate to charities,
religious organizations, or educational institutions? If so, let your attorney
know so that he or she can suggest the most advantageous strategies (see
Chapter 12).

Before you begin working with an attorney, you should discuss fees. Most
attorneys charge an hourly rate, although some prefer a set fee arrangement.
Those who charge hourly should be able to give you a reasonable estimate of
what your fee will be. Avoid attorneys who do not produce itemized bills. Such
attorneys are likely to be disorganized, and when they have to remember how
much time they have on your case, you could end up being overcharged. Once
the attorney gives you an estimate of your fee, require him or her to notify you
immediately if it appears that your actual fee will exceed the estimate. You
should request fee estimates in writing.

When to Review Your Estate Plan
Life has a way of changing rapidly, causing yesterday’s well-devised estate plan
to become outdated. When any of the following events occur in your life, you
should review your plan immediately.

• Marriages. If you marry, you will need to change your will, among other
things. The marriage of your children might also cause you to consider
changes.

• Births. If you have a child, you should review your will and other documents.
Most wills provide that all children are automatically included whether or
not they are specifically named in the will. For sentimental reasons, many
parents want each child listed by name. Some situations—such as a child
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with special needs—may call for unique attention. Also, the birth of a
grandchild may cause you to make additional provisions in your plan.
You may want to make a general bequest to pay for a prefunded college
education plan.

• Divorces. If you get divorced, you will need to rewrite your will. Virtually
all states nullify an ex-spouse’s rights under a will. But there are many
other considerations, including removal of your ex-spouse as executor and
trustee, as well as removing your ex-spouse as the beneficiary of your life
insurance, retirement plans, and other employee benefit plans.

• Inheritances. If you or a family member inherits a large sum of money, you
may want to change your plan.

• Deaths. If a spouse or child dies, you need to review and consider changing
your plan. You will need to do likewise if someone designated as executor,
guardian, or trustee dies.

• Career changes. A simple change of career may necessitate changes to
your plan. For example, your new job may offer substantially more or less
life insurance. If you have business interests that change significantly, your
plan should again be reviewed.

• Moves out of state. As we have discussed before, the laws of different states
can vary widely, resulting in undesirable interpretations of your will.

• Changes to the tax law. Congress seems compelled to make significant
changes in the law every couple of years. This often results not in better
laws but busier lawyers, accountants, and financial advisors. For example,
in 1913, the income tax law was a total of 14 pages. Today, the law has
expanded to more than 10,000 pages including more than 16,000 changes
in code subsections over the past 28 years! Is it any wonder that taxpayers
are confused and frustrated?

• Changes in estate values. If the value of your estate rises or falls signifi-
cantly, you should review your estate plan. It is a good idea to update your
estate net worth statement every year (see Chapter 3).

These are just some of the major events that should prompt you to review
your estate plan. Even if you feel your facts have not changed at all, you should
review your estate plan every three to five years at the very least. If you do
decide that changes are appropriate, then you have two choices. For relatively
minor changes, you can have your attorney draw a codicil to your existing will.
A codicil is, in effect, an amendment to a specific section or item in your will.
The codicil must be witnessed using the same procedure as your will was. Your
other alternative is to rewrite your entire will. Although this may seem to be
an unnecessary complication, many attorneys prefer this method because it
reduces the chance of overlooking conflicting language and instructions in your
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will. You can imagine the potential for trouble if over the years you add several
codicils. Often your attorney will maintain a copy of your will in his or her word
processor so that the cost of redoing it is not significantly different from drawing
a codicil. If you do rewrite your will, be sure to destroy your old original(s) and
all copies.

Tip

If you have adult children, be sure that they have executed appropriate wills. If
an adult child dies without a will, the surviving parent(s) will often be drawn
into the complications of the situation because of inheriting property under
intestate laws or simply by virtue of needing to help straighten the mess out.
They should also have a durable power of attorney (for incapacity) and consider
a living will or advance directive for health care.

In this chapter you have learned how important it is to understand the impact
of your decisions about the disposal of your property and assets upon your death.
We have discussed the need for carefully planning how you want to own property
and to whom you want to leave it. You should also remember that writing a will
is not a once-in-a-lifetime event. Rather, you should review your will every three
to five years or more frequently if major life events have occurred.

In the next chapter you will learn about the various types of trusts that can
be used to protect your property and help you leave it in the most practical ways
from an estate and tax viewpoint.
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CHAPTER 8

Using Trusts in
Your Estate Plan

In Chapter 7, we reviewed the key elements that should be considered in
all wills. At what point should you consider more complex estate planning?

Additional planning is appropriate if you feel it is desirable to maintain some
control over your property after you die. In this situation, establishing one or
more trusts under your will may be advisable. Also, if you are married and the
total of your and your spouse’s estates (including life insurance death benefits)
exceeds the applicable exclusion amount, you need to consider a more complex
will. As you recall from the last chapter, two important tax strategies may be
available to you.

The first strategy, available only if you are married to a U.S. citizen, is called
the unlimited marital deduction (or, simply, the marital deduction). Under
federal tax laws, you may give an unlimited amount of assets to your spouse
without incurring gift or estate taxes. These gifts can be made during your
lifetime or at your death. This means that Bill Gates, reportedly the richest
person in the world, could give or leave his entire fortune to his wife and she
would not owe a dime of federal estate taxes. However, when she dies, taxes
would be due. We discuss strategies associated with the marital deduction later
in this chapter.

The second strategy relates to the applicable exclusion amount. The rules
here changed dramatically with the passage of Tax Relief Act–2001. This section
of the law allows you to give a certain amount of your assets to someone other
than your spouse, either during your lifetime or at your death, free of federal

105
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gift or estate taxes. This “other” amount can be a trust called the credit shelter
trust.

The Credit Shelter Trust Will
The purpose of the credit shelter trust will is to take advantage of the applicable
exclusion amount and thus reduce the estate taxes that will be due when you
and your spouse both have died. Your credit shelter trust will can be set up for
the specific purpose of benefiting your spouse and/or anyone else you desire.
For example, for 2010 (assuming congress extends the 2009 exemption amount
of $3,500,000), you could avoid federal estate taxes on up to $3,500,000 by
placing that amount in your credit shelter trust as directed by your will. (See
Chapter 3, Table 3.1). Both you and your spouse can each use this exclusion, so
if you plan well, the two of you could have combined estates of up to $7,000,000
in 2010 and owe no federal estate taxes. The applicable gift tax exclusion
amount is $1,000,000. Oddly, the 2001 tax law is scheduled to sunset in 2011
and revert back to pre-Tax Relief Act–2001 tax law for estate ($1,000,000) and
gift ($1,000,000) taxes unless legislation is enacted prior to that time, which is
what we anticipate. As a result, this is partially a use-it-or-lose-it proposition, so
it’s important to plan appropriately. A case study that shows both an ineffective
plan and an effective plan is presented in the following section.

Case Study
It is the year 2010. Frank and Sally are married and have one child, Jan. Their
combined estates equal $7,000,000. They remember from an estate-planning
seminar they attended that joint property is bad and that they should equalize
their assets as much as possible. They have divided their assets so that they
each own $3,500,000 in their separate names. They currently have simple wills
in which they leave all their assets to each other upon their death. Their current
tax situation is as follows:

Ineffective Estate Plan
Frank Has a Simple Will and Dies Leaving an Estate

of $3,500,000 Outright to Sally1

Frank’s gross estate $3,500,000
Less unlimited marital deduction −$3,500,000
Taxable estate $0
Estate tax at Frank’s death $0
Assets passing to Sally $3,500,000

Sally’s Gross Estate:
Sally’s separate estate $3,500,000
Received from Frank’s estate +$3,500,000

$7,000,000
1Results may change dramatically post-2009 depending on several legislative factors.
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Tentative Tax Calculation at Sally’s Death

Federal tax on $7,000,000 (per Table 3.2) $3,030,800
Less unified credit (per Table 3.3) −$1,455,800
Estate tax at Sally’s death $1,575,000
Net estate available for heirs $5,425,000

Although $5,425,000 is a large sum of money, consider using a credit shelter trust
will, as follows.

Effective Estate Plan
Frank Has a Credit Shelter Trust Will and Dies in 2010

with an Estate of $3,500,0001

Frank’s gross estate $3,500,000
Assets passing directly to Sally −$0
Assets passing to credit shelter trust −$3,500,000
Taxable estate $3,500,000
Estate tax $1,455,800
Less unified credit −$1,455,800
Net tax at Frank’s death $0
Sally’s own separate estate $3,500,000
Frank’s assets passing directly to Sally $0
Sally’s gross estate $3,500,000
Less unlimited marital deduction −$0
Sally’s taxable estate $3,500,000
Tentative tax calculation on Sally’s death $1,455,800
Less unified credit −$1,455,800
Estate tax at Sally’s death $0
Net estate available to heirs $7,000,000

1Results may change dramatically post-2009 depending on several legislative factors.

By utilizing a credit shelter trust will, we were able to eliminate Frank and
Sally’s federal estate taxes and preserve the maximum amount of assets for
their daughter Jan saving some $1,575,000. For a graphic description of the
simple will versus the credit shelter trust will, see Figures 8.1 and 8.2. It is
important to note that if new tax legislation is not enacted after the publication
of this book, the results of these examples may differ dramatically in 2010
when the estate tax is scheduled to be temporarily repealed, and 2011 when
the applicable exclusion amount is reduced to $1,000,000. Rarely are the facts
this straightforward, however. Usually, you must shift assets from one spouse to
another. Some assets are easy to move, and other assets may be impossible to
move. However, if done correctly, you can achieve dramatic tax savings. You can
also meet other goals including providing professional management of assets
and protecting your assets from the potential future creditors of your surviving
spouse. Note that the credit shelter trust will often is structured to provide your
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Phase I: Frank Dies in 20101

Phase II: Sally Inherits, Then Dies Later in 2010

Phase III: Taxes Imposed
on Sally’s Estate

Phase IV: Jan Inherits

Frank’s estate
$3,500,000

Tax
Funnel

$7,000,000
Sally’s total estate

$5,425,000
Jan inherits after taxes

$1,575,000
Estate tax due

All passes to Sally without taxes
due to unlimited marital deduction

$3,500,000
Sally inherits from Frank

$3,500,000
Sally’s separate estate

1Results may change dramatically post-2009 depending on several legislative factors.

FIGURE 8.1 Simple Will

surviving spouse with all the income from the trust as well as the principal for
certain specific reasons. Legally, these reasons are referred to as ascertainable
standards and include distributions for health, maintenance, education, and
support. This definition is sufficiently broad to cover most reasonable requests
for additional money. In addition, the law permits what is referred to as the “five
and five power.” If you choose to include this language in your trust it would
permit your spouse to take a distribution from the trust each year equal to five
percent of its total value or $5,000, whichever is greater. Your surviving spouse
can also serve as the trustee or cotrustee of the trust.

In working with clients, we sometimes recommend a provision that we call
the remarriage provision. Some clients are primarily concerned with their
surviving spouse’s income needs only as long as he or she remains unmarried.
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Tax
Funnel

Phase I: Frank Dies in 20101

Phase II: Sally Dies Later in 2010

Phase III: Jan Inherits

Perfect Planning. Frank and Sally have saved $1,575,000 in Federal estate taxes.

Frank’s estate
$3,500,000

Bypasses Sally’s estate
and is not subject to

estate taxes at her death

$7,000,000
Jan inherits

Credit shelter trust (CST)
$3,500,000 goes to CST, which provides
income and (if needed) principal to Sally

$0 because there is no
tax on the first $3,500,000

$3,500,000
Sally’s separate estate

$3,500,000 $3,500,000

1Results may change dramatically post-2009 depending on several legislative factors.

FIGURE 8.2 Credit Shelter Trust Will

If the surviving spouse remarries, the clients would prefer that the assets from
their credit shelter trust benefit their children or some other beneficiary. To
resolve this issue, a provision is included that states that if the surviving spouse
remarries, his or her benefits under the credit shelter trust shall cease. Several
years ago, we observed an interesting twist involving this remarriage provision.
In this particular case, the surviving spouse remarried, thus forfeiting her
interest in her deceased husband’s credit shelter trust. Her second marriage
failed within two months. Instead of getting a divorce, she got an annulment,
which in effect revived her status as a surviving spouse, as well as her interest
in the credit shelter trust.

Another provision to consider as part of your credit shelter trust will is the
income sprinkling provision. This provision allows the trustee to pay trust
income to trust beneficiaries other than the surviving spouse, typically the
children. Often, the assets left to the surviving spouse outside of the credit
shelter trust, when added to the surviving spouse’s own assets, are expected
to be more than sufficient for his or her lifestyle needs. In these cases, if you
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require the credit shelter trust to pay the surviving spouse all of the trust income,
you will effectively increase the estate taxes paid by the surviving spouse’s estate
and reduce the inheritance received by your heirs. This is because your surviving
spouse, not needing the trust income, will stack it up in his or her estate, and
it will only be taxed later. Not only is the income taxed, but the growth on the
income is taxed as well. This sprinkling provision can be an effective tool that
allows your trustee to distribute income to your family members who have the
greatest needs. Note that if this sprinkling provision is used, your spouse can be
a cotrustee but cannot be a sole trustee.

Disclaimers
A disclaimer is the refusal to accept property that has been given to you either
by gift or through someone’s will. It may sound strange that anyone would
refuse an inheritance, but there can be very good reasons for doing so. The most
typical reason is to avoid or at least postpone estate taxes. Let’s say that you
are single and in your will you leave all your estate to your sister if she survives
you, otherwise you leave everything to her children. When you die, your sister is
elderly and has a large estate of her own. She has no need for your money, so if
she does receive it, it will be added to her estate and taxed at her death. Instead,
she disclaims it. In the eyes of the law it is as if she has predeceased you, which
means that under the terms of your will, it passes to her children. It will be
a long time before they are likely to have to pay estate taxes on your money.
Note that disclaimers are not all-or-nothing. Your sister could have disclaimed
only a portion of your estate. She could even have disclaimed specific items
of your estate. A disclaimer is often used in conjunction with a credit shelter
trust and is called a disclaimer credit shelter trust will (or simply a disclaimer
trust will). Essentially, a disclaimer credit shelter trust will is a simple will that
allows the surviving heir(s) the option to convert to a trust-type will in order to
reduce future estate taxes.

We revisit our first example with Frank, Sally, and Jan. Suppose that when
Frank and Sally first wrote their wills, they had a much smaller estate. They
were, however, optimistic about their financial future, and they wanted their will
to reflect that optimism. To accommodate them, their attorney prepared their
will with disclaimers in mind. Frank’s will was set up so that if Sally disclaimed
any portion, that portion would go into a credit shelter trust that was set up to
provide Sally with income (and principal for certain reasons). Sally now has the
option of sending money to the disclaimer credit shelter trust or receiving the
money outright. This strategy allows her to do postmortem planning. If it is tax
beneficial to do so, she disclaims the appropriate amount of money to a trust
that is set up to benefit her. Graphically, the disclaimer credit shelter trust will
is depicted in Figure 8.3.

Certain criteria must be met for the disclaimed property to bypass the dis-
claiming heir’s estate for estate tax purposes. First, the disclaimer must be
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Tax
Funnel

Phase I: Frank Dies in 20101

Optional

Phase II: Sally Dies Later in 2010

Phase III: Jan Inherits

Frank’s estate
$3,500,000

Bypasses Sally’s estate
and is not subject to

estate taxes at her death

$7,000,000
Jan inherits

Disclaimer trust
Sally elects to disclaim $3,500,000 to
this trust, which is set up to benefit her

$0 because there is no
tax on the first $3,500,000

$3,500,000
Sally’s separate estate

$3,500,000 $3,500,000

Sally

1Results may change dramatically post-2009 depending on several legislative factors.

FIGURE 8.3 Simple Will with Disclaimer Credit Shelter Trust Option

irrevocable and unqualified. Second, it must be in writing. Third, you must not
have accepted any interest in or received any benefit from the disclaimed prop-
erty. Fourth, you must disclaim the property within nine months from the time
you were eligible to receive it. Finally, you must have no say as to whom the
disclaimed property goes.

Marital Trusts
Marital trusts will generally fall into one of three types: the general power of
appointment trust, the qualified terminable interest property (QTIP) trust,
and the qualified domestic trust (QDOT). The purpose of each is to allow you
to exercise some control over how your assets will be handled after your death.
Which trust you choose will depend on the degree of control you wish to exercise.

General Power of Appointment Trust
There may be situations in which it is not desirable to leave assets outright
to your spouse. For example, if your spouse has little experience in managing
money, you may want to remove that burden from him or her by establishing a
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trust run by a professional money manager. The general power of appointment
trust allows you to place certain controls on the assets that you leave to your
spouse while continuing to qualify those assets for the unlimited marital deduc-
tion. For this trust to qualify for the unlimited marital deduction and therefore
not be taxed at your death, your spouse must receive all the income from the
trust at least annually. Also, as the name implies, your spouse must be given a
general power of appointment that allows him or her to determine which per-
son(s) or organization(s) receives the trust property at his or her death. Other
than these two requirements, the trust can be very flexible or very restrictive.
You can give your spouse the power to terminate the trust, although most trusts
of this type are irrevocable. You can give the trustee the power to distribute
principal at his or her discretion. This makes certain that there will be access
to trust principal for appropriate needs. At the opposite end of the spectrum,
you can structure the trust so that your spouse receives only the income during
his or her lifetime. The trust can even provide that your spouse receives no
income during his or her lifetime if the trust is payable to the spouse’s estate
at death. As with the credit shelter trust and disclaimer trust, you can appoint
your spouse as the trustee, the cotrustee, or you can have someone else serve
as trustee. Often the general power of appointment trust is used in conjunction
with the credit shelter trust and graphically looks as depicted in Figure 8.4.

Notice that the use of the marital trust does not affect estate taxes. At your
spouse’s death, all the assets in the marital trust plus any of your spouse’s
separate property will be included in his or her estate for federal estate tax
purposes. A disadvantage of the general power of appointment trust is that
it is your spouse, not you, who determines who will eventually receive your
property. If you would like to place more restrictions on the assets you leave
your spouse, consider the benefits of the Qualified Terminable Interest Property
Trust (QTIP) trust.

The Qualified Terminable Interest Property Trust
Under a QTIP trust, you decide who will ultimately receive your property at
your spouse’s death. This determination is specifically indicated in your will.
As with the general power of appointment trust, to qualify for the marital
deduction, your spouse must receive all the income from the trust at least
annually. People often use QTIP trusts in cases of second marriages. Consider
this example: Thomas and Rebecca recently married. They both have children
from prior marriages and both have brought assets into the marriage. Thomas’
total estate is $4,500,000, and Rebecca’s assets total $800,000. Their goals are
twofold. When the first of them dies, they would like their assets to be available
as a source of income for the surviving spouse during that spouse’s lifetime.
At that spouse’s death, they want to make certain that their assets go to their
children. Their attorney recommends a QTIP trust. Under the provisions of the



P1: OTA/XYZ P2: ABC
c08 JWBT147-Welch November 18, 2009 15:26 Printer Name: Courier Westford

MARITAL TRUSTS 113

Tax
Funnel

Phase I: Frank Dies in 20101

Phase II: Sally Dies Later in 2010

Phase III: Jan Inherits

Bypasses Sally’s estate
and is not subject to

estate taxes at her death

$7,000,000
Jan inherits

$0 because there is no
tax on the first $3,500,000

Frank’s estate
$7,000,000

$3,500,000 $3,500,000

$3,500,000 credit shelter trust
to benefit Sally

(Frank’s will determines who the
ultimate beneficiary will be)

$3,500,000 general power of
appointment trust to benefit Sally

(Sally decides who the
ultimate beneficiary will be)

Sally

1Results may change dramatically post-2009 depending on several legislative factors.

FIGURE 8.4 Two-Trust Will Utilizing a General Power of Appointment Trust
and a Credit Shelter Trust

QTIP trust, if Thomas dies first, his assets would go into the trust and pay
Rebecca all the income as long as she lives. Because Rebecca is receiving all
the income, Thomas’ property passing into the trust qualifies for the unlimited
marital deduction and thereby avoids taxation at his death. The trust does not
give Rebecca a general power of appointment and states that at her death the
trust assets go to his children. Rebecca’s will is a mirror of Thomas’ will. As a
result of this planning, both of their goals have been met. The surviving spouse
has the income from the deceased spouse’s estate, and the deceased spouse is
certain that his or her estate eventually passes to his or her children.

The QTIP trust is an important planning technique. Think of what might
happen without the QTIP trust. Thomas dies and leaves all of his assets to
Rebecca with the presumption that she will take care of his children. Rebecca
remarries and over time loses touch with Thomas’ children. Her will already
leaves all of her property to her children. When Rebecca dies, Thomas’ children
receive nothing. Alternatively, if Thomas dies without a will, the laws of intestacy
in his state of residence direct that one-half of his property passes to Rebecca
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Tax
Funnel

Phase I: Thomas Dies in 20101

Phase II: Rebecca Dies
                Later in 2010

Income Income

Phase III: Inheritance

$800,000
Rebecca’s separate estate

$0 estate taxes
paid to the 

Federal government

Thomas’ estate
$4,500,000

Thomas’ children
inherit $4,500,000

Rebecca’s children
inherit $800,000

$3,500,000 credit shelter trust,
income to Rebecca, principal to
Thomas’ children at Rebecca’s

death or remarriage

$1,000,000 to QTIP trust,
all income to Rebecca,

principal to Thomas’ children
at Rebecca’s death

1Results may change dramatically post-2009 depending on several legislative factors.

FIGURE 8.5 Two-Trust Will Utilizing a QTIP Trust and a Credit Shelter Trust

and the other half passes to his children. Rebecca later leaves her portion to her
children. As with the marital trust, the QTIP trust is often used in conjunction
with the credit shelter trust. Graphically, this planning strategy is depicted in
Figure 8.5.

Figure 8.5 shows that at Rebecca’s death in 2010, the assets from the QTIP
trust ($1,000,000), which will go to Thomas’ children, plus Rebecca’s own
separate assets ($800,000), which will go to her children, are added together
for estate tax purposes. The result is that Rebecca’s estate owes federal estate
taxes. However, if Thomas and Rebecca’s combined estates exceed $7,000,000,
some estate taxes are due at the death of the last to die. Note that a completely
different result would occur in 2010 if congress failed to enact new legislation
that extends the 2009 exemption amount of $3,500,000. Assuming that the estate
tax is not repealed for the year 2010, it is important to consider whether these
taxes will come from Thomas’ assets (the QTIP) or from Rebecca’s assets? The
law provides that any additional taxes caused by a QTIP trust shall be paid
from the QTIP trust unless directed otherwise by the surviving spouse. You need
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to take special care here. Boilerplate language in many wills provides that all
estate taxes are to be paid from the residuary estate. This oversight could result
in all estate taxes of Rebecca’s estate being paid from her children’s share. To
resolve this problem, both Thomas and Rebecca should have provisions in their
wills requiring that any taxes caused by a QTIP trust will be paid from the QTIP
trust assets.

Qualified Domestic Trust (QDOT)
If your spouse is not a U.S. citizen, you are not eligible for the unlimited marital
deduction. (Congress reasoned that a non-U.S. citizen spouse might leave the
United States in order to avoid U.S. taxes.) Currently, the maximum that you
can transfer to a non-U.S. citizen spouse free of gift tax is $133,000 in 2010
(as indexed for inflation). In order to resolve this potentially unfair treatment,
Congress passed a law allowing an unlimited marital deduction for property
that is transferred to a QDOT. Requirements of a QDOT include the following:

• All income from the trust must be paid to the surviving spouse at least
annually.

• The trust must be irrevocable.

• Certain IRS regulations must be included in the trust agreement that have
the effect of ensuring that trust assets will not escape U.S. taxes.

• Generally, at least one of your trustees must be either a U.S. citizen or a U.S.
corporation at all times. Be sure that your trust document has language
that assures this result.

Certain foreign countries do not recognize either trusts or noncitizen trustees
that, in effect, would prohibit you from establishing a QDOT. To address this
problem, Congress has provided for the Treasury Department to make exceptions
under certain conditions. If this is the case for you, consult with an attorney
that specializes in such matters.

Spendthrift Trust
A spendthrift trust, originally intended as a way to protect people who tend to
squander their money, is appropriate under numerous circumstances. Essen-
tially, this trust provides the trustee with very strict guidelines as to how much
and under what conditions money can be distributed to your beneficiary(s).
The language in the trust forbids using the trust assets or the trust income as
collateral or pledge for any type of loan. If a lender accepts any interest in the
trust as a pledge, that pledge is not valid even if the loan is provable. The trustee
can simply refuse to disperse funds to the creditor, and the creditor will have no
recourse against the trust or trustee. Spendthrift trusts are normally set up for
the lifetime of the beneficiary(s). Another circumstance where a spendthrift



P1: OTA/XYZ P2: ABC
c08 JWBT147-Welch November 18, 2009 15:26 Printer Name: Courier Westford

116 USING TRUSTS IN YOUR ESTATE PLAN

trust can prove useful is where a beneficiary, due to his or her profession, is a
likely candidate for a lawsuit. The classic examples would include the doctor
or commercial building contractor. Say your daughter is a physician and is con-
cerned about being subject to a large malpractice judgment. Instead of giving
your daughter her inheritance outright, you give it to her by way of a spendthrift
trust. By doing so, those assets will be protected from many creditors in most
states. However, in most states, it is not possible for you to receive this creditor
protection by placing your own assets in a spendthrift trust. A spendthrift trust
is also appropriate if you have a beneficiary who is incompetent.

Standby Trust
If you were to become incompetent because of an accident or sickness, who
would handle your financial affairs on your behalf? Would you want them to have
specific instructions? If you don’t know the answer to the first question, and/or
you answer “yes” to the second question, then you might want to consider a
standby trust (sometimes referred to as an unfunded revocable trust or living
trust). This trust will state who your trustee will be and outline instructions for
how trust assets are to be handled. The trust would remain unfunded until there
is a triggering event, such as your incompetency. Your standby trust will be
used in conjunction with a durable power of attorney that has specific language
allowing your assets to be transferred to your trust under the conditions that
you specify.

Other Trusts
With the exception of the standby trust just discussed, all the trusts that we have
reviewed in this chapter have been testamentary trusts. That is, they are trusts
that you created under your will. Inter vivos trusts are trusts that you create
during your lifetime and can also be an important part of your estate planning
arsenal. They include the revocable living trust, the irrevocable insurance trust,
the 2503(c) trust—which is sometimes referred to as the qualified minors
trust—and various charitable trusts. In Chapter 9, we discuss the details of
the revocable living trust. Charitable trusts are covered in Chapter 12. The
irrevocable insurance trusts are covered in Chapter 10, and the 2503(c) trust is
discussed in Chapter 11.
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CHAPTER 9

Understanding
the Living Trust

As its name implies, a living trust is one that you establish during your lifetime.
The trust can be irrevocable, but the term usually refers to a revocable trust.

Living trusts are sometimes touted as the worry-free estate planning vehicle.
This is typically not the case; however, the living trust can be an excellent estate
planning device in the right circumstances.

In the typical living trust, you set up the trust and make yourself the trustee.
You then retitle your property in the name of the trust. Once this is completed,
you manage your property as you always have, with one or two key exceptions.
One of the key ingredients in the living trust is that you will name a successor
trustee in the event of your death or incompetence. This explains why people
often think of the living trust as a substitute for a will. This is only partially true.
As you will find out, there are both significant advantages and disadvantages
of the living trust. By examining them fully, you will be in a better position to
determine if a living trust is appropriate for you.

Advantages of Living Trusts
• The most often-cited reason for setting up a living trust is to avoid the

probate process. As we discussed in Chapter 6, probate in some states
can be an expensive and time-consuming process. Any property that you
transfer to your living trust will avoid the probate process altogether. This
means you avoid some expenses and lengthy delays as they relates to the
property owned by the living trust. Some opponents of living trusts suggest

117
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that these advantages are overstated because probate is not expensive in
many states. However, even without costs, the issue of time delays can
be significant. Even the simplest of estates may take at least six months
to settle.

• Because property placed in a living trust is not subject to probate, your
records are not made public. If you prefer to keep your financial matters
out of the public eye, a living trust is an excellent tool.

• As we have mentioned, at your death, there are minimal time delays
incurred in transferring assets to heirs. The assets are already in your trust,
and the only thing that changes is your trustee. The trustee is someone
whom you have selected.

• Should you become incompetent due to an accident or illness, your living
trust can provide for a quick transfer of management of your assets. In
these circumstances, without a living trust or at least a durable power of
attorney, the courts would appoint a conservator to manage your property
for your benefit. This takes time and can be expensive.

• A living trust is simple to establish. Any attorney versed in estate planning
should be able to set up one. There are even do-it-yourself books that take
you step-by-step through the process. However, we highly recommend that
you have a lawyer establish your living trust because of the many complex
issues and provisions involved.

• It is easy to make changes to your living trust. Trusts, unlike wills, gen-
erally do not require much administrative formality in either the initial
setup or amendments. You simply decide what changes you want to make,
write them down, and have two witnesses attest to your signature on the
amendments. Again, it is best to do so with the assistance of an attorney
to make sure the amendment is valid. Some states may require a Notary
Public.

• Another advantage to trusts is that they can be very difficult for anyone
to contest. On the other hand, we have already discussed how easily a
will can be contested. In addition, the Uniform Trust Code gives certain
beneficiaries rights to contest a trust administration, just as they would be
able to contest an estate administration. You should consult your state’s
laws to determine if the Uniform Trust Act has been adopted.

• There is some benefit to consolidating your assets under one management
system. This is especially important if you choose to have someone other
than yourself act as trustee. With a living trust, you have the opportunity
to observe the trustee in action.

• Living trusts have low maintenance costs. A living trust is treated much the
same as outright ownership of property for income tax purposes. If you are
your own trustee, there are not any additional taxes, tax returns, or other



P1: OTA/XYZ P2: ABC
c09 JWBT147-Welch November 3, 2009 21:3 Printer Name: Courier Westford

DISADVANTAGES OF LIVING TRUSTS 119

costs associated with your living trust. Also, using a living trust does not
restrict any of your potential estate tax savings strategies. Every technique
for reducing taxes that we discuss in this book can be used in conjunction
with a living trust.

• If you die and you own real or tangible personal property in more than one
state, chances are your will would have to be probated in each of those
states. A living trust is a perfect solution for this situation. Remember,
the property in your living trust is not subject to probate at all. If your
job causes you to move from state to state, your living trust removes the
necessity of having to draw a new will every time you change your state of
residence.

Disadvantages of Living Trusts
• Opponents of the living trust often cite the cost of drafting the document

and the cost of transferring property into the trust as the main reasons
to avoid them. You actually need to draft two documents: (1) the living
trust and (2) a will. The purpose of the will is to direct any assets that you
failed to place in your living trust to your trust at your death. In addition
to the expense of drawing two documents, you also incur the expenses of
transferring the title to your property into your trust. For example, you
would need to transfer the deed to your home, which would include some
filing fees and possibly attorneys’ fees. Your mortgage company may also
charge a transfer fee if a mortgage is involved. Possible filing fees also apply
to car titles, bank accounts, investment accounts, and so on. Although it
is true that the initial cost of setting up your living trust is likely higher
than the costs of preparing a will, over the long run the costs are likely to
be similar. For example, if you utilize a will for your planning instead of
the living trust, your executor would still incur the expense of transferring
your property to your heirs. In one sense it may be cheaper to pay the cost
while you are living. This is because you are in control, can negotiate fees,
and can do much of the work yourself. As a separate matter, if someone
other than you is the trustee of your living trust, some states may require
that trustee to file an annual income tax return.

• A legitimate disadvantage of the living trust is that some time and effort
must be made to move your property into your trust. You must locate all
your property deeds and titles and write letters to your banks, brokerage
firms, and employee benefits office in order to move all your property into
your trust. In addition, every time you purchase property or open a new
bank account, you must remember to make your trust the owner. Obviously,
if you plan to use the living trust as your basic estate planning device, you
can’t procrastinate, or you may forget to move some property into the trust.
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Remember, at some point someone must do this work. If you don’t do it,
you are leaving it to someone else to do it for you.

• Some states have homestead laws that provide for a reduction of property
taxes on your home. If your living trust, not you, owns your home, depending
on your state’s laws, you may lose the homestead exemption, which will
cause an increase in your property taxes. If you are married, one possi-
ble solution to this problem is to title your home as “joint tenants with
right of survivorship.” However, this form of titling property may increase
estate taxes.

• Current law provides that the first $250,000 ($500,000 for married couples)
of profit from the sale of your home is not subject to capital gains taxes.
Having your living trust own your home will not affect this valuable benefit.

• If you get a divorce, your living trust will not automatically remove your
ex-spouse as a potential beneficiary unless the trust contains provisions
to do so. To remove your spouse, you must amend your trust. In the case
of wills, divorce does automatically remove your ex-spouse as a potential
beneficiary.

How a Living Trust Operates
Trust laws vary from state to state so you should seek the counsel of an ex-
perienced trusts and estates attorney. To set up your living trust, you must go
through much of the same process as you would to draw up a will as described
in Chapter 7. You have to make decisions concerning trustees, guardians, and
when income and principal are to be distributed and under what conditions.
These issues relate to what you want to happen to your property after your
death. Furthermore, you need to decide how you want your trust to operate
during your lifetime. Some of the more important living decisions are included
in the following sections.

Choosing the Trustee
Are you going to be your own trustee during your lifetime, or are you going
to appoint someone else? Most people make themselves the trustee of their
trust. As your own trustee, you are able to operate your trust in much the same
manner as you do now without a trust. The key difference is that you would
have to sign your name as “John Smith, trustee.” Some people prefer to leave
the administrative details of handling their finances to someone else, often a
professional trustee such as a bank trust officer. Taking this route, you choose
a trustee and pay him or her an ongoing fee, and the trustee does as much
administrative work as you request. This may include such tasks as depositing
a monthly check in your checking account, paying your bills, doing your tax
returns, and investing your money. A professional trustee can simplify your life,
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but as you might imagine, he or she can be quite expensive. One major advantage
of hiring a professional trustee during your lifetime is that you get to see how
competent he or she is. If the trustee does not perform satisfactorily, you are
free to seek out someone else before you die.

Revocable versus Irrevocable
Do you want your trust to be revocable or irrevocable? Most people set their
trust up as a revocable trust, which provides for maximum flexibility. With a
revocable trust, you can make changes anytime, move property into and out
of your trust as you desire, or abandon the trust altogether. Reasons for using
an irrevocable trust include providing a level of protection against creditors or
creating tax benefits by removing assets (and the growth of those assets) from
your estate. The creditor protection benefits are very state law specific, and in
most cases under the irrevocable trust, the trust maker must give up all control.

Funded versus Unfunded
With your living trust, you have the option of fully funding your trust, partially
funding your trust, or leaving your trust unfunded until you die or become
incompetent. Some people even leave their trusts unfunded until just before
they die. The idea here is that unless your death comes suddenly, you will have
time to transfer your property when you actually become ill. However, if the
primary goal is to avoid probate, we believe that the best method is to fully fund
your trust at the time that it is established. This may be more trouble initially,
but it will provide you with greater control and certainty of desired results.

One Trust or Two?
If you are married, should you use one trust for both you and your spouse?
In most cases, you and your spouse should each have a separate trust. This is
particularly true if you have reasons to keep property separated, as may be the
case with a second marriage. Remember, the act of placing your property into
your living trust does not eliminate the need for estate tax reduction strategies,
nor does it prohibit you from directing that your property goes to a certain
person(s). In addition, it does not insulate the property from the claims of a
soon to be ex-spouse.

Incompetence Provision
One of the key benefits of the living trust is that it can provide instructions
for your care should you become incompetent due to sickness or accident. You
should include trust language that indicates the level of care you desire and
who your successor trustee will be in the event you become incompetent. In
addition, it is advisable to include a separate durable power of attorney that
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gives someone you trust the power to transfer into your trust property you own
that is not titled in your trust. In your trust agreement, you can be as explicit as
you wish concerning the type and level of care you desire during your disability.
For example, you could specify that you wanted hospice care versus a nursing
home. Or you could designate which nursing home(s) would be acceptable. In
most cases a durable power of attorney would not be this specific.

Wills
A living trust can be a substitute for a will if you transfer all your property
into your trust. In our experience, people are rarely successful in transferring
100 percent of their property into their trust. First of all, certain property,
such as jewelry, clothes, furniture, stamp collections, guns, and other personal
property, is almost impossible to title at all. Secondly, you have what is called
“the forget and procrastination factor.” As you acquire new property, you must
title each asset in the name of your trust. This requires some extra effort, and
you just might not do it. To resolve this potential problem, you need to have a will
in addition to your living trust. This will is often described as a “pour-over” will
because it instructs your personal representative to pour any of your remaining
assets over into your trust. This is not a complex will and should not add much
additional expense to the cost of setting up your living trust. If you have children
who are minors, you list choice(s) for guardian(s) here.

Transferring Property into Your Living Trust
The greatest challenge in setting up your living trust is likely to be transferring
the title to your property to the name of your trust. This task is actually more time-
consuming than it is difficult. However, under certain circumstances, retitling
property in the name of your trust can cause problems. In some states you are
required to file your trust agreement with the court or probate records if you
transfer the title to real estate into a trust. Some transfer agents require a copy
of your trust agreement in order to transfer title of your securities. Your bank
may require a copy of your trust if you put your safe box in the name of your
trust. This is to make sure that you, as the trustee, have the authority to transact
these transfers. You could simply supply these people or institutions with a copy
of your trust document, but one of the main features of your living trust is that it
keeps your financial affairs private. Passing your trust document all over town
hardly meets this objective. There are two effective solutions to this problem.
The first is called an affidavit of trust or certificate of trust, which is a notarized
statement indicating the name of the trust, the names of the trustees, the trust
powers, and pertinent provisions of the trust including revocability, successor
trustees, and signature page. The affidavit of trust provides proof that your trust
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is legitimate and that you have the authority as trustee to transact business on
behalf of your trust.

The second solution to this problem is called a nominee partnership. Some
institutions are more comfortable dealing with partnerships rather than trusts.
A nominee partnership controls rather than owns property. The partners of the
nominee partnership are usually the same as the trustees of your trust. The
idea of a nominee partnership may sound strange, but businesses and financial
institutions have used this method for decades.

Transferring property into your living trust need not be an expensive process.
Let your attorney know that you would like to do as much of the legwork as
possible. Together, you can then divide the work according to who can best
complete each job. Your attorney will also be able to alert you to any potential
tax or other problems. Much of the work assigned to you can then be completed
with the aid of your other advisors such as your banker, investment advisor,
insurance agent, and employee benefits specialist.

Your attorney, however, should review all of the final transfers. You want
to make certain that one professional accepts overall responsibility for the
implementation of your plan. If mistakes are made, this person can be held
accountable. More important, this person can help prevent mistakes. This re-
sponsibility should be spelled out in your engagement letter with your attorney
so that there is no misunderstanding as to the scope of his or her responsibility.
Use the following sample engagement letter for hiring your attorney:

Dear (your attorney’s name),
I enjoyed meeting with you today and look forward to working with you on

establishing and funding my living trust. As per our conversation, you will be
responsible for transferring titles to the following property into my trust:

I will be responsible for transferring title and beneficiaries of all my other
property. Once completed, I am asking that you review all property transfers to
ensure that they have been properly completed.

You have indicated that you expect to have hours in completing this
project and that you expect your total fee to be $ to $ . Please notify me
immediately if it appears that your time or fees will exceed these estimates.

Further, you have indicated that you expect to complete the drafting of my
trust agreement and the property transfers that you are responsible for by date.
Time is of the essence, so I appreciate your attention to this matter.

Sincerely,
Your name

You need to become organized before you meet with your attorney. Complete
the following checklist and bring it along with the evidence of title for all
your assets. (For example, bring the deed to your home and your car title
with you.)
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You and Your Family

——– Your full name
——– Date of birth
——– Social Security number
——– Spouse’s full name
——– Spouse’s Social Security number
——– Spouse’s date of birth
——– Each child’s full name
——– Each child’s date of birth
——– Each child’s Social Security number

Your Trustee

——– Trustee’s name
——– Cotrustee’s name (if any)
——– First successor trustee
——– Second successor trustee
——– Third successor trustee

Your Property and How It Is Currently Titled

——– Residence
——– Other real estate
——– Any mortgages
——– All bank accounts
——– Brokerage accounts
——– Individual stock certificates
——– Individual bonds
——– Vehicles, boats, campers, etc.
——– Other—list untitled assets

Your Beneficiaries

——– Life insurance
——– Disability income insurance
——– IRAs
——– Retirement plans
——– Annuities

This list is not intended to be all-inclusive, but the list you take to your
attorney should be. You should also be prepared to make decisions on all of
the issues we discussed in Chapter 7. These issues include how income is to be
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distributed to your heirs and under what conditions the trust principal is to be
distributed. This preparation will save your attorney time and thereby reduce
your legal fees.

Types of Property Likely to Be Transferred
Real Estate
Ownership in real estate is evidenced by a deed. To change the ownership, you
need to have a new deed prepared and filed with the court. You will want to
enlist the aid of your attorney in this process. Most real estate mortgages have a
so-called due-on-sale clause that requires you to pay off your mortgage in full if
the property is sold or transferred out of your name. Because you are transferring
your property from yourself to yourself via your trust, this due-on-sale provision
should not apply. However, contact your mortgage company ahead of time to
determine if it requires any special procedures for the transfer. If the property
you are transferring is your residence, and your county has homestead laws,
you should also contact your county clerk’s office and determine if any special
procedures are required in order to maintain your homestead exemption.

Bank Accounts and Bank Money Market Accounts
Changing title of your bank accounts should be a relatively straightforward
matter that you can handle yourself. Simply contact your bank and ask about
the procedure. In most cases the bank requires little more than a copy of your
affidavit of trust.

Brokerage Accounts
In order to transfer the title of your brokerage accounts, you may need to close
out your current account and open a new one in the name of your trust. Your
broker can do this for you based on a letter of instruction and your affidavit of
trust. Once your new account is opened, your broker then journals the securities
from your current account to your new account. This procedure does not trigger
an income tax event.

Individual Stock Certificates and Individual Bonds
If you hold stock certificates or bonds that have not been left in your brokerage
account, there are two ways to transfer the titles to your trust. Most brokers
will assist you for no fee. In other cases, they will charge a small fee for each
certificate or bond. Alternatively, you can deal directly with the issuer of the
certificate or bond, which is more challenging and may be more expensive than
getting your broker’s help.
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Life and Disability Insurance
Your insurance agent can be a big help to you here. With a letter of instruction,
she or he does much, if not all, of the work for you. Ask the agent to complete your
ownership and beneficiary forms for you rather than sending blank forms for
you to fill out. These forms can be confusing to those who have never completed
them. You should not be charged for this service. Note that in many cases it is
advisable to have your life insurance owned by an irrevocable trust rather than
your living trust. This subject is discussed in the next chapter.

Vehicles, Motorcycles, and Boats
The laws for transferring title to vehicles, motorcycles, and boats vary widely
from state to state, so consult with your attorney and possibly local and state
agencies for advice. For this type of property, you typically receive a certificate
of title that indicates that you are the owner. This certificate often has a section
that allows you to transfer the title to someone else. An alternative is to dispose
of this property through the pour-over provision in your will.

Individualized Retirement Accounts and Other Retirement Accounts
You should be especially careful in dealing with your IRAs and retirement
accounts. First, the law does not allow you to transfer ownership of retirement
accounts, and changing your beneficiary to your trust could create adverse
income and estate tax consequences. Also, qualified retirement plans such as
401(k) plans, profit-sharing plans, and defined contribution plans do not allow
you to remove your spouse as the beneficiary unless he or she signs a release
giving his or her permission. You definitely should consult with your attorney or
financial advisor regarding these changes.

Annuities
As with retirement accounts, annuities must be handled with care. If you are
married and your spouse is the beneficiary, there is no immediate income tax
due upon your death. If someone other than your spouse is your beneficiary,
then that individual will have to pay income tax on the gain within five years of
your death. One possible solution is to make your spouse the primary beneficiary
and your living trust the contingent beneficiary. Be sure and discuss this with
your professional advisor.

Property Having No Title
Much of your personal property will not have evidence of title. Property that
falls into this category includes jewelry, furniture, furs, coin stamp and art
collections, and clothes. This property can be handled in one of four ways:
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• You can use your pour-over will to sweep all untitled property into your
trust. The disadvantage here is that this property goes through probate. But
because your will leaves the property to your trust, the ultimate distribution
of this property remains private.

• Your trust can state that all other property is deemed to be owned by your
trust. This may solve the problem, but it could be contested.

• Through your trust agreement or through your will, you could make a
specific bequest of certain untitled property.

• You can prepare an assignment document which purports to transfer all
of your untitled personal property to the trust during your lifetime. To
promote formality, you can have the document executed by one or more
witnesses. Like option number two, this may solve the problem, but it could
be contested.

Jointly Held Property
Another area that deserves special attention is transferring property that you
own jointly with someone else. Negative gift, income tax, and estate tax conse-
quences can occur if the transfer is handled improperly. This is especially true
if you own property with someone other than your spouse. Consult your attorney
before proceeding.

Living Trust Myths
Some myths concerning living trusts continue to prevail today. Although a living
trust can solve many of your estate planning problems, it does not solve them
all. The following list contains the most prevalent myths along with the realities.

Myth 1: A Living Trust Protects My Assets from Creditors
A living trust provides no protection from creditors. Part of the reason is that
the trust is revocable. If it were irrevocable, some creditor protection might be
available depending on your state’s laws, but of course, you would lose control
over your property.

Myth 2: A Living Trust Saves Taxes
The act of creating a living trust does nothing to reduce your tax burden.
However, all of the estate tax saving strategies available to you under traditional
will planning are also available to you with your living trust. By including
appropriate language in your trust, you can reduce estate taxes.
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Myth 3: If I Have a Living Trust, I Do Not Need a Will
As we mentioned earlier in this chapter, you will still need to have a will drawn
in addition to your living trust. Its purpose is to direct any property not already
owned by your living trust to your living trust and to name guardians for any
minor children. You won’t need a complex or expensive will, but it is necessary.

Myth 4: All My Property Will Ultimately Be Directed to My Living Trust
Some people believe because their living trust is set up to handle all their
property, eventually all their property will end up in their trust. Nothing
could be further from the truth. Property held as joint tenants with right of
survivorship will pass according to the title no matter what your trust says. The
same is true for beneficiary designations of life insurance, retirement plans,
and annuities. You must play an active role in seeing that your property ends up
in your trust.

Myth 5: When I Die, My Living Trust Will Prevent Delays Typically
Associated with Probate
It is true that the time delays at your death are likely to be much less than that
of probate, but some delays will take place. Your trustee must still complete
many of the administrative duties of an executor, including the preparation and
filing of your estate tax return, payment of debts, creditor notices, and so on.
The process is more difficult in some states than others, so check with your
attorney. If time delays are likely to be a problem in your state, make certain
that your spouse will have sufficient assets to meet living expenses until trust
assets are released.

Myth 6: A Living Trust Eliminates the Cost of Probate
Again, this is only partially true. Many of the tasks normally performed by an
executor must now be completed by your trustee. Depending on your state of
residence and choice of trustee, the cost savings can be significant or minimal.
A living trust does put you in a better position to control costs at your death.

It is your responsibility to develop the complete list of your assets. You should
use your checklist to make sure that all property has been properly handled. Be
sure to have your attorney review all of the property transfers and beneficiary
changes. You should have your attorney acknowledge in writing that he or she
has reviewed each transfer and that it has been properly completed. Be sure
to keep a record of all this correspondence. If there is ever a problem, you or
your family members will be able to return to your attorney and have him or her
correct the problem.
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Transacting Business with Your Trust
Once you have set up your trust and transferred your property into it, you will
have to transact your business in a slightly new way. If you buy property, be sure
to buy it in the name of your trust. Your purchases will be made in your name as
trustee. This may take a little getting used to, but you will become accustomed
to it. One exception is your checking account. It is not necessary that the name
of your trust be listed on your checks or that you sign your checks as trustee.
When you decide to sell property you will do so as trustee. Be sure to keep a
copy of your affidavit of trust or nominee partnership papers close at hand. In
most cases you will not need them, but if you do, having them handy will save
time and frustration.

A living trust is an excellent tool for the right person. Although the living
trust can have many advantages over traditional will planning (depending on
your goals), we believe that you should consider setting up a living trust if any
of the following are true:

• You have substantial assets and are concerned about keeping your financial
affairs private or just want to save your family the complexity of your state’s
probate process.

• You want a well-defined mechanism in place to take care of you in the
event you become incapacitated—something more specific than a durable
power of attorney.

• You own property in multiple states and want to avoid multiple probate
proceedings.

• Your job causes you to move from state to state, you don’t want to incur the
expense of having to draw a new will every time you move. Although this
may still be necessary because of different state estate tax laws.
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CHAPTER 10

Using Insurance
in Your Estate Plan

The average family spends some 10 percent to 15 percent of its dispos-
able income on insurance premiums. You would never consider owning a

home without property and casualty insurance that would replace it should it
burn to the ground. Most people feel the same way about health insurance.
The potential costs of medical care are just too expensive to try to self-insure.
In this chapter we will focus on two types of insurance that play an impor-
tant role in protecting your estate plan—life insurance and long-term care
insurance. Another vital type of insurance, liability insurance, will be covered
in Chapter 15.

Life Insurance
Life insurance serves three important purposes in your estate plan. If you have
not accumulated enough financial assets to provide financial independence for
yourself and your family, life insurance provides a means of replacing income
should the family income earner die prematurely. Secondly, if you have accu-
mulated enough assets to be financially independent, then life insurance can
be used as a source of cash to pay estate taxes. Finally, life insurance can be
used to leverage the size of your estate. We will cover each of these issues in
this chapter as well as discuss the various types of life insurance policies, under
what circumstances each is appropriate, and the amounts of life insurance you
will need.

131
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TABLE 10.1 $1,000,000 Term Life Insurance for Male, Age 50

10 year level term $1,100 annually

15 year level term $1,560 annually

20 year level term $2,000 annually

Note: premiums are guaranteed not to rise and policies are guaranteed
convertible to cash value (‘permanent’) policies without proof of insurability.

Life Insurance Basics
Before we discuss the best use of life insurance in your estate plan, let’s first
review the basics of how life insurance works and the various types of policies
offered.

Life insurance is one of the most confusing financial products sold today.
While life insurance policies come in many shapes and sizes, all life insurance
falls into one of two categories: term insurance or cash value insurance. Term
insurance is pure insurance. You pay a premium that covers you for a certain
period of time. If you die during that period of time, your beneficiary collects
the face amount of the policy. If you do not die, you do not get any money
back, and you must renew the insurance by paying an additional premium if
you want the coverage to continue. Cash value insurance is nothing more
than term insurance with a savings feature. In addition to the term premium,
called mortality reserves, you give the insurance company extra money which
it invests for you. Later, that savings can be accessed through loans or, in some
cases, withdrawals. At the time of your death, your beneficiary receives the term
insurance plus the savings account.

To help you decipher your life insurance options, here’s a more detailed look
at the various term and cash value policies.

Term Insurance
Term insurance plans are typically sold as either annual renewable term in-
surance or level term insurance. With annual renewable term insurance, your
premium increases each year because as you get older, you are statistically more
likely to die. With level term insurance, the insurance company levelizes the
premium for a stated period of time, typically 10, 15, or 20 years. The longer the
term period, the higher your premiums will be. Look at Table 10.1 for compara-
ble premiums. Most policies allow you to convert to a cash value policy without
having to pass a medical exam, but you should check with your insurance carrier
for details.

Cash Value Insurance
As with term insurance, there are also various types of cash value insurance.
Several of the more popular products include:
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• Whole life. This product represents the traditional cash value type of
insurance. With whole life insurance, you commit to a fixed premium
that includes the term insurance charge plus the savings feature. The
insurance company takes the savings portion of your premium and in-
vests it for you as part of their general assets. These general assets in-
clude real estate, commercial mortgages, bonds, and to a limited extent,
stocks. You receive a guaranteed rate of return—usually 3 percent—and,
in many cases, annual dividends that are declared by the board of
directors.

• Universal life. Universal Life insurance became popular in the 1980s when
interest rates were very high. With this type of policy, your savings are
invested in interest-sensitive investments such as certificates of deposit,
commercial paper, and bonds. You are notified periodically of the interest
your savings is earning. Unlike whole life policies, however, you pay flexible,
rather than fixed premiums. You must pay an amount that covers the term
insurance premiums, but the insurance company allows you to vary the
amount you contribute toward the savings program.

• Variable life. As mutual funds became increasingly popular, the insurance
companies developed a life insurance product that uses mutual funds. With
variable life you must pay your term insurance charge, but you can then
direct your savings into various mutual funds offered by the insurance com-
pany. The company typically offers a range of choices such as stock funds,
bond funds, money market funds, and guaranteed interest rate contracts,
which are similar to certificates of deposit. You make the decision which
funds to invest in, and you are allowed to switch among the investment
choices.

• Survivorship life. This product was developed specifically for the estate
planning marketplace. Survivorship life covers two lives, but it does not
pay a death benefit until the second person dies. Assuming that the two
people are a husband and wife, the policy death benefit becomes available
at just the time when it is needed to pay the estate taxes. Statistically, the
odds of the insurance company having to pay a claim early are very low. As
a result, the mortality charges for these policies are very low.

Using Life Insurance to Replace Income
Life Insurance for Income Earners
One of the primary reasons to purchase life insurance is to provide a source
of income for your family should you die prematurely. Obviously, this assumes
that your family is dependent on you for financial support. If you don’t have
someone dependent upon you for his or her financial support, you do not need
life insurance as an income replacement device. Many people misunderstand
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this concept and end up buying life insurance they do not need. Here are some
specific situations:

• You are single without children. Most single people have no dependents
and, therefore, no need for life insurance.

• You are married without children. If both you and your spouse work, in
all likelihood neither is financially dependent upon the other. Again, no
life insurance is necessary. If one spouse is unemployed, you may need
some life insurance to provide a bridge of income until the other person
can acquire the training necessary to get a good job. You may also need
life insurance to cover a portion of joint debts such as a mortgage that are
being paid from both incomes.

• You are married with children. Because you have dependents, you should
consider your life insurance needs carefully. You should buy enough insur-
ance to maintain a similar lifestyle for your surviving family.

• Insurance on children. Unless your child is a movie star, it is unlikely that
you or anyone else is dependent on him or her for financial support. Life
insurance on children is a luxury, not a necessity. Many agents suggest that
you buy insurance on your children to “protect their insurability,” meaning
that you buy it for them now while they are healthy (insurable) and don’t
take the chance that their health status will change before they need life
insurance to protect their own family. The policies the agents offer have
an option that gives your child the guaranteed right to buy more insurance
at standard rates throughout their early adult years. This is not a bad idea
if you have the extra money for annual premiums. Just remember that it
is not likely that your child will become uninsurable, so if these resources
are needed elsewhere, this is insurance you can afford to pass up.

How Much Life Insurance Do You Need?
Ask 10 professionals how much life insurance is advisable and you are likely
to get 10 different answers. First, if you are married and have no children, you
only need enough life insurance to pay off any joint debts. If, on the other hand,
you have children, your need for life insurance increases substantially. Use the
following three-step process to determine your life insurance needs:

Step 1
If you are the sole income provider, multiply your gross annual income by .80.
(NOTE: If both you and your spouse work, combine both incomes and multiply
by .80.) This results in reducing your income by 20 percent. The reason you do
this is because there would be one less spender in the household (you!).
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Step 2
Divide your answer in Step 1 by the rate of return you would reasonably expect
to earn on the life insurance proceeds once they are invested. Your answer here
indicates how much money you will need in order to continue the necessary
income stream to your surviving family.

Step 3
Subtract any savings or investments you already have from your answer in Step 2.
This is the amount of life insurance you should own.

Case Study 1
Edward and Jean Anderson have two children. Edward earns $250,000 a year
and Jean stays home to raise the children. The couple assumes that they could
earn 7.5 percent on investments; they have $225,000 in personal investments and
$475,000 in their retirement plans.

Step 1

Edward’s Income $250,000
One-Less-Spender Factor ×.80
Adjusted Income Need $200,000

Step 2

Adjusted Income Need $200,000
Divided by Expected Rate of Return (7.5 percent) ÷.075

$2,666,666

This amount of money invested at 7.5 percent will provide the needed $200,000
per year for Jean and the children.

Step 3

Capital Needed $2,666,666
Minus Current Savings and Investments −$700,000
Edward’s Life Insurance Need $1,966,666

Case Study 2
If both Edward and Jean work, the example changes. Assume their total income is
$265,000, but Edward’s earnings are $90,000 and Jean’s earnings are $175,000. To
see how much life insurance Edward needs, complete the following calculation.

Step 1
Multiply the family income of $265,000 by .80. This equals $212,000. Again,
the survivor’s income need is reduced because Edward is no longer a
spender. Because Jean plans to continue working, subtract her income also
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WORKSHEET 10.1 Life Insurance Needs Worksheet

Step 1

Your annual family income $
Discount factor ×.80
Total income needed by surviving family $
Subtract surviving spouse’s annual income −
Surviving family income need from outside sources $

Step 2

Divide by your estimated rate of return on invested assets ÷
Total amount of money needed to provide for survivors $

Step 3

Subtract your current savings and investments −
Equals total life insurance needed $

($212,000 − $175,000 = $37,000). This $37,000 represents the income that needs
to be replaced upon Edward’s death.

Step 2
Divide $37,000 by their expected rate of return (7.5 percent). $37,000 ÷ .075 =
$493,333.

Step 3
Subtract their current investments ($700,000) from $493,333. This equals
−$206,666. Because your result is negative, there is no life insurance needed
on Edward’s life.

NOTE: Because the family also depends on Jean’s income, you now need to
complete this exercise for her to find how much life insurance Jean needs! (Hint:
The answer in Jean’s case is $926,666 of life insurance is needed).

Now calculate your insurance needs using Worksheet 10.1.
The answer you get after completing this three-step process should only be

used as a rule of thumb. You should personalize the solution to your particular
situation. For example, you may want to increase the amount of insurance to
help cover the costs of funding college expenses for your children. Or, you may
want additional insurance that would be used to pay off some of your debts. If
your goal is to provide a lifetime income for your dependents, additional insur-
ance will be needed to offset the ravages of inflation. If you would like a more
detailed online analysis go to the Resource Center at www.welchgroup.com;
then click on ‘Links’; then click on “Life Insurance Needs Estimator,” or you can
have your life insurance agent assist you.

You may be eligible for Social Security benefits; there is a Social Security
Survivors Benefit to help surviving spouses with minor children. Each person
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receives an annual statement from the Social Security Administration about
three months before their birthday. The statement is a record of your earnings
and has your estimated benefits paid to you and your family in the event of
retirement, disability or death. If you have misplaced your statement then you
can order a statement online at www.socialsecurity.gov or by phone at 1-800-
772-1213. We recommend that you view these benefits as extra money and not
as part of your calculation for life insurance needs. Remember, these benefits
end when your youngest child reaches age 16.

What Type of Life Insurance Is Best for You?
If your primary purpose is to provide your family with a source of income should
you die prematurely, then level term insurance is your best bet. This assumes
that you have a wealth accumulation plan in place as outlined in Chapter 5.
In working with our clients, we normally recommend either 15-year or 20-year
level term policies. This is because we have implemented a wealth accumulation
plan that is expected to achieve total financial independence by the end of that
period. For example, let’s say that you determined in Chapter 5 that you need
to accumulate $3,000,000 of investment capital to be financially independent.
Once you have accumulated that sum, you no longer need life insurance as a
source of income protection for your family. It is possible that you might need
permanent (cash value) life insurance for other reasons, such as estate liquidity.
Remember, because you can convert term insurance to permanent insurance
without having to pass a new physical exam, you have left your options open.

Insurance on a Homemaker
If you have young children, replacing the services of a homemaker can be quite
expensive. Ask yourself this question: If my homemaker spouse were to die, could
I afford to pay someone to perform those services out of my current income? You
may be lucky enough to have a family member who could step in and provide
child care services. In this case, no life insurance would be necessary. On the
other hand, if you decide life insurance on a homemaker is necessary, a $100,000
to $300,000 term policy should provide adequate coverage. By buying a 10- to
15-year level term insurance policy, you will provide coverage until the children
are old enough to assist with their own care.

Insurance on Adult Children
If you have adult children who have started their own families, you might
consider buying insurance on their lives to provide protection for their families.
We are sure you can remember how tight cash flow was when you first started
your family. This is a situation where you have the cash and they have the need.
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From a selfish point of view, if you had a breadwinner son-in-law die without
enough life insurance, you might feel compelled to step in with financial support
for your daughter and grandchildren. Believe us, paying the premiums on a
large term life policy for your son-in-law is a lot more palatable than financially
supporting a second family! The latter could have a serious negative impact on
your own estate and retirement plan.

How to Get the Best Deal on Term Life Insurance
Fortunately for the consumer, term insurance is a very competitive product.
In terms of planning and budgeting, 10-, 15-, or 20-year level term is advised.
That way, you have a predictable premium for a fixed period of time. To access
competitive quotes on-line go to the Resource Center at www.welchgroup.com;
then click on ‘Links’; then click on “Life Insurance Quotes.”

To get the best deal, first decide how much life insurance you need and what
kind of term insurance best fits your circumstances. For example, if you decide
that you need $750,000 of 15-year level term life insurance, first, go online to
get a quote. Then, if you have a local agent, ask him or her for a quote. A simple
comparison will ensure that you get the best deal. Personally, we prefer to work
with a local agent because you will receive a more personal level of service.

Insurance Warnings!
Not all insurance is good insurance, and not all insurance companies are good
companies. A few warnings are in order here.

Financial Strength
Make sure the company you use is financially strong. Accept only a company
that is rated AA or better by one of the three major rating services: AM Best Co.,
Standard & Poor’s, or Moody’s. Request this information at the same time you
request your premium quotes.

Mortgage Life Insurance
If you borrowed money to buy your home, you undoubtedly have received offers
to buy mortgage life insurance. This particular type of policy is a decreasing
term insurance policy that provides enough insurance to pay off your mortgage
if you die before your mortgage is paid off. While you may want to have enough
life insurance to pay off your mortgage if you die, these policies represent poor
values. Consider the following comparison. A client had a $200,000 15-year
mortgage. Through his mortgage company, he received an offer for mortgage
life insurance costing about $141.40 per month. However, a 15-year level term
life insurance policy for $200,000 costs only $36 per month. That amounts to
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savings of almost 400 percent! Mortgage life insurance is a deal you can afford
to pass up.

Credit Life Insurance
Credit life is similar to mortgage life except that it is used to pay off non-
real estate loans such as car, appliance, and furniture loans. Here is a typical
scenario. You’re about to finalize the loan when the banker asks, “You do want
this car loan to be paid off if you die, don’t you?” You then sign a credit life
insurance application without reviewing the cost. Premiums for credit life can
be up to 10 times higher than normal policies. It will probably not surprise you
to find out that your banker often receives incentive compensation for selling
these policies.

Using Life Insurance for Estate Liquidity
If you have accumulated enough assets to be financially independent, then your
estate may be sizeable enough to face estate taxes. If this is the case, you need
to determine where your heirs will get the cash to pay your estate taxes. The
following are three extreme case examples. In all three cases, the estate equals
$10,000,000, yet the planning strategies are different.

Case Study 1
Edward and Cindy Johnson have a total estate valued at $10,000,000. They have
implemented all the typical estate reduction strategies including a credit shelter
trust. Their financial advisor estimates that they still have an estate tax liability
of approximately $1,500,000. They are trying to decide if they should buy life
insurance to cover their tax liability. A review of their assets indicates that they
own $7,000,000 in real estate and business interests and $3,000,000 in stocks
and bonds. One solution to their tax problem would be for their executor to sell
$1,500,000 of stocks and bonds to pay the taxes and distribute the remaining
estate to the Johnson family heirs. If the Johnsons are comfortable with this
solution, it would not be necessary to purchase life insurance.

Case Study 2
Our second case scenario changes the asset mix a bit. In this case, the Adams’
estate consists of $7,000,000 of real estate and business interests plus $3,000,000
in stocks and bonds. However, in their case, the stocks and bonds are all in
various retirement plans. If the executor were to take $1,500,000 from the re-
tirement plan to pay the taxes, he would immediately trigger income taxes on
the money. To pay the added income tax, the executor would need to sell more
securities from the retirement plan thus triggering even more income tax. For
the Adams’, a solution would be to use life insurance to provide cash to pay the
taxes so that the retirement plan assets can continue to be deferred as long as
possible.
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Case Study 3
In our final scenario, we will consider the estate of John and Beth Walker. The
bulk of the Walkers’ estate is made up of illiquid real estate. A forced sale of their
real estate to pay estate taxes would likely result in fire sale prices. Clearly, the
best choice here would be life insurance.

How Much Is Enough?
In Case Study 2, the Adams family had an estate tax problem of $1,500,000 with
no liquid assets available to pay the tax. How much life insurance do they need to
solve their problem? The obvious answer—$1,500,000—is wrong! Edward and
Cindy Adams are both alive today and the odds of at least one of them remaining
alive for years to come is very good. This being the case, their estate is likely
to continue to grow as will their tax problem. At first glance, it appeared that
there was a simple solution, but, in fact, this situation needs to be carefully
evaluated. You must review your overall estate planning strategy and perform
some estate growth projections. These projections will give you a much better
sense of how much insurance you will ultimately need. For example, assume in
this case that the Adamses have established a family limited partnership (see
Chapter 13) and placed all their real estate in it. They have a large number
of children and grandchildren. Based on discounted annual gifts to all family
members, they project that over the next 10 years they can give away enough
partnership interests to reduce their estate tax liability to zero. They have solved
their long-term problem and, therefore, should consider term life insurance to
solve their short-term need. If they did not have a large number of children or
were unwilling to make family gifts, then their future life insurance need could
easily exceed $3,000,000 and would likely require the purchase of permanent or
cash value life insurance such as Survivorship Life Insurance. Again, you must
take the time to run realistic projections.

What Type of Life Insurance Is Best for Estate Liquidity?
Once you’ve decided that life insurance is the best solution to providing for part
or all of the cash needed for your estate taxes, consider these three choices:

1. Use term life insurance. If you plan to institute an aggressive program of
estate reduction strategies such as those outlined in this book with the
intention of reducing your estate below the taxable limits, then term life in-
surance may be your least expensive choice. For example, say that you plan
to use a combination of strategies such as rolling Grantor Retained Annuity
Trusts (GRATS), gifts, and grantor trusts and expect that you will reduce
your estate below the taxable amount within ten years; you could buy a
10-year level term policy to serve as a stop-gap until your goal was realized.
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2. Use survivorship life insurance. This type of life insurance is tailor-made
for paying estate taxes. It is also often referred to as second-to-die insur-
ance. As described earlier in this chapter, this insurance is written on two
lives, usually a husband and wife, and pays off when the second insured
dies. This coincides with the time estate taxes are due. Survivorship life
is a cash value policy, not a term life policy. This permanent-type policy
is helpful because it remains in force as long as you or your spouse is
living. This would not be the case with term life insurance. Survivorship
life is available as whole life, universal life, or variable life. The whole life
version will contain more guarantees, but it will also have the highest
premium. If you are somewhat adventuresome, you might want to con-
sider the variable life version. Regardless of your choice, you don’t want
to buy this type of insurance mail order. You should consult a qualified
agent who is knowledgeable about this product and estate planning. We
recommend that you only consider an agent who has at least 10 years
of experience in the field and who has obtained the Chartered Life Un-
derwriter (CLU) designation or Chartered Financial Consultant (ChFC)
designation. A good place to find one is by contacting the president of
the nearest Estate Planning Council. You can get the name and number
of the local chapter president nearest you by calling the National Asso-
ciation of Estate Planners and Councils at (866) 226-2224 or online at
www.naepc.org.

3. Use cash value life insurance. In cases where survivorship life is not
available because either there is no spouse or one spouse in not insurable,
you could use any of the other types of cash value policies on the life of the
insurable party. This would include whole life, universal life, or variable
life. All the other rules apply, including having a trust own the policy or
having the children own the policy with the parent making gifts that the
children can use to pay the premiums.

As with all life insurance, you want to make certain that you are dealing with
a financially strong company. Choose a company that is rated AA or higher by
the major rating services.

In the case of our friends the Adamses, let’s assume that they determined
that they needed $1,500,000 of life insurance to pay their (potential) estate
taxes. They find an agent, take the necessary physical exams, pay the premium,
and they are set, right? Unfortunately, they may well have created a major
problem for their heirs and unwittingly made their estate tax problem worse.
Because their life insurance policy is now also part of their estate, the insurance
death proceeds will be subject to the estate tax. To resolve this problem they
need to consider the irrevocable life insurance trust.
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The Irrevocable Life Insurance Trust
The primary reason for establishing an irrevocable life insurance trust is to
remove the life insurance from your estate so that it will not be subject to estate
taxes. Here’s how these trusts work:

Step 1
You have your attorney draw up the trust. It will usually have the same or
similar provisions as your credit shelter trust (Chapter 8). Typically, it provides
that the income goes to your spouse along with access to principal for certain
reasons. At your spouse’s death, the trust either continues for the benefit of
your children, or the trust terminates and trust principal is distributed to them
outright.

Step 2
Once the trust is established, you make a gift to the trust in the amount of the
premium of your life insurance policy or policies. It is important to review the
gift tax consequences, if any, with your tax advisor.

Step 3
The trustee sends all beneficiaries a written notice that they have a right to
withdraw the money that you have just contributed to the trust. This notice
is technically referred to as a Crummey notice (the name comes from a 1968
court case Crummey vs. Commissioner, which Mr. Crummey won). This notice
will give your beneficiaries a time period in which to request a distribution. The
time period is typically 30 days. If the beneficiaries don’t request a distribution
within the time period, their ability to take a distribution expires. Because it is
your intent that the money be used for payment of life insurance premiums, your
assumption is that no beneficiary will request a distribution. When we work with
our clients, we normally request that each beneficiary sign a letter indicating
that they waive the right to take a distribution. This provides proof for the
Internal Revenue Service that the letters were actually sent and received. The
effect of giving the beneficiaries the right to withdraw money now creates a gift
of a present interest to the trust and, thus, qualifies your premium contributions
for your annual gift tax exclusion.

Step 4
Once all beneficiaries have declined their right to take a distribution, or the time
period for exercising that right has expired, the trustee pays the life insurance
premium.
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Step 5
When you die, the trust is funded via the death benefit proceeds, and the trustee
uses the money to provide financial support for your beneficiaries or to provide
liquidity to pay estate taxes. The death benefits are not part of your estate and,
therefore, no estate taxes are due.

In order to consolidate the number of trusts a family has, we will sometimes
recommend that the credit shelter trust pour over into the irrevocable insurance
trust at the death of the grantor.

Irrevocable life insurance trusts are an excellent strategy for reducing estate
taxes. Let’s look at an example of this strategy in action.

Case Study 1
The year is 2010 and Congress has extended the 2009 law allowing $3.5 million to
pass tax free to heirs. Edward and Barbara Millhouse are married and have four
children. In addition to their $7,000,000 net worth, Edward owns a $2,500,000
term life insurance policy on his life payable to Barbara. For illustration purposes,
we will assume that Edward dies first (in year 2010) and that all of the assets are
in his name. They have basic wills that utilize the credit shelter trust. Without an
irrevocable life insurance trust, the Millhouses’ estate tax situation would appear
as depicted in Figure 10.1.

If, on the other hand, Edward established an irrevocable life insurance trust
that was the owner and beneficiary of his life insurance policy, the estate taxes
would have been zero. Take a look at Figure 10.2 to see how this works.

Getting Your Life Insurance into Your Trust
If you move existing life insurance policies into your trust and die during the
first three years of that transfer, the insurance proceeds will be included in
your estate. This is exactly what you are trying to avoid. The only way to solve
this problem is to live the three years or use new insurance. When using new
insurance, you must first establish your irrevocable life insurance trust, then
have the trustee apply for the life insurance policy on your life. Your trustee will
be both the owner and beneficiary of the policy. By following this procedure,
you will have never had an incident of ownership in the policy. The result is
that the insurance proceeds will never be included in your estate, as long as you
follow the Crummey procedures outlined earlier in this chapter.

Disadvantages of the Irrevocable Life Insurance Trust
• Irrevocable. Once the trust is established, it cannot be changed. A decision

you made a few short years ago may be inappropriate for your current
circumstances. If you have funded your trust with term life insurance, you
can simply write a new trust and buy new term insurance to put in it. If you
are not insurable, or if you used cash value life insurance, you may be stuck
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Tax
Funnel

Phase I: Edward Dies in 2010

Phase II: Barbara Dies
Later in 2010

Phase III: Children Inherit

$1,125,000
estate taxes paid to the

federal government

$3,500,000
credit shelter trust (CST) 

to benefit Barbara

$6,000,000 to QTIP trust,
marital trust, or 

outright to Barbara

Edward’s estate
$7,000,000 net worth
$2,500,000 life insurance_________
$9,500,000 death estate

Children’s trust or outright
$4,875,000 from Barbara’s estate
$3,500,000 from CST_________
$8,375,000 net to children

FIGURE 10.1 Millhouse Estate Plan without Irrevocable Life Insurance
Trust

with your original trust. Because the trust is irrevocable, you will want to
give thoughtful consideration to all the provisions and have your attorney
provide as much flexibility as possible.

• Gift tax problems. You have to follow the rules when you make gifts to
your trust so that you don’t create gift tax problems. The number of bene-
ficiaries of your trust will determine how much money you can contribute
without creating gift taxes. Your attorney or financial advisor can assist
you with this decision.

• Crummey procedures. In order to be certain that your gifts are considered
gifts of a present interest, you must strictly follow the notification rules.
Failure to follow these rules could have adverse tax consequences. Imple-
mentation is not particularly time consuming, but you and your trustee
must be consistent in your follow-through.

• Separate entity. Your trust is a separate tax-paying entity. If it has income,
it must file a tax return and pay taxes. Your trustee must also apply for and
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Tax
Funnel

Phase I: Edward Dies in 2010

Phase II: Barbara Dies
                Later in 2010

Phase III: Children Inherit

$0 because there is
no tax on the first

$3,500,000

Edward’s irrevocable
life insurance

trust $2,500,000

$3,500,000 to QTIP trust,
 marital trust, or outright 

to Barbara
$3,500,000

Credit shelter trust (CST) 

Edward’s estate
$7,000,000

Children’s trust or outright
$3,500,000 from Barbara’s estate
$3,500,000 from CST
$2,500,000 from life insurance trust_________
$9,500,000 net to children

�

FIGURE 10.2 Millhouse Estate Plan with Irrevocable Life Insurance Trust

receive a tax identification number. If your trust does have income, but the
income is passed through to your beneficiaries, then that income is taxed
to the beneficiaries not the trust.

• Expense. Depending on your attorney’s fees and the complexity of your
trust, your fee could range from a few hundred dollars to a few thousand
dollars. However, this expense is small compared to the potential estate
tax savings.

Using Life Insurance to Leverage Your Estate
Thus far, we have touted the estate tax savings benefits of the irrevocable life
insurance trust, but you can also use this type of trust to leverage the size of
your estate. The purpose is not to cover your estate taxes but rather to create a
much larger estate for your heirs. This type of irrevocable trust is often referred
to as a dynasty trust. The procedures for setting up your dynasty trust are the
same as we have discussed for the irrevocable life insurance trust.
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How Much Is Enough?
The amount of life insurance to place in your dynasty trust is typically deter-
mined one of three ways. The first method is for you to decide how large a
premium commitment you are comfortable making. Then you would have your
life insurance agent determine how much life insurance the premium will buy.
For example, you decide that you are willing to commit to a $20,000 per year
premium. You then have your life insurance agent determine how much life
insurance that $20,000 premium will buy with a competitive company.

The second method is for you to predetermine the amount of insurance you
want in your dynasty trust. Say you have three children and want to make sure
they each receive a $1,000,000 inheritance. You would have your insurance agent
shop for a competitive $3,000,000 life policy.

The final method of figuring out how much life insurance to place in your
dynasty trust is to make gifts based on the maximum you can give without
incurring gift taxes. The maximum you can contribute to your trust without
paying gift taxes is defined by two constraints:

1. Annually, the maximum you can contribute is based on the Annual Gift Tax
Exclusion. For 2010 the maximum tax-free gift is $13,000 per beneficiary.
If you are married and you and your spouse join in the gift, you can give up
to $26,000 per beneficiary. These dollar limits may increase in the future
based on the consumer price index (CPI).

2. For gifts made during your lifetime that exceed the annual gift limits, the
tax-free gift limit is $1,000,000.

The combination of your annual gift tax exclusion and lifetime applicable
exclusion amount (for gifts made during your lifetime) leaves plenty of room for
large premiums and correspondingly large amounts of life insurance.

Types of Insurance
What type of insurance is best for your dynasty trust?

TERM INSURANCE

If your spouse would need the income from the insurance proceeds at your
death, and you want to minimize your initial premiums, then term life insurance
should be considered. Using term insurance for a dynasty trust is a short-term
solution only, because if you live to anything close to life expectancy, term
insurance will become too expensive. Make sure that the term insurance that
you do buy is convertible to permanent cash value life insurance without further
evidence of insurability. Later, when you can afford to pay the higher premiums
of a cash value policy, you will be guaranteed the right to do so. Avoid any term
life plans that are not convertible during their last few years.
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CASH VALUE INSURANCE

If your spouse would need the income from the insurance proceeds at your death
and you can afford the premiums, then you should consider purchasing a cash
value life insurance policy such as whole life, universal life, or variable life.

SURVIVORSHIP LIFE INSURANCE

If your assets outside of your dynasty trust are sufficient to provide adequate
financial support for your surviving spouse and family, then you can maximize
the leverage by using a survivorship life insurance policy. This is because premi-
ums for survivorship life are about one-third that of traditional cash-value life
insurance policies.

Comparative premiums and cash values for each type of policy for a male age
50 are shown in Table 10.2.

About Your Cash Values
You probably have noticed the significant amount of cash value buildup in the
policies illustrated in Table 10.2. Because this is an irrevocable trust, do you
give up the access to all that cash? What if you have an emergency and really
need your cash value? The answer lies in a technically drafted clause called a
limited power of appointment. This clause in your trust allows the holder of
the power to make trust distributions at anytime to you (the grantor) or others
(presumably children) designated in the trust. Typically, your spouse would be
the holder of this trust power. Note that the power holder couldn’t be forced
to make distributions. Distributions must be at his or her sole discretion. This
provision allows you some access to your cash values during your lifetime. As an
added bonus, in most situations these cash values would be insulated from your
creditors and potential lawsuits.

The Joint Dynasty Trust
Your dynasty trust can include life insurance policies on the lives of people
other than yourself. Most typically, the “other” is your spouse. If neither of you
needs the life insurance proceeds at the death of the other, placing your policies
into your dynasty trust can be an excellent strategy. The result is the transfer of
a large asset (the life insurance death benefits) to future generations of heirs
free of income and estate taxes.

Dynasty Planning without a Trust
Although a trust is often used in dynasty planning, it is not a requirement.
Nontrust dynasty planning is most often used in conjunction with annual gifts
to children. The typical situation looks something like this: You decide that you
want to make annual gifts to your adult children, but you are concerned that they
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TABLE 10.2 $1,000,000 Life Insurance Premium Comparison for Male, Age 50

Year Cumulative Premium Cash Value1 Death Benefit

20 Year Level Term: $2,000 annual premium

1 $2,000 $0 $1,000,000

5 $10,000 $0 $1,000,000

10 $20,000 $0 $1,000,000

20 $40,000 $0 $1,000,000

Whole Life: $23,540 annual premium

1 $11,270 $0 $1,000,000

5 $56,350 $9,835 $1,000,000

10 $112,700 $83,684 $1,000,000

20 $225,400 $235,964 $1,000,000

Universal Life: $18,750 annual premium

1 $18,750 $0 $1,000,000

5 $93,750 $50,063 $1,000,000

10 $187,500 $175,291 $1,000,000

20 $375,000 $493,216 $1,000,000

Variable Life: $19,000 annual premium

1 $19,000 $0 $1,000,000

5 $95,000 $58,199 $1,000,000

10 $190,000 $191,201 $1,000,000

20 $380,000 $563,323 $1,000,000

Survivorship Life2: $4,550 annual premium

1 $4,550 $0 $1,000,000

5 $22,250 $0 $1,000,000

10 $45,500 $15,241 $1,000,000

20 $91,000 $115,551 $1,000,000

1Cash values are for surrender values.
2Survivorship life for a male age 50 and female age 50.
Note: Premiums and cash values based on current mortality costs and current dividends/interest and are not
guaranteed. For variable life policy, an 8% gross rate of return is assumed.

might squander the money. An excellent solution is to have them apply for and
own a life insurance policy on your life. You then gift them an amount of money
each year equal to the life insurance premiums. At your death, they receive the
death proceeds both income and estate tax-free. You could accomplish the same
result using life policies that you already own, but existing insurance would be
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included in your estate if you died during the first three years from the date of
transfer. Remember, if you want to maximize the leverage of premiums paid,
the best type policy for this purpose is the survivorship life insurance policy.

One Final Benefit of Dynasty Planning
By establishing a dynasty trust or plan, you have, in effect, provided a substantial
inheritance for your children or other heirs. This allows you the freedom to spend
all your other assets so as to maximize your retirement lifestyle. Too often, we
find retired people are denying themselves the style of retirement they deserve
so that they can leave an inheritance for their children. Dynasty planning allows
you to die broke without guilt.

Long-Term Care Insurance
Long-term care (LTC) insurance is a complex issue with few perfect answers.
What is right for one person may be inappropriate for another. The optimal way
to handle it is to meet with your financial advisor or someone who specializes in
elder care issues. The cost of nursing home care varies widely from approximately
$40,000 to $200,000 per year and will likely triple over the next 20 years. When
purchasing a policy, consider these guidelines:

• Long-term care insurance is most suitable for people with assets between
$200,000 and $2,000,000 (excluding your home). If your assets are less than
$200,000, LTC premiums may be unaffordable, especially if you’re over age
65. Furthermore, you would soon become eligible for Medicaid. With assets
greater than $2 million, you can probably afford to pay for services out of
your assets. If you are age 50 today, the cost of a comprehensive LTC policy
ranges from about $1,000 to $1,500 per year for a $150-per-day benefit.
After age 55, premiums increase about 50 percent every five years so that
by the time you are age 70, this same coverage would cost you $5,000 or
more per year.

• Shop for coverage. Coverage provisions vary widely from policy to policy and
company to company. You should be able to tailor a policy to your specific
needs and desires. If you own an older policy, have your agent compare it
to a new one. Some companies will allow you to upgrade or exchange your
coverage. To compare coverages of several major LTC insurance writers,
go to the Resource Center at www.welchgroup.com; then click on ‘Links’;
then ‘Compare LTC Policies’.

• If you are married, you should purchase coverage on both you and your
spouse. You don’t want to be in a position where the spouse without
coverage goes into a nursing home and depletes family assets that may
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be needed by the healthy spouse to cover his or her living expenses and
subsequent long-term care needs.

• The younger you are, the more important it is to buy an inflation rider.
Consider a 5 percent compound inflation rider if you are under age 60. If
you are over age 60, consider a 5 percent simple inflation rider. Beyond
age 75, it may be wiser to spend your premium dollars on additional daily
benefit rather than an inflation rider.

• Today, approximately 80 percent of long-term care is received in the home
rather than in a nursing care facility, and more than 22 million Americans
are providing unpaid care for a parent. The value of these unpaid services
exceeds $20,000 per year per caregiver. If home care is important to you,
be sure your policy includes a rider that covers this benefit.

• Most policies provide a waiver of premium benefit that waives further pre-
mium payments once you begin receiving benefits. Some policies waive the
premiums only during nursing home stay, not home health care. Because
80 percent of the care is in the home, be sure your policy waives premiums
for home health care as well.

• The probability of staying in a nursing home for more than five years is less
than 10 percent. Therefore, the best buy in long-term care insurance is a
policy with a five-year benefit period. Lifetime coverage is available, but it
is much more expensive.

• If you can afford to self-insure the first 90 days of a nursing home stay,
you will reduce your premiums 5 percent to 10 percent or more. Be sure to
choose a contract that requires you to satisfy your elimination period only
once. Because you may go through several phases of need and recovery,
you want to avoid having to satisfy the elimination period several times.

• The daily cost of nursing home care varies widely depending on where
you live. Also, depending on your source of income and assets, it may only
be necessary to insure a portion of the daily cost of care. Consult with
your advisor regarding the costs in your area. He or she can advise of the
appropriate amount of daily benefit you should purchase.

• How the insurance companies determine and calculate how benefits are
paid can vary widely. The more liberal policies (called an indemnity
model) pay full benefits directly to you without regard to actual expenses
incurred, once you qualify. For example, if you purchased a $100-per-day
daily benefit but the actual services you received from a home healthcare
provider costs only $40 per day, your insurance company would send you
a check for $100 per day. More restrictive policies (called reimbursement
model) provide reimbursement of actual expenses incurred, paid either
directly to you or to your healthcare provider. This latter method requires
you to be responsible for record keeping. Generally, the indemnity type
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policy is preferred. This puts you in a better position to negotiate and
control costs as well as the quality of your care.

• Over the past few years, some innovative policies have been created that
combine long-term care with other insurance products. With these policies,
if the benefits you receive do not exceed the premiums you paid, your
beneficiary will receive a portion or all of the difference in the form of
annuity payments or a survivorship benefit. The merit of these deals varies
widely, so be sure to consult with your financial advisor.

• As with all insurance products, you will want to make certain that you
choose an insurance company that is financially sound. Select a company
that is rated AA or better by one of the major rating companies such
as Standard & Poor, Moody, or Best. Also, over 130 companies sell LTC
policies. Not all of these companies specialize in this type of coverage. Be
sure you are buying your LTC policy from one that does. Some of the major
players are: Prudential, John Hancock, Metlife, Mutual of Omaba, and GE
Capital Assurance.

Estate Planning Benefits of Long-Term Care Insurance
If you have an estate of over $2,000,000, you can probably afford to self-insure
against potential long-term care costs, but that may not be your best estate
planning strategy. We have found that one of the biggest reasons people are not
willing to give away assets during their lifetime is because of fear of needing
those assets if they suffer a catastrophic illness. By purchasing a high-quality
LTC policy, you are free to transfer your reserve assets, knowing that the risk
of paying for a catastrophic illness has now been shifted to your insurance
company. Remember, by giving the assets away now, you also give away the
future growth of those assets, thus further reducing the estate taxes paid by
your heirs.

As you can see, both life insurance and long-term care insurance can be pow-
erful tools in developing your strategic estate plan. Many of the ideas discussed
in this chapter revolve around gifting money for paying life insurance premiums.
Reducing your estate through gifting programs is a basic, yet important estate
planning strategy. In our next chapter, we will cover this issue in more detail.
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CHAPTER 11

Smart Strategies
for Gifting Assets
to Family Members

One of the most straightforward ways to reduce estate taxes is to give away your
assets. However, many people are reluctant to do this, fearing that they might

need those assets at some future date. The best way to overcome these fears is
to understand how much in assets you’ll need in the future. To do this, complete
the analysis in Chapter 5. Knowing that you have substantially more assets than
you need for your retirement years should make you more confident about giving
away assets. In this chapter, we examine the most popular strategies for gifting
assets to family members.

The Annual Gift Tax Exclusion
You may think that giving away your assets shouldn’t include interference from
the government. After all, it is your property, and you should be able to do with it
as you please. There was a time in our history when this was the case. The result
was deathbed gifts of all one’s property in order to avoid estate taxes. After all,
we as Americans are quite ingenious at learning how to avoid taxes. But newer
laws have changed the nature of the game, and you must follow the new rules
if you’re going to successfully minimize your taxes. The rules for annual gifting
are as follows:

• In any calendar year you are allowed to give away up to $13,000 per person
to as many people as you desire without triggering any gift taxes. The gifts
can be in cash or property. This $13,000 annual exclusion is indexed for
inflation.

153
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TABLE 11.1 Applicable Exclusion Amount Increases (2005–2011)

Year Exclusion Amount (Death) Exclusion Amount (Gift)

2005 $1,500,000 $1,000,000

2006 $2,000,000 $1,000,000

2007 $2,000,000 $1,000,000

2008 $2,000,000 $1,000,000

2009 $3,500,000 $1,000,000

20101 $3,500,000 $1,000,000

2011 $1,000,000 $1,000,000

1Assumes congress extends the 2009 exclusion amount.

• If you are married, you may give away up to $26,000 per year to as many
people as you desire. This assumes that your spouse consents to make
the gifts with you. This is called a “split gift.” Again, this amount will be
adjusted for inflation annually.

• Your gift must be a gift of a present interest versus a gift of a future interest.
For example, assume that you deeded your 25-year-old son a piece of land,
but the deed said he would not receive title until his thirtieth birthday. This
would be considered a gift of a future interest and would not be eligible
for the annual gift tax exclusion.

• Gifts to spouses who are U.S. citizens are unlimited.

• If your gift results in a gift tax, you, not the receiver of the gift, are respon-
sible for paying the tax. The gift tax return (Form 709) and the taxes on
gifts in excess of the annual gift tax exclusion can be handled in one of two
ways. You can pay the tax on the gift on or before the time your income
tax return is due (April 15 of the following tax year or later if you file an
extension), or you can use a portion of your unified credit against gift for
any federal gift tax due. If you remember from previous discussions in this
book, the federal tax law allows you to give to whomever you wish, either
during your lifetime or at your death, an amount equal to the lifetime appli-
cable exclusion amount free of federal estate taxes (see Table 11.1). At the
time of the publication of this book, it is unknown whether the applicable
exclusion amounts scheduled for the years 2010 and 2011 will change.

Unintended Gifts
It is possible to make a gift to someone without realizing what you have done.
The result can create unintended tax consequences. Some typical examples
are as follows:

• You add your child’s name to your savings or checking account. This
is considered a gift the moment your child makes a withdrawal. If the
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withdrawal exceeds the allowed annual gift tax exclusion, it will be
considered a taxable gift.

• You want to be certain that a particular person receives a specific piece of
real estate at your death. Your solution is to add their name to the deed.
When the deed is executed, you have just made a gift for gift tax purposes.

• You decide to buy a security, such as a stock, bond, or limited partnership
interest, in both your name and someone else’s name. As soon as you
designate the joint owner, a gift is deemed to have occurred.

Under each of the preceding examples in which you created a joint
ownership arrangement, at your death the entire value of the property is
included in your estate. This is because you provided all of the financial
consideration. If this is not your intended result, you can attempt to resolve
the problem by making qualified gifts and filing a gift tax return.

• If you guarantee a loan for someone else, the guarantee could be deemed a
gift for gift tax purposes. Assume that your child wants to start a business
with start-up costs of $95,000. Your child has no money or collateral with
which to obtain a loan from the bank. You agree to guarantee the loan at the
bank. Based on the 1984 Supreme Court case Dickman v. United States,
the Internal Revenue Service concluded that the act of guaranteeing a loan
created a gift. The amount of the gift was to be based on the difference
between the value of the loan the child could have received on his or
her own versus the deal they received with your help. You can imagine the
difficulty of arriving at an appropriate figure for gift tax purposes. Since this
ruling, the Internal Revenue Service has indicated that no gift is imputed
unless there is an actual default on the loan that requires you to satisfy the
debt for the benefit of your child. If this occurs, you are deemed to have
made a gift for the full unpaid balance of the loan less any repayments to
you by your child.

Providing loan guarantees can also create negative estate tax results. When
you die, your loan guarantee becomes an obligation of your estate. As such,
it might not qualify for the marital deduction and could disqualify a QTIP
election. The Internal Revenue Service has issued both favorable and unfa-
vorable private letter rulings on this subject. If you’re involved in this type
of situation, proceed with caution and get assistance from a competent legal
advisor.

Filing a Gift Tax Return
Gifts that you make to someone for less than $13,000 do not require the filing
of a federal gift tax return. If you and your spouse jointly make a gift, you are
required to file a federal gift tax return (Form 709). This is true even if the
combined gift is less than $26,000, and no gift tax is due. All gifts of a future
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interest, and gifts of a present interest greater than $13,000, require the filing
of a federal gift tax return. If your state of residence has a gift tax, you may also
have to file a state gift tax return.

The Lifetime Applicable Exclusion Amount
In addition to the annual exclusion, you are also allowed a lifetime applicable
exclusion amount. This lifetime applicable exclusion amount represents the
amount of money or property that you can give to someone other than your
spouse free of gift or estate taxes. If these gifts are not made during your
lifetime, they can be used at the time of your death. Under 2010 tax laws, the
amount of these tax-free lifetime gifts is limited to $1,000,000 if used during
your lifetime.

Although most people wait to use their lifetime applicable exclusion amount
at death, it can be advantageous to use it while you’re alive. If you own an
asset that you expect to appreciate rapidly, you can remove the asset plus the
appreciation of that asset from your future estate by giving it away before your
death. For example, suppose you own 100 acres of farmland that is presently
valued at $400,000 on the outskirts of town. Your town is growing rapidly, and
the growth is all headed in your direction. If the growth continues, you speculate
that your land value could increase tenfold or more. You decide to use part of
your lifetime applicable exclusion amount and gift the property to your children
via a trust. It turns out that your estimates were low and the land ends up being
valued at $10,000,000. By giving the property to your children, you potentially
save approximately $5,000,000 in federal estate taxes based on 2010 tax laws.

Outright Gifts
Based on an evaluation of your estate, you determine that you have excess assets
and can therefore afford to begin a gifting program for your children. Now that
you have made this decision, what is the best way to maximize the power of
your gifts? The answer is to evaluate the different assets that you own that are
available to give away. The following sections present a review of the pros and
cons of several different possibilities.

Outright Gifts of Cash
Perhaps the easiest gift to make is cash. You simply write a check to your child
or other donee. The recipient receives the money and does with it as he or she
pleases. The disadvantage is that your child may spend the money unwisely. We
have seen many cases where children become dependent on annual gifts from
their parents. Another disadvantage is that the money you give could become
subject to either a divorce proceeding or a creditor’s claim.
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Outright Gifts of Appreciating Property
The value of giving away property that is expected to appreciate rapidly is that
you are also giving away the future growth. Suppose you give your child $13,000
worth of stock in a start-up company that you expect to appreciate significantly.
As it turns out, you were correct, and the stock appreciates on average 15 percent
per year over the next 25 years. By making a gift of $13,000 in the present, you
have removed an asset that would have grown (compounding appreciation) to
$427, 946 in the future.

Outright Gifts of Appreciated Property
Some people choose to give away assets that have already appreciated substan-
tially. If you expect the asset to continue to appreciate rapidly in the future,
then you will receive some of the same benefits mentioned previously. Gifting
appreciated property can have its disadvantages. Some of your gifts of appre-
ciated property are subject to divorce proceedings and creditor claims. Also,
if you hold appreciated property until you die, your heirs receive a stepped-up
cost basis (unless you die during 2010 subject to some exceptions). Your heir
could then sell the property and pay no capital gains or income taxes. Under
Tax Relief Act–2001, if the law is not changed before then, the estate tax is
temporarily repealed in 2010; however, property that passes to your heirs may
not receive a stepped-up cost basis.

Roth IRAs
It may seem strange to discuss Roth IRAs in the section on giving assets to your
children, but one of the true power plays is to give your children the money to
make a Roth IRA contribution. Assume that your 19-year-old daughter works
summers to earn extra spending money. Her total earnings are $4,500. You give
her $4,000 so she can make a contribution to a Roth IRA. Her contribution
to the Roth IRA is not deductible, but because of her low tax bracket this is
unimportant. The true value of the Roth IRA is tax-free growth. The earnings
will never be taxed if she adheres to the following rules:

• If she waits until after she turns age 591/2, withdrawals are tax-free.

• If she were to become disabled, withdrawals would be tax-free.

• If she uses the money for a qualified purpose, there is no tax on withdrawals.
A qualified purpose includes withdrawals of up to $10,000 in acquisition
costs for her first home.

• Another qualified purpose is withdrawals for tuition payments of qualified
higher education expenses for herself, her spouse, or her children.

• Generally, no tax-free withdrawals are allowed during the five taxable year
period beginning with the first taxable year for which the contribution was
made.
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Although a $4,000 contribution may not seem significant, the results can be
quite dramatic. Let’s assume that your daughter invests in a stock mutual fund
that earns on average 10.5 percent, and she does not touch it until she is age
75. Your small one-time gift of $4,000 has turned into $1,072,000! This is the
type of gift you will want to make each year. As an added bonus, because it is a
retirement account, she is less likely to squander the money.

When the Donee Is a Minor
If you have decided to begin making gifts to your children, but they are minors,
you will need to make special preparations. Although the law allows minors
to receive property in their name, no state allows them to sign legally binding
contracts, so future dealings involving their property can be difficult. Practical
ways to manage minor children’s property include using custodial accounts or
minor’s trusts. In the following sections, we examine each approach.

Custodial Accounts
Most often, assets are transferred to minors under either the Uniform Gifts to
Minors Act (UGMA) or the Uniform Transfers to Minors Act (UTMA), depending
on which act your state has adopted. The forerunner of these was the UGMA,
which allowed an adult (the custodian) to act on the behalf of a minor concerning
the minor’s property. Under this act, the custodian can invest the child’s money
in bank accounts, securities, annuities, and life insurance. The UTMA expanded
the types of investments to include real estate and tangible personal property.

ADVANTAGES

• Custodial accounts are easy to set up and make it easy to transfer property.
To set up a custodial account all you need to do is open the account by
listing the name of the child and custodian as follows: “Richard B. Franklin
(the name of the custodian) as Custodian f/b/o (for the benefit of) Sara J.
Franklin (the name of the child) under the (your state) Uniform Gifts (or
Transfers) to Minors Act.” Transferring title to existing property is equally
as easy.

• To set up a custodial account, no additional documents or agreements are
required, so the costs are minimal.

• Custodians are not required to post any bonds and are not required to
provide any reporting to the courts.

• The custodian is allowed broad powers to transact business on behalf of
the minor child.

• The gifted assets and the future appreciation of the assets may be removed
from your estate.
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• The assets can be used for the health, education, maintenance, and support
of your child (with certain restrictions).

• Transfers to custodial accounts are treated as gifts of present interests and
therefore qualify for the annual gift tax exclusion.

DISADVANTAGES

• The gifts are irrevocable. Once you have made a gift, you cannot change
your mind later and take the property back.

• Your child will get legal control of the property no later than his or her
twenty-first birthday. The UGMA requires transfer of the property at the
age of majority for your state of residence, usually age 18 or 19. Under the
UTMA, some states allow the transferor to select when the child receives
the property outright between the ages of 18 and 21. Other states set the
age of legal transfer at age 21. If you have a choice in your state, we prefer
the UTMA with age 21 as the legal age of transfer. The obvious concern is
that children between ages 18 and 21 may not be mature enough to handle
money without parental supervision.

• The assets you have gifted your child may become part of your estate for
estate tax purposes. Few states allow minors to draw a will. If a minor child
dies, the laws of intestacy of your state of residence determine to whom
the child’s estate will go. In virtually every state, a minor child’s property
reverts to the parents. The only way to avoid this pitfall is to establish a
trust. Also, if you act as both the transferor and custodian, and you die
before your child reaches the age of majority (as defined under the UGMA
or UTMA), the property you gave your child will be included in your estate
for estate tax purposes. One solution to this problem is to have your spouse
act as the custodian. However, this too can be an issue in some states
if your spouse is legally obligated to support your minor child and state
law does not preclude the use of custodial funds for this purpose. Consult
competent legal advice before proceeding. A better strategy would be to
choose another family member or friend to act as the custodian. By so
doing, you have effectively resolved this problem.

• Your child can sue the custodian. This may sound far-fetched, but it does
happen. Once your child reaches the age of majority as defined under the
UGMA or UTMA, he or she has the legal right to request an accounting
of how his or her money has been handled. If it has been handled im-
properly in the eyes of the courts, the custodian could be held personally
liable.

• Income from the custodial account may be taxed to you or your child at your
tax rate. If your child is under the age of 14 and receives unearned income
in excess of $1,600 (indexed each year for inflation), that excess income
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will be taxed at your highest marginal tax rate. This is what is commonly
referred to as the “kiddie tax.” Once the child turns age 14, all income is
then taxed at the child’s tax bracket.

If you prefer to exercise more control over your gifts to your children than
allowed under custodial accounts, then you should consider either a 2503(b)
trust or a 2503(c) trust. These are both minor’s trusts and are named after the
applicable Internal Revenue Code section.

2503(b) Trust
The primary advantage of this trust is that the trustee is never required to
distribute principal to your child. The trustee must, however, distribute all the
income on at least an annual basis. Gifts to the trust do qualify for the annual
gift tax exclusion, but only as related to the present value of the future income
stream. For example, you contribute $10,000 to a trust for your five-year-old
daughter. The Internal Revenue Service interest rate assumption is 8 percent.
Considering these facts, the value of your gift was $9,702, which qualifies for
the $13,000 annual gift tax exclusion. Therefore, $298 is considered a gift of a
future interest, and you must either pay gift taxes on this amount or use part
of your lifetime applicable exclusion amount. This trust can also be structured
to allow the trustee to distribute principal under certain conditions. This type
of trust requires the filing of an annual gift tax return in any year that a gift is
made. The trustee must also apply for and receive a tax identification number.
A separate trust must be set up for each beneficiary.

2503(c) Trust
We have found that because of greater flexibility and control, clients are more
willing to consider the 2503(c) trust arrangement. This type of trust allows the
trustee to either distribute or accumulate trust income. The trust document can
also allow the trustee to make distributions of trust corpus for predetermined
reasons or at the trustee’s discretion. Any income not distributed will be taxed
to the trust. Income distributed to your child will be taxed at your child’s tax
bracket if your child is age 18 or younger. The kiddie tax rules apply for children
under the age 18 or younger and dependent students under the age of 24.

The primary disadvantage of the 2503(c) trust is that your child has a legal
right to all trust assets when he or she turns 21. To avoid this result, the best
solution is to incorporate a “window” in your trust document. When your child
reaches age 21, he or she has the right to terminate the trust and receive all
assets. If he or she fails to exercise his or her right within a certain time period
(usually 60 days), the child’s right to take possession of the trust assets expires.
The trust then continues to be managed for your child’s benefit for life or until
your child reaches a certain age that you choose. As with the custodial accounts
and the 2503(b) trust, this trust is irrevocable. Once you have made the gifts, you
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cannot get your assets back. Gifts to the trust do qualify for the annual gift tax
exclusion. By including a special provision in the trust, you as the grantor may be
responsible to report and pay all income taxes (ordinary and capital gains). This
can greatly benefit the child but is not considered a taxable gift. The provision
may even be changed if paying the income taxes becomes a financial burden.

Other Tax-Free Gifts
In addition to your annual and lifetime gift tax exclusions, you receive an
unlimited annual exclusion for the payment of a donee’s medical expenses or
tuition. We have found this to be particularly useful where a grandparent is
already making maximum annual gifts to grandchildren. They can then pay
the grandchild’s tuition or medical costs without incurring gift taxes. For these
payments to qualify for the unlimited annual exclusion, they must be made
directly to the qualifying educational institution or medical provider. These
payments are not tax deductible by the donor or donee.

If the gift you wish to make is for the specific purpose of funding education
expenses, then you need to consider the Section 529 plans. Tax Relief Act–2001
expanded the tax benefits of these plans by allowing tax-free distributions to
pay for qualified education expenses. Section 529 plans are thoroughly reviewed
in Chapter 1.

One gift that qualifies for the annual exclusion but is still included in your
estate is a gift of life insurance within three years of your death. In this case,
all of the life insurance proceeds are included in your estate for estate tax
purposes. For example, you decide that you want to remove your $250,000 term
life insurance policy from your estate by transferring the ownership to your
adult son. You do so but die within three years of the gift. The result is that the
$250,000 of life insurance proceeds are included as part of your estate for the
purpose of calculating your estate taxes.

Family Gifts Utilizing Trusts
Thus far we have primarily discussed outright gifts to family members. There can
also be significant advantages to making gifts to family members through the
use of trusts. Two primary benefits include control issues and the possibility of
receiving substantial valuation discounts for such gifts. Some of the more often
used trusts include the Grantor Retained Annuity Trust (GRAT), the Grantor
Retained Unitrust (GRUT), and the Qualified Personal Residence Trust (QPRT).

Even without a GRAT, GRUT, or QPRT, gifts to irrevocable trusts can create
additional income tax benefits for the grantor and gift tax benefits for the trust
beneficiaries. On July 6, 2004, the IRS released Revenue Ruling 2004-64. The
IRS acquiesced to the idea that the payment of income taxes by the grantor on
behalf of his or her grantor trust will not result in an additional taxable gift
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to the grantor if certain trust requirements are met. This allows the grantor to
shift greater wealth to future generations tax-free. If the gift trust is drafted as
a so-called “grantor trust,” this technique is available.

Grantor Retained Annuity Trust
A GRAT allows you to make a substantial gift to a child (or anyone) at a significant
reduction or without gift taxes while you retain an income interest for a stated
period of time. Because your beneficiary is only receiving the remainder at the
end of the trust term, his or her interest is considered a future interest and not
a present interest. Here’s how this works:

• You, the grantor, establish an irrevocable trust in which you retain a fixed
income interest. This fixed income can either be based on a fixed dollar
amount or a fixed percent based on the initial asset value transferred.

• You determine the number of years the trust will last. The trust period
can be any period of time. The longer the period of time, the smaller
the amount of the gift to your beneficiaries is in the eyes of the Internal
Revenue Service.

• You determine who the remainder beneficiaries will be (typically your
children).

• You transfer assets into your GRAT.

• You receive the designated income stream for the designated term of the
trust.

• At the end of the trust term, the remaining assets revert to your beneficia-
ries. This reversion can either be outright or in trust.

When you transfer assets into your trust, you have made a gift for gift tax
purposes. To determine the value of your gift, you subtract the present value
of your future stream of income from the value of your original contribution to
your GRAT.

ADVANTAGES

• The primary advantage of a GRAT is that it allows you to give away a large
asset while paying little or no gift taxes.

• The gift, although a gift of a future interest, represents the immediate
transfer of an asset. As a result, any appreciation of that asset accrues to
the benefit of your beneficiaries and is not included in your estate.

• As grantor, you retain the income from the trust during the term of the
trust.

• You can act as the trustee of your GRAT if the trust is properly drafted.
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DISADVANTAGES

• One of the primary disadvantages of the GRAT is that if you die during
the term of the trust the assets revert back to your estate for estate tax
purposes. For planning purposes, you will want to choose a trust term that
you are likely to survive.

• The GRAT is an irrevocable trust, and, therefore, you have permanently
given up the right to your principal.

• The GRAT is a grantor trust, and as such, all income is taxed to the grantor
(you) whether or not it is paid to the grantor.

• Your beneficiaries’ interest in the trust is a future interest and therefore
does not qualify for the annual gift tax exclusion. Your only alternatives
are to pay the gift taxes associated with the gift or use a portion of your
lifetime applicable exclusion amount.

• The income that you receive is a fixed income and therefore may not
adequately offset the future ravages of inflation.

Grantor Retained Unitrust
The GRUT, although very similar to the GRAT, has several significant differences.
The key distinction has to do with how your income is determined. As discussed
previously, with a GRAT you receive a fixed income. Under a GRUT, the income
you receive is variable. Suppose you (at age 50) place $500,000 into a GRUT and
elect a 7 percent income. The first year your income would be $35,000. If the
next year the account grew to $550,000, your income would be 7 percent of the
new balance, or $38,500. If, however, the account decreased to $450,000, your
income would only be $31,500. If the assets that you are transferring to your
trust are likely to appreciate at a greater rate than your withdrawal rate, and if
you want an increasing income, then you should consider a GRUT.

Table 11.2 shows an example of how the mathematics can work for a GRAT
versus a GRUT.

Qualified Personal Residence Trust
When trying to reduce the size of one’s estate in order to reduce taxes, the
notion of giving away one’s residence rarely comes to mind. If done properly,
the gifting of a residence can have significant tax benefits without limiting one’s
use of the residence. One of the best ways to do this is through a QPRT. This is
one of those rare instances where you can have your cake and eat it too.

In working with clients who have taxable estates, we have often found that
they are much more willing to give away their residence if they have the right to
continue to live there, rather than giving away their investments, which often
represent their security against unknown financial circumstances such as an
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TABLE 11.2 Benefits Comparison of GRAT versus GRUT*

Annual Value of Annual Value of
Distribution Remainder Distribution Remainder

Year to Donor Interest Year to Donor Interest

1 $35,000 $0 1 $38,150 $0

2 $35,000 $0 2 $38,673 $0

3 $35,000 $0 3 $39,202 $0

4 $35,000 $0 4 $39,740 $0

5 $35,000 $0 5 $40,284 $0

6 $35,000 $0 6 $40,836 $0

7 $35,000 $0 7 $41,395 $0

8 $35,000 $0 8 $41,962 $0

9 $35,000 $0 9 $42,537 $0

10 $35,000 $0 10 $43,120 $0

11 $35,000 $0 11 $43,711 $0

12 $35,000 $0 12 $44,310 $0

13 $35,000 $0 13 $44,917 $0

14 $35,000 $0 14 $45,532 $0

15 $35,000 $0 15 $46,156 $0

16 $35,000 $0 16 $46,788 $0

17 $35,000 $0 17 $47,429 $0

18 $35,000 $0 18 $48,079 $0

19 $35,000 $0 19 $48,738 $0

20 $35,000 $0 20 $49,405 $0

21 $0 $1,011,601 21 $0 $656,385

Totals $700,000 $1,011,601 $870,964 $656,385

Calculations courtesy of Comdel, Inc., Crescendo Planned Gifts Marketing Software, A. Charles Schultz,
President/Author, (800) 858–9154.
*Assumptions: $500,000 contribution, 20-year term, 7 percent withdrawal rate, 9 percent income return on
investments, 5 percent IRS Section 7520 rate.
GRAT: $63,823 present value of gift
GRUT: $195,450 present value of gift

illness. In other cases, the residence may be one of the only available assets
to give.

How to Set up a Qualified Personal Residence Trust
Under a QPRT, an individual known as a grantor irrevocably transfers his or
her primary or secondary residence to a trust for a fixed period of time, such
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as 10 to 15 years. During the term of the trust, the grantor retains the right
to use and occupy the personal residence on an unrestricted basis. At the end
of the term, the residence then passes to the designated beneficiaries known
as remaindermen (usually the grantor’s children). At the end of the term, the
grantor then leases the residence back from the remaindermen. These lease
payments do not interfere with his or her ability to make annual gifts each year.

Tax Treatment
Because the remaindermen will not receive the gift for 10 to 15 years, the
grantor is allowed a discount based on the present value of the future gift. The
amount of the discount is determined by Internal Revenue Service tables. This
allows the grantor to significantly discount the value of the gift.

Consider Richard and Betty Franklin. Richard, age 67, and Betty, age 64, have
a total estate exceeding $7,000,000. Of that, approximately $1,000,000 is in real
estate consisting of their primary home and their vacation home. Their primary
residence has a market value of $450,000. They want to keep the home but also
want to reduce their taxes as their estate continues to grow. Richard and Betty
decide to establish a QPRT and transfer their residence into the trust for 15 years.
At the end of that time, the home will be transferred to their two adult children.
Because the gift of the property to the trust is irrevocable, it creates a completed
gift for gift tax purposes. Because the beneficiaries will not receive the property
until the end of the 15-year period, it is a gift of future interest rather than a
gift of present interest. Therefore, it qualifies for a discount. For federal gift tax
purposes, the value of the gift, based on IRS discount tables (5 percent assumed),
is only $178,109. They will use a portion of their lifetime applicable exclusion
amount to avoid paying gift taxes.

For the Franklins, life has changed very little. They continue to live in their
home just as they always have. At the end of the 15-year period, when the property
does revert to their children, they will establish a lease that requires that they
pay rent to the children, which further reduces their estate. It should be noted
that these rental payments do not limit their annual gift tax exclusion.

ADVANTAGES

There are many advantages to setting up a QPRT, including the following:

• In many cases, it is more palatable to give away your residence rather
than cash or securities to reduce estate taxes. By holding onto your stocks,
bonds, and cash, you can feel more secure about handling a significant
financial emergency should one occur. However, by giving away the house
while retaining the right to live in it, you do not change your lifestyle even
though you make a significant move toward reducing the value of your
current and future estate.
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• You effectively remove a large asset from your estate at a significant dis-
count from its current value. The Franklins were able to give away an asset
worth $450,000 for $178,109.

• You remove the growth of your residence from your estate. If the Franklins’
home continued to appreciate over the next 15 years at 5 percent, it would
be worth $935,000. By giving their home away, they saved the taxes on the
additional $485,000 of appreciation.

• You entirely avoid probate on your residence because it is passing to your
heirs through the trust instead of under your will.

• At the end of the trust term, you are allowed to increase your annual gifting
by paying rent to your heirs. These payments will not be included as part
of your allowable annual gift tax exclusion.

DISADVANTAGES

There are also several disadvantages to a QPRT.

• If you die during the term of the trust, the value of the personal residence
is included in your estate for estate tax purposes. Although this result
may not be what you hoped for, it is not as bad as it seems. The property
receives a stepped-up cost basis unless (with some exceptions) you die in
2010 (the one year that the estate tax is repealed unless new legislation
changes this law) and any applicable credit amount that has been used
is retrieved. In other words, for federal estate tax purposes, it is as if the
transaction never occurred. You have, however, gone to the trouble and
expense of setting up the trust and received no benefit.

• When you transfer the residence, the beneficiaries will receive the same
tax basis as you had upon the date of transfer. However, if you had held
the residence until your death, they would have received a stepped-up
cost basis based on the value at the date of your death. In that case, they
could have then sold the home without owing capital gains taxes.

• At the end of the term the residence may not be available for your use.
Technically, the home is now the property of the remaindermen (your
children) rather than your property. They must allow you to continue to
live in the residence, presumably under some arrangement whereby you
would be paying them rent.

• If the residence is sold, the $250,000 ($500,000 for married couples) exclu-
sion for gain on sale of residence is not available because it is no longer
your residence.

• If there is a mortgage on the property, any payments on that mortgage are
considered a gift to the remaindermen.
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Case Study1

Consider a case example of how a QPRT can reduce estate taxes for Richard and
Betty Franklin. In order to simplify the case and focus on the value of the QPRT,
we assume that all assets except for the home did not increase in value and that
the term of the trust was 15 years.

Scenario 1
The Franklins die in 2010 at the beginning of the sixteenth year with no planning.

$7,000,000 Miscellaneous assets (future growth at 0 percent growth
rate)

+$935,000 Residence ($450,000 current value at 5 percent growth
rate)

$7,935,000 Estate value in 16 years
−$7,000,000 Applicable exclusion amount (review Table 11.1)

$935,000 Subject to estate tax
$420,750 Approximate tax due

Scenario 2
The Franklins transfer their residence to a QPRT with their two children as
remaindermen and die 16 years later.

$6,800,000 Miscellaneous assets (future growth at 0 percent growth
rate)

+$0 Residence
$6,800,000
+$178,109 Taxable gift*

$6,178,109 Subject to estate tax
$0 Tax due

*Discounted value of the transfer of the residence in 15 years.

As you can see from the previous examples, the potential tax savings through
a QPRT can be significant. If the Franklins did not die in the sixteenth year, but
lived well beyond that, the value of the tax savings would increase because the
continuing appreciation of the property has been removed from their estate.
They could also make rent payments to the children in addition to their annual
gift tax exclusion. This allows them to continue to move more and more assets
out of their estate.

1Unless new legislation is enacted, the results of these examples will change dramatically post-
2009.
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Death during the Term of the Trust
As the grantor, you can receive a larger discount by creating a contingent
reversionary interest. With a contingent reversionary interest, you state in the
trust agreement that if you die before the trust term expires, your last will and
testament will determine who receives the trust property.

If the grantor dies during the term of the trust, the property is included in
the grantor’s estate, and at that time, receives a stepped-up cost basis based
on the fair market value at the date of death. Also, any unified credit that
was used to transfer the property to the trust will be revived to the benefit
of the grantor. In other words, it is as if this transaction had never taken
place.

Taking Advantage of Generation Skipping Transfers
Prior to 1976, there were no laws that prevented you from leaving large amounts
of assets in trust for multiple generations of family members. For example, you
could place several million dollars in a trust that provided for a lifetime of
income for your children and grandchildren. As long as your children did not
have a general power of appointment, the assets would not be included in their
estates for estate tax purposes. Passage of the Generation Skipping Transfer Tax
in 1976 significantly reduced one’s ability to pass money to multiple generations
without a transfer tax. Although transfer opportunities have been reduced, they
have not been eliminated. Therein lies the opportunity.

In the following list, we examine the rules surrounding generation skipping
transfers (GSTs):

• A skip generation refers to family members one generation removed as
would be the case of a gift from a grandparent to a grandchild. If the gift is
to a nonfamily member, a person is considered a skip person if they are at
least 371/2 years younger than the transferor.

• The generation skipping transfer tax that is imposed is based on the highest
marginal estate and gift tax rate. (Potentially as high as 55 percent after
2010, subject to many legislative factors. See Table 1.9, page 14.)

• There are three categories of transfers that can occur. The first is called a
direct skip. Direct skips occur when you gift assets directly to a generation
skip person. For example, a direct skip would occur if you gave $100,000
directly to a grandchild or if you gave $100,000 to a trust in which your
grandchild was the sole beneficiary. Any GST tax due must be paid at the
time of the transfer. The transferor can elect to pay the tax himself/herself,
or he/she can elect to have the taxes paid out of the gifted proceeds.
The next category of GST occurs where there is a taxable termination.
A taxable termination occurs when assets have been placed into a trust
for multiple generations of family members and the last nonskip family



P1: OTA/XYZ P2: ABC
c11 JWBT147-Welch November 18, 2009 12:5 Printer Name: Courier Westford

TAKING ADVANTAGE OF GENERATION SKIPPING TRANSFERS 169

member ceases to be a beneficiary of the trust. For example, you place
$500,000 in a trust that will provide a lifetime income for your child. At
your child’s death, the trust will continue to provide a lifetime income for
your grandchild. When your child dies a taxable termination has occurred,
and at that time, your trustee would be required to pay any GST tax due
out of trust assets. The final category of skip transfers relates to taxable
distributions. A taxable distribution occurs at the time your trustee makes
a distribution to a skip person. For example, you place $500,000 into a trust
for the benefit of your children and grandchildren. If your trustee makes
a distribution to a grandchild (a skip person), a taxable distribution has
occurred, and any taxes due must be paid out of that distribution.

So far, the GST rules do not sound very appealing. The opportunity lies in the
following three exceptions to the GST tax rules:

1. Deceased child exception. This exception provides that if a child has
predeceased you and has left children of his or her own, your gifts to that
grandchild are not subject to the GST tax.

2. $13,000 annual GST exclusion. Similar to your annual gift tax exclusion,
the GST exclusion provides that no GST tax is due for the first $13,000 per
year of gifts to a skip person. This $13,000 per year will increase in future
years due to special inflation indexing.

3. $3.5 million GST exemption. This important exception provides that be-
quests of up to $3.5 million can be made to skip persons free of the GST tax.
This exemption is automatically applied to direct skips. It is sometimes
automatically applied to nondirect skips depending upon elections made
by the grantor, and, therefore, care should be taken when drafting trusts
that are likely to result in nondirect skips. Note that the $3.5 million GST
exemption is available to all individuals, therefore parent’s combined ex-
emption for bequests equals $7.0 million in 2010. Gift exemptions remain
$1,000,000 per donor or $2,000,000 for a donor couple. Please note that
the $3.5 million is the 2010 GST exemption amount, and this exemption
amount is subject to change in future years.

Case Study 1
Jeannie and Raymond Davidson would like to make a large gift to their son and
possibly their grandchildren. In our discussions, we discover that their son is likely
to accumulate a large estate on his own. If this gift occurs in 2010, we explain
that if the Davidsons make gifts to their son either directly or in trust, substantial
estate taxes will likely be due when he dies. As an alternative, we recommend
that they consider a GST trust. They will use part of their (combined) lifetime
applicable exclusion amount to make a tax-free gift of $1,000,000 to a trust that
will provide income to their son for his lifetime. At his death the assets will remain
in trust for the benefit of the grandchildren. By electing the GST exemption, there
will be no estate taxes due at the son’s death. Using this strategy, the parents
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have removed the growth on the $1,000,000 from their estate and have avoided
future estate taxes at their son’s death, thus preserving a much larger benefit for
their grandchildren. Because each parent has a $3.5 million GST exemption in
2010, we structured their wills so as to take advantage of their remaining GST
exemption at their death.

Case Study 2
Jeff and Cynthia Cooper have expressed a desire to establish a gifting program
to benefit their children and grandchildren. Although their investments produce
a large income for them, they are not comfortable making large lump sum gifts.
They are also concerned that gifts might spoil their children. We recommend
that they consider using their $13,000 annual GST exclusion to purchase a $1.5
million survivorship life insurance policy. A GST trust would be the owner and
beneficiary. As a result, after the second person has died, the GST trust would
be funded with $1.5 million that would benefit both their children and their
grandchildren. Trust provisions would allow the trustee to make distributions to
either the children or the grandchildren. In cases where life insurance is being
used to leverage generation skipping transfers, it is important to file a gift tax
return requesting that the GST exemption be applied to the gifts.

Sales to Family Members
There are many estate planning advantages to loaning family members money as
well as sales of assets to family members. Particularly effective are installment
sales and the private annuity.

Installment Sales to Family Members
Installment sales between family members are set up like any other installment
sale. You determine a fair market price and then arrange repayment terms
based on a market interest rate. If the sale was to include a below-market price
or below-market interest rate, the Internal Revenue Service considers that you
have made a gift for gift tax purposes. Advantages and disadvantages of asset
sales to family members are presented in the following sections.

ADVANTAGES

• A sale of an asset to a family member removes the appreciation of the asset
from your estate. Henry owns stock in his closely held business. At some
point in the future, he plans to take his company public, at which point he
expects the value to appreciate dramatically. Henry’s son, Jake, also works
in the business but owns no stock. By selling Jake stock now, Henry is able
to transfer the future growth out of his estate.

• An installment sale to a family member keeps the asset in the family. Edith
Thompson inherited the family farm from her parents and has a strong
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desire to keep the farm in the family. She sells the farm to her two children
on an installment sale basis. The payments to her total $2,000 per month.
Edith uses her annual gift tax exclusion to give each child $11,000 toward
payment of their share of the note.

• An installment sale prevents a family member from receiving wealth too
quickly. Dave Adams sells his children an apartment building that he
owns. The apartment building currently produces $40,000 per year of net
income. The installment note requires payments of $4,000 per month for 240
months. The children have purchased a valuable asset that will increase
their net worth as it appreciates but will receive little in the way of
cash benefits for many years. Their incentive to fend for themselves is
unhampered.

• An installment sale provides you with a continuing income stream. Not
everyone can afford to give away their assets. You may not need the asset,
but you may need the income it produces. An installment sale to a family
member may provide the ideal solution. You remove the appreciating asset
from your estate while retaining the income for an extended period of time.

• The buyer’s cost basis in the property is based on the price they paid, which
is presumably the fair market value. If they had received the property as a
gift, their basis would be the same as the donor’s basis. Buying the property
will likely result in less taxes upon a subsequent sale.

DISADVANTAGES

• You have not entirely removed the asset from your estate. The value of the
note receivable will be included in your estate.

• You have given up control of the property.

• You have accepted a fixed payment that will not be adjusted for inflation.

• You must recognize the gain on the sale for income tax purposes. Because it
is an installment sale, taxes are due only as you receive your note payments.

• If the property is resold within two years, you may incur an acceleration of
income taxes. This creates the possibility of owing income taxes without
having cash to pay them.

SETTING YOUR INTEREST RATE

When you are deciding what interest rate to charge your family member, you must
choose a rate that is considered a fair market rate. If you choose a below market
rate, the difference between the fair market rate and the rate you charged will
be imputed to you for income tax purposes. Likewise, this difference in rate can
be imputed as an interest deduction for the buyer.

How do you determine what a fair interest rate is? Fortunately, the Internal
Revenue Service provides you with the answer under Code Section 1272 entitled
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“Applicable Federal Rates.” These rates change from month to month but are
often less than a buyer could receive if he or she sought traditional financing.

An installment sale can be combined with annual gifts to family members to
magnify the power of the transaction. You sell property “A” to your son in return
for a note with a market rate of interest. The note payments equal $9,500 each
year for 12 years. In January of each year, you give your son $13,000 as a tax-free
gift. He then uses the gift to make the note payment. You can manipulate the
term of the note to make certain that the payments fall within the allowed
annual gift tax exclusion. For example, if the property was valued at $100,000,
and the federal interest rate was 6 percent, a 10-year term would result in
payments of $13,587. By increasing the term to 16 years, you would cut the
annual payments to under $13,000.

Remember that whether you give your child the money to make the note
payments or simply forgive the note, you are still responsible for reporting and
paying the income tax on the note interest. Although you have not received the
interest, it has been imputed to you.

The Private Annuity
A private annuity is the sale of property by one family member (the annuitant) to
another family member (the obligor) in exchange for an unsecured promise by
the obligor to make payments to the annuitant for the rest of the annuitant’s life.

ADVANTAGES

• The property and its future appreciation are removed from your estate,
thus you avoid all estate taxes.

• Because this is a fair market value sale, there are no gift taxes to pay.

• You receive a lifetime income.

• The capital gains on the sale are spread over your life expectancy.

• The property is maintained within the family. This can be particularly
important with a closely held business interest or family land.

• If you die prematurely (before your life expectancy), the annuity payments
end immediately, and there is no remaining value in the annuity. This is
unlike the installment sale in which case the note payments would continue
and the present value of those payments would be included in your estate.

DISADVANTAGES

• The note payments cannot be secured by the trust property or any other
asset.

• Your children (the obligors) bear the risk that you will outlive the actuarial
tables.
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Loans to Family Members
Unlike installment sales to family members, loans to family members offer little
in the way of estate planning benefits. If you charge a below market interest rate,
you will have income imputed to you, and you will have been deemed to have
made a gift based on the value of the “bargain” amount. A related technique is
to make a loan to a child and then use their annual gift tax exclusion to forgive
all or a portion of the note payments each year. Note that this does not relieve
you of your income tax liability. One possible estate tax advantage occurs if your
child is able to earn a higher rate of return on your loan than you are currently
earning.

Case Example
David has $200,000 in certificates of deposits earning 6 percent. David’s son,
James, wants to start a business that requires $100,000 of capital, but James
lacks the ability to borrow the money. David loans him the money, charging him
6 percent (or the applicable federal rate, whichever is greater). His business is
successful and earns on average 15 percent per year. David has effectively helped
leverage his son’s net worth while earning at least as high an interest as he was
earning before.

In this chapter, we discuss the various tax advantages and strategies revolving
around gifts, sales, and loans to family members. There can also be substantial
tax advantages to making gifts to charities. This subject is explored in detail in
Chapter 12.

Sales to Intentionally Defective Grantor Trusts (IDGT)

• Such a trust is respected for gift and estate taxes but ignored for income
taxes.

• So no taxable gain upon sale.

• The trust should be seeded with at least 10 percent of the fair market value
of the assets to be sold.

• Trust generally benefits children and grandchildren.

• Only seed money would be a gift. Normally a future interest gift could be
structured as preset interests (Crummey).

• Assets are often placed in a limited liability company. The assets then
qualify for discount for lack of marketability and control. This impacts the
fair market value of asset.

• If trust not given for all or part of purchase price, it is best to pay off before
the death of donor-grantor.
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CHAPTER 12

Strategic Planning
with Charities

In addition to fulfilling their philanthropic desires, most people making gifts to
charities also have a keen interest in the income and estate tax benefits that

come from such gifts. The income tax benefits are derived from gifts to charity
made during life. Estate tax benefits can be generated when testamentary gifts
are made. Because the maximum estate tax rate (45%) is greater than the
maximum income tax rate (35%), oftentimes the greater tax benefit comes from
testamentary charitable planning. However, because the applicable exclusion
amount increased to $3.5 million on January 1, 2009, it is quite possible that
no tax benefit will be derived from testamentary gifts if the value of the estate
does not exceed the applicable exclusion amount. Therefore, some donors may
prefer to make their charitable gifts during life to obtain a current and more
predictable tax benefit. It is important to remember that the 2009 income tax
rates and estate tax rates are scheduled to change either by action of Congress
(with a new tax law) or inaction of Congress (when the 2001 Tax Act provisions
expire). Regardless of tax benefits, more often the desire to make a significant
gift to charity overshadows the donor’s interest in the tax benefits.

If you want to leave part of your estate to charity, there are many strategies
available that you can use to provide funds to your favorite charities while
also providing estate and income tax benefits for you and your family. These
strategies range from the simple strategy of outright gifts to the very complex
strategies that utilize specialized trusts. Tax-exempt organizations generally
include traditional charities, such as the Red Cross or United Way, as well as
qualified educational institutions and religious organizations. Before making

175
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donations to any organizations, you should confirm that the group or foundation
qualifies as a tax-deductible charity. A list of qualified (nonreligious) charities
is available from the Internal Revenue Service (IRS) publication 78 entitled
“Cumulative List of Organizations Described in Section 170(c) of the Internal
Revenue Code.” This publication is quite long, so you may want to check your
local library for a copy. To check out a charity on the web, go to the Resource
Center at www.welchgroup.com; then click on ‘Links’.

We will begin by discussing the various issues involved in outright gifts to
charities, and then we will review the more complex concepts that utilize trusts.

Outright Gifts to Charities
By far the most common way to donate to charities is through outright gifts,
for example, writing a check or donating items of clothing or other property.
However, we often find that people make mistakes when donating assets to
charities. Once you have decided to make a donation to a charitable organization,
you want to maximize the benefit to both you and the charity. We examine the
pros and cons of various outright gifts to charities.

Gifts of Cash
Here you typically write a check or give cash. For contributions in excess of $250,
you must receive and maintain a written acknowledgment from the charity. The
advantages of this type of gift is its simplicity and full tax deductibility, as well as
the fact that you have removed the asset from your estate. However, you create
very little leverage. You have a dollar, you give a dollar, you receive a dollar
tax deduction. Depending on the type of assets, it may be preferable for you to
donate some asset other than cash.

Gifts of Property
The types of property that you can give are as varied as the types of property you
own. For example, you might own an old car that is in excellent condition but has
little resale value. You may not want the car, but it may be of value to a charity.

If you give property such as real estate or securities, not only do you remove
the asset from your estate, but you also remove the future growth of that asset
from your estate. The actual transfer of your property to your selected charity
can take some time. If you are giving securities that are held in a brokerage
account, usually the simplest way to complete the transfer is to have your charity
open an account at the same brokerage firm. You can then write your broker a
letter and have him or her journal your selected securities over to the charity’s
account. For real property or tangible personal property, you need to have the
deed or title transferred into the name of the charity. Most charities will conduct
an environmental study to make sure real estate is free from liability.
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Gifts of Appreciated Property
The best way to create leverage through outright gifts is by giving away appre-
ciated property. Assume that you have made a $12,000 pledge to your church’s
building campaign. You are trying to decide whether to write a check for this
amount or to donate the $12,000 worth of Coca-Cola stock that you bought
15 years ago for $2,000. You had planned to hold this stock as part of your long-
term investment program. You are sentimental about your Coca-Cola stock and
believe it will continue to be a good investment in the future. What should you do?

You should give away the stock. If you had to sell the stock now, perhaps
because of an emergency, you would incur substantial capital gains taxes. On
the other hand, even though you only paid $2,000 for the stock, when you give it
to your church, you will receive a deduction for its full market value ($12,000).
If you want to maintain the stock for your long-term investment program, you
can simply buy the stock using the $12,000 cash you had planned to give your
church. The result of these transactions is that you now own $12,000 worth of
Coca-Cola stock with a $12,000 cost basis. Now, in the case of an emergency,
you could sell your Coca-Cola stock and owe no taxes. Because your church is
treated as a charity for tax purposes, when the charity sells the stock you gave
it, it is a nontaxable event.

Gifts of appreciated securities and real estate are by far the most effective way
to make outright gifts. For you to receive a deduction for fair market value on gifts
of tangible personal property, the gift must be one usable to the charity as part
of the charity’s purpose. For example, the gift of a tractor to your church would
likely only qualify for a deduction based on your cost basis in the tractor because
it is not something that your church normally uses as part of its operations.

Gifts to Public Foundations
Like many people, you may have numerous charities that you would like to help.
However, the transfer process described previously would be too burdensome
for small contributions. Transfers would also not work if you may want a deduc-
tion in this calendar year but are undecided on the amount of your donations
and to what charities to give. Two excellent alternatives are the private foun-
dation or a donor advised fund of a community (or public) foundation. You are
allowed to make a gift to foundations in cash, securities, or property and receive
an immediate tax deduction. The foundation then holds your assets until you
give them instructions on the disposition of your property to the charities you
have chosen. Most of the public foundations can even provide you with infor-
mation as to the worthiness of charities that you may be considering. For this
service, you are charged a small fee that is usually based on a percentage of
your contribution. For listings of community foundations in your area, go to the
Resource Center at www.welchgroup.com; then click on ‘Links’. A more detailed
discussion of private foundations is included subsequently in this chapter.
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Tax Deduction Limitations on Outright Gifts
Generally, you will receive a full tax deduction for gifts totaling up to 50 percent
of your adjusted gross income (AGI) during any calendar year. If your gift is to
a nonpublic charity, your deduction is restricted to 30 percent of your adjusted
gross income. Gifts in excess of these amounts can be carried forward for up to
five years. However, there is also a limitation on itemized deductions that must
be considered, and amounts disallowed by the itemized deduction rule are not
eligible for carryover.

Testamentary Gifts to Charities
Often people will make specific bequests to charities in their will, particularly
to charities that have special meaning to them. However, if you don’t need the
money, you can create more tax leverage by making your donation while you are
alive. Say that you intend to give a certain piece of property worth $100,000 to
charity. If you leave it to charity under your will, there will be no estate taxes.
However, if you give it to charity while you are alive, you not only remove it from
your estate for estate tax purposes, but you also receive a current income tax
deduction worth $30,000 to $40,000! Consider lifetime gifts if you do not need
the asset.

Gifts Using Charitable Trusts
With outright gifts, you donate cash or property to a charity and receive a
tax deduction. This is the only monetary benefit to you. If you are looking for
additional benefits such as a continuing income stream for yourself or a portion
of your assets passed to family members, you may want to consider using one
or more charitable trusts. These trusts can be structured to achieve a variety
of personal and charitable objectives. If you want to convert highly appreciated
non–income-producing property into income-producing property while avoiding
large capital gains taxes, then you might consider a charitable remainder trust.
If you would like to see your favorite charity receive a stream of income from one
of your assets, but want the property to remain in your family, then you should
consider a charitable lead trust. If you would like to leave a lasting legacy of
charitable giving for your heirs, you can establish a private foundation.

Charitable Remainder Annuity Trust
The charitable remainder annuity trust (CRAT) is an ideal vehicle for taking
appreciated non–income-producing property and converting it into assets that
can provide you or a family member with current income. Suppose you are age 55
and own land that is currently valued at $900,000. Your cost basis in the property
is $90,000. You are considering an early retirement, but would need to convert
assets to produce an income stream. Your first thought is to sell the property and



P1: OTA/XYZ P2: ABC
c12 JWBT147-Welch November 18, 2009 12:7 Printer Name: Courier Westford

GIFTS USING CHARITABLE TRUSTS 179

reinvest the proceeds in income-producing assets such as government bonds.
The results of the sale would be as follows:

Step 1: Determine the Tax

$900,000 Current value of land
−$90,000 Cost basis of land
$810,000 Taxable gain

× 0.15 Capital gains tax rate (based on current rates)
$121,500 Capital gains tax

Step 2: Determine the Income
$900,000 Proceeds from sale

−$121,500 Capital gains taxes
$778,500 Available to reinvest

× 0.05 Expected earnings (5 percent)
$38,925 Income earned annually

As an alternative, you should consider a CRAT. Here’s how it would work.
Let’s assume that you are interested in leaving assets to your alma mater. You
can decide what interest rate you would like to receive and whom you would
like to act as your trustee. In this case, you choose 6 percent and elect to serve
as trustee yourself. You have your attorney draft the document formalizing the
trust. Your attorney then assists you with transferring the deed from your name
as an individual to your name as trustee. Once the property is transferred, you,
as trustee, sell it for $900,000. It is important that there be no prearranged sale
of the trust asset before it is transferred to the trust. If that is the case, the
donor will likely be responsible for the income tax from the sale of the assets.

Because it is a charitable trust, there are no taxes on the proceeds. You then
place the entire sum in investments of your choosing. As trustee, you have full
discretion over investment decisions. Because you elected a 5 percent payout,
you will withdraw $45,000 annually for as long as you live. Not only do you
increase your annual income, but you also receive an income tax deduction of
possibly $273,000 (depending on federal interest rates).

This strategy is appealing, but you have two concerns. First, you are worried
about your spouse’s continuing need for income should you predecease him or
her. Next, you are concerned about some potentially very unhappy heirs—your
children. At your death, the remainder goes to your alma mater, and your
children receive nothing. To resolve the spousal issue, you would set the trust
up so that the income is paid over both of your lives. As long as either one of
you is living, the trust will continue to pay $45,000 per year. The only thing this
adjustment affects is your initial tax deduction. If, for example, your spouse
were age 66, the tax deduction would be reduced to $121,072 (depending on
federal interest rates).
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TABLE 12.1 Survivorship Life Insurance*

$900,000 (Level Death Benefit) with Annual Premium of $4,945

Year Cash Value Death Benefit

1 $ 1,400 $900,000

10 $ 50,000 $900,000

20 $159,000 $900,000

30 $317,000 $900,000

40 $411,500 $900,000

*Male, age 55; female, age 52.

The issue concerning your children presents a more challenging, yet solvable,
problem. Perhaps the best solution would be to take your tax savings dollars
and purchase a survivorship life insurance policy on the life of you and your
spouse. An example of a $900,000 survivorship life policy is represented in
Table 12.1. This policy should be purchased using an irrevocable insurance
trust as described in Chapter 10. If your children are adults, an alternative
would be to have them be the owner and beneficiary of the policy with you
gifting them the cash to pay the premiums.

THE WEALTH TRANSFER EFFECT

Under the previous scenario, your goal was to convert a non-income-producing
asset into one that produces income. This satisfies an income need, but what
about your estate planning goals? You have removed $900,000 from your estate
by way of the charitable trust and have used part of your tax savings to buy life
insurance, which will be received by your children free of income and estate
taxes.

As you can see, the intelligent use of a charitable trust can create what we call
the “triple win.” You win because you receive more income during your lifetime.
Your children win because they receive a larger inheritance. And your alma
mater wins because it receives a larger sum than it would have likely received
under other circumstances.

However, under the CRAT, what you receive is a fixed income that does not
ever change. What about inflation? The charitable remainder unitrust (CRUT)
addresses the issue of inflation.

Charitable Remainder Unitrust
Structurally, the CRUT is set up similarly to the CRAT. You establish the trust
and transfer property into it. As trustee, you then sell the property and reinvest
it as you wish. You receive an income from the trust during your lifetime, and at
your death, the remaining assets go to the charity of your choice. The income can
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be paid over the joint lives of you and your spouse if you so desire. What differs is
how the income is figured. With a CRUT, you set an interest rate for purposes of
calculating the amount of withdrawals that are due you each year. Although the
interest rate never changes, the amount of dollars you receive fluctuates based
on the changing value of the account each year. For instance, in our earlier
example, you contributed $900,000 of real estate to your charitable trust, and
from then on received $45,000 (5 percent) per year. The income amount never
changed. Under a CRUT, you would receive 5 percent of the value of the account
as of a certain date each year. If your account value increased to $1,000,000 in
the second year, a 5 percent distribution would produce $50,000 for you. This
results in a growing income for you assuming your total account values grow. The
opposite is also true. If the account values decrease, so will your distributions.
Because the account values of a CRUT must be determined each year, it is not
an appropriate trust in which to place hard-to-value assets such as real estate
or a closely held business interest.

Using Your Charitable Trust for Retirement Planning
If you’re currently employed, you’re probably concerned about retirement plan-
ning. While you’re still working and earning a good salary, you should make the
most of your earnings. If you are fortunate enough to have an employer-provided
retirement plan, then part of the job may be done for you. Many employer plans
are of the 401(k) variety. These plans are very helpful but are rarely sufficient
to fully fund one’s retirement. One way to supplement your retirement income
is by establishing a CRUT that contains specialized provisions. A CRUT allows
annual contributions, whereas a CRAT does not. In this trust agreement you
will include two special provisions.

• As with any CRUT, you elect to receive income each year based on a set
percentage of the trust’s value. In this case, you should add language that
says if the trust income is not sufficient to pay the percentage you elected,
then the trustee will pay the actual income the trust produces. For example,
you elect a 5 percent annual income distribution. The trust investments,
however, only produce 1 percent income. The result is that only 1 percent
is distributed to you. Note that this is a period of time in which you do
not need additional income. You are still in your most productive earning
years, and your goal is to store up assets for your retirement.

• The next provision that you include in your trust is a catch-up provision.
This says any income you were owed but that was not distributed will be
distributed to you when additional trust income is available.

Your initial trust investments will include assets that produce little or no
income. This allows you to store income for the future. Once you are ready
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to retire, you (as trustee) sell these investments and reinvest the proceeds in
income-producing investments such as corporate bonds and CDs. The result is
that your account achieves maximum growth during your working years and
then is switched to maximum income during your retirement years. Any excess
income earned by your trust can be paid out to you as part of the catch-up
provision. Note that the sale of the appreciated securities does not result in any
taxes because of the trust’s tax-exempt status.

Case Study
Assume that you are age 40 and would like to supplement your retirement program
by investing $30,000 per year. You would also like to benefit your favorite charity,
the Make-A-Wish Foundation. We decide to establish a CRUT with a 5 percent
payout and a make-up provision. You contribute $30,000 each January and invest
in a diversified portfolio of growth stocks that pay little or no dividends. As it
turns out, your portfolio earns an average rate of return of 12 percent from age 40
to your age 65. This results in your account growing to $4,480,000! You now sell all
your growth stocks and invest in long-term corporate bonds with average yields
of 8.5 percent. As you now begin taking income, your trust agreement allows for
a 5 percent payout or $224,000. But your make-up provision now allows you to
take the excess earnings as well. This extra 3.5 percent excess income amounts
to an additional $156,800, bringing your total annual income to $380,000. You are
allowed to continue to take the excess income distributions until all prior deficits
have been exhausted. Remember that each time you make a contribution, you
are receiving a partial tax deduction as well. You also can set the trust up so that
the income is paid over both your life and the life of your spouse.

Pooled Income Funds
One disadvantage of the charitable remainder trust is the cost involved in
setting up the trust. It can cost several thousands of dollars to set one up,
and you will also have annual maintenance costs of approximately $300 to
$1,000 for tax returns and investment costs. Your trustee must obtain a taxpayer
identification number and file annual trust tax returns. There is also the matter
of trustee duties. Your trustee (often you) is legally a fiduciary to the trust and
is required to follow certain rules and procedures. Failure to do so can result in
legal liability. If all of this sounds like more than you expected, then you might
want to consider a pooled income fund.

With a pooled income fund, the charity prepares all the documents and
administers the fund for you (typically at no cost). You contribute property to
the fund and receive interest income units during your lifetime or a specified
period of time. Your deduction is calculated in the same manner as with the
charitable remainder trust. This type of trust has several advantages over the
charitable remainder trust, as well as some disadvantages.
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ADVANTAGES

• The charity has undertaken the costs of establishing the trust and bears
the ongoing costs of administration.

• The charity hires professional managers to invest fund assets, which re-
lieves you of that responsibility.

DISADVANTAGES

• Because the trust has been established by the charity, there is no opportu-
nity to customize the document to your specific needs. You are also likely
to encounter less flexibility in determining your income as well as how the
investments will be structured.

• All income from a pooled income fund is considered ordinary income
and is therefore taxed at your highest marginal tax rate. Income from a
charitable remainder trust uses a tiered rate system that allows long-term
capital gains and/or tax-exempt income to flow through to you.

As a result of these disadvantages, the pooled income fund is more appropriate
in cases where your intended gift is less than $100,000. A good example would be
a $25,000 gift to your alma mater. The size of this gift would make a charitable
remainder trust impractical because of both the initial and ongoing costs.
You would, however, receive the majority of the benefits of the charitable
remainder trust.

Charitable Lead Trust
With a charitable lead trust, you and the charity switch positions. The charity
receives the income from the trust for a specified period of time, and the
remainder interest then reverts to someone you designate (typically your child).
This type of trust works well if the following are true:

1. You own income-producing property, but you do not need the income or
the asset.

2. You want to divert the income to a charity for a period of time.

3. You would ultimately like to transfer the asset to a family member but pay
little or no gift or estate taxes.

This trust can be set up as either an inter vivos (during your lifetime) trust
or a testamentary (under your will) trust.

ADVANTAGES

• As stated previously, the primary advantage of the charitable lead trust is
that you are able to transfer a large asset to your children at significantly
reduced gift tax costs.
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• Not only do you remove the asset from your estate, you also remove any
growth on that asset from your estate.

• Contributions to a charitable lead trust are unlimited, whereas contribu-
tions to charitable remainder trusts limit your deduction to 50 percent
of AGI if the remainder beneficiary is a public charity (30 percent for
nonpublic charities).

DISADVANTAGES

• Contributions to a charitable lead trust provide you with a gift tax deduc-
tion rather than an income tax deduction unless the trust is set up as a
grantor trust. The rules regarding grantor charitable lead trust will tend to
reduce the effectiveness of wealth transfers to your children.

• Trust income is taxed to the trust to the extent that it exceeds the income
paid to the charity. For example, if you set your trust up to pay 5 per-
cent annually to the designated charity, but the trust income is actually
6 percent, the excess 1 percent will be taxed directly to the trust. In the
case of a grantor trust, excess income will be taxed to the grantor.

• Capital gains are not a tax-free event as they are with a charitable remainder
trust. If the trustee sells an appreciated asset, the gain will be taxed to
the trust. Therefore, you will want to contribute assets that you have no
intention of selling or that are not likely to appreciate in value.

• When the trust ends and the remaining assets revert to your children, this
is considered a gift of a future interest and therefore does not qualify for
your annual gift tax exclusion. You must either pay the gift taxes or use part
of your lifetime applicable exclusion amount. Also, there are legal costs
for setting up this trust, annual accounting costs for maintaining the trust,
and duties that must be carried out by the trustee.

The Private Foundation
A private foundation can create a perpetual legacy of charitable giving for
your descendants while accomplishing significant estate planning objectives
for yourself. With a private foundation, you are, in effect, establishing your
own tax-exempt organization for the purpose of benefiting charities, educa-
tional institutions, and/or religious organizations. Then, either during your
life or at your death (under your will), you contribute money or property to
your foundation. The income tax deduction during your lifetime is limited to
30 percent of your AGI. You may act as the trustee and designate family mem-
bers as successor trustees. The trustees can be paid a reasonable income from
the trust for their services. The following sections present the advantages and
disadvantages of this strategy.
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ADVANTAGES

• Lifetime gifts to your private foundation generate an income tax deduction
within certain limitations.

• Your foundation can create a lasting memorial to your family in much the
same way as the Rockefellers and Kennedys have done.

• You can use your foundation to aid a specific cause, such as child abuse, or
you can provide your trustees broad discretion in deciding how to disperse
charitable contributions.

• Your lineal descendants can be the trustees. This creates a lasting legacy of
charitable giving for your heirs. It places them in a position of prominence
in charitable circles. As trustees, they can receive reasonable income for
their services.

• Assets contributed to your private foundation are removed from your estate
and thus avoid estate taxes.

DISADVANTAGES

• A private foundation is a complex legal document. The costs of establishing
one and maintaining it are relatively high. In addition to annual tax filing
requirements, there are federal reporting requirements. Many states also
impose reporting requirements. A private foundation is, therefore, more
appropriate for large contributions. Many advisors suggest a minimum of
$250,000 as an appropriate contribution. We normally would not recom-
mend setting up a private foundation for less than $1 million to be given
during life or at death.

• The people you would like to act as trustees, typically your children, may
lack the investment management skills or general management skills to
run the trust. They may also lack the interest. The trustees are fiducia-
ries and, as such, are responsible for their actions. Violations of fiduciary
responsibilities can result in personal liability for a trustee.

• Private foundations are required to distribute at least 5 percent of the face
market value of the foundation’s assets each year. The trustee must make
certain that there is sufficient liquidity for this purpose.

• The federal government imposes a 1 percent excise tax on private founda-
tion income (increased to 2 percent in certain cases).

• Over the years, Congress has switched back and forth regarding the extent
of the deduction for transfers of appreciated assets to a private foundation.
Sometimes the deduction is for the full market value of the gift, and other
times only your original cost is deductible. For gifts during your lifetime,
check with your professional advisor to determine the deduction you will
receive. This will not affect gifts under your will because all assets receive
a stepped-up cost basis at death.
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Although the restrictions on the private foundation may sound daunting, it can
deliver powerful estate planning results. Consider the following case example:

Case Study
The year is 2009. Dr. John and Mary Thompson have a taxable estate of $9,000,000,
which places them in the 45 percent estate tax bracket (of course this rate may
change as Congress revisits the estate tax system in 2010 or 2011). Six million
dollars of their estate is comprised of retirement plan assets, and the balance is
made up of family farm property, which is both something they would like to keep
in the family and is highly illiquid. To pay their estate taxes their heirs will need
to use the money from the retirement plan. We examine the estate and income
tax impact on the retirement plan at the last of the couple to die:

$9,000,000 Taxable estate
−$900,000 Estate taxes (assuming two credits)

−$765,000

Income taxes on grossed-up retirement plan distributions of
$1,700,000 (to cover estate tax and income tax on distribution
needed)

$7,335,000 Net to heirs from taxable estate

In order to pay the taxes, the Thompsons’ heirs will need to liquidate approx-
imately $1.7 million of Dr. Thompson’s retirement plan. When you use your
retirement plan assets to pay estate taxes, you trigger income taxes. It’s hard
to imagine that you worked hard all your life and contributed diligently to your
retirement plan only to have Uncle Sam take two-thirds of it for taxes!

Now, assume that the Thompsons decide to establish a private foundation that
they name “The John J. Thompson Family Foundation.” They contribute their
entire $6 million retirement plan to their foundation. They elect to have their
children serve as trustees and give their children the right to elect their own
successor trustees, presumably their children.

$9,000,000 Gross estate
−$6,000,000 Gift to private foundation

$3,000,000 Taxable estate*

− $0 Estate taxes (assume two credits)
− $0 Income taxes

$3,000,000 Net to heirs

*The taxable estate is reduced by the $6 million charitable contribution.

There are no estate or income taxes due because John and Mary are each
able to use their $3.5 million applicable exclusion amount. The private founda-
tion trust agreement allows the trustees (the children in this case) to receive
reasonable management fees for their services as trustees (they must provide
real services). The children will receive some income plus the pleasure of
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giving money to worthy charitable causes. However, they are likely to be un-
happy that they receive a reduced inheritance. Hence, the Thompsons establish
an irrevocable life insurance trust and place $3,000,000 of survivorship life in-
surance in it. As a result, when they die, the children receive $3,000,000 of
life insurance income and estate tax free, $3,000,000 of property, plus manage-
ment fees for acting as trustees of their family private foundation. The family
foundation has $6,000,000, and, if it is managed well, it will grow in size and
provide future descendants the opportunity to continue the family tradition of
charitable giving. To pay for the survivorship life policy, the Thompsons will
make annual gifts to their children who will in turn own and pay the policy
premiums. Based on the parents ages (both are age 53), the annual premiums
will be approximately $15,000−$20,000 per year, which the Thompsons pay for
from current cash flow.

Our government has structured the tax laws in a way that encourages char-
itable giving. In most cases, the tax laws are merely an added benefit to phi-
lanthropists who give out of a moral sense of duty rather than tax benefit.
Regardless, the tax benefits should be analyzed in a transaction to make sure
that the end result is as intended. Additional tax benefits can be achieved
through the use of a family limited partnership, which is described in detail in
Chapter 13.
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CHAPTER 13

Family Limited
Partnerships

The family limited partnership (FLP) or the limited liability company (LLC)
have become common estate planning techniques, not unlike the irrevocable

life insurance trust. Properly structured, they can be a part of your wealth
preservation strategy. If a future Congress decides to repeal the estate tax in
the future, their usefulness will be limited to their asset protection and control
attributes. Until that happens, the FLP and LLC should be considered tools in
your defense against estate taxes.

General Structure of the Family Limited Partnership
With an FLP, you establish a limited partnership agreement and then trans-
fer title to certain property from your individual name to the name of the
partnership. This transfer is a nontaxable event if the original property own-
ers are the same as the original partners in the same proportion that they
formerly owned the property outright. Typically, you (and your spouse) are
the general partner(s), and your children and/or grandchildren are limited
partners. As with any partnership, only the general partners have the right
to make decisions and vote; the limited partner’s role is very restricted.
If, as the general partner, you decide to make a partnership distribution,
all partners including the limited partners must receive a pro rata distri-
bution. Initially, when you transfer your property to the partnership, you
will retain both the general partner interest and all limited partnership
interests.

189
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Assets transferred to the FLP must be valued at the time of the transfer.
As the general partner, you may then begin to transfer limited partnership
interests (called “units” in the case of an LLC) to other family members through
a gifting program using your annual or lifetime exclusion. Because the interests
that you are transferring are limited partnership interests, a business appraiser
may discount the value of the gift. For example, say you transfer farm property
worth $1,000,000 to your FLP with you and your spouse as the general partners.
You then want to use your combined annual gift tax exclusion ($26,000) to gift
limited partnership units to your five children. You calculate that $26,000 times
five equals $130,000. However, this is not correct! Because what your children
will receive is a limited partnership interest in the farm land rather than the
land itself, it is worth less than full value. This is because as limited partners,
their rights to sell and use the property are only those granted them by the
general partner and the partnership agreement. In other words, the value of a
10 percent limited partnership interest in the land is worth less than 10 percent
of the whole value of the property. The result is a discounting of the value of
limited partnership interests, which allows you to leverage your wealth trans-
fers. If the land being transferred into your partnership received a 30 percent
discount, this would mean that your $130,000 gifts of partnership units to your
children would actually transfer $185,714 of prepartnership land value. Now
that is what we call leverage! Remember, you can make gifts every year.

ADVANTAGES

• Control. Control can be an advantage of the FLP and a disadvantage, as
described in more detail below. One of the primary reasons that clients
refuse to make lifetime transfers of wealth to children or other family mem-
bers is loss of control. For instance, say you own 100 percent of the stock in
your closely held business that you estimate is worth $6,000,000. You know
that you should be transferring stock to your children and grandchildren
to reduce the impact of future estate taxes. But you’re frozen into inaction
because you do not want to risk losing control—even to your family. As a
result you do nothing. The FLP may allow you to retain some control of
the decisions concerning your business, while also letting you address your
estate tax concerns. If you are the only general partner, no one else has
voting rights or decision-making authority. However, if you are the only
general partner, the IRS may argue that you have too much control and
any valuation discounts will be ignored. Therefore, it is advisable to share
control of the company. In order to further reduce the risk of an IRS attack,
some individuals choose to give up all control. An individual who is not
ready or willing to give up half or all of the control of the FLP should be
advised that the IRS may attack the entity structure if audited.

• Leverage. One of the primary advantages of the FLP is the leverage that
is created when you gift partnership interest to your family members.
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Through various discounts, you are able to transfer $1 worth of property
for substantially less than $1, which allows you to reduce the size of your
estate much more quickly than would otherwise be possible. We will discuss
valuation discounts in more detail later in this chapter.

• Ease of transfer. The FLP allows you to take a large asset and divide it into
small pieces that can be easily transferred. You can imagine how difficult
(and expensive) it would be to divide a large tract of land into pieces
small enough to use as annual gifts to children. Surveys, deed and title
transfers, and court filings would make transfers impractical, particularly
if you planned to make transfers each year as a part of a lifetime wealth
transfer program. With your FLP, you simply transfer partnership units,
which involves simple mathematics once the partnership property has been
valued, including the appropriate discounts.

• Asset protection. The FLP provides excellent protection against creditors
for the limited partners. It is possible for a creditor of a limited partner to
force the partner to assign his or her interest to the creditor in satisfaction
of a legal claim. As an assignee, the creditor’s rights are generally limited
to any distributions declared by the general partner. The creditor is also
treated as a partner for income tax purposes. If the partnership has income
but not distributions, the creditor is placed in the unenviable position of
having so-called phantom income; that is, they owe taxes but received no
cash with which to pay them. This will serve as a deterrent to even the
most persistent creditor.

• Ease of establishment and simplicity of maintenance. An FLP is relatively
easy to create: All you do is prepare the partnership agreement, transfer the
deed or title to the partnership name, and issue partnership certificates.
Even the subsequent transfers of undivided interests in the FLP are easy.
You simply amend the partnership agreement.

• Probate avoidance. Property held in an FLP avoids probate. This is partic-
ularly useful if you have property located in more than one state. Avoiding
the probate process may save your heirs time, money, and aggravation (The
FLP interest itself does not avoid probate).

• Privacy. Closely related to avoiding probate, an FLP provides a structure
that keeps the family’s business private. This is the case both during life
and after your death. If you do not want the world to know what you own,
how much it is worth, and who inherited it upon your death, then an FLP
is an excellent choice.

• Income benefits to the general partner. Our clients often express the
dual concerns of a continuing need for income and a need to reduce their
estates to minimize taxes. They fear that if they give their income-producing
property away, they will be left without the financial support they desire.
The FLP can address this issue effectively because the general partner
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can pay him- or herself an income as the manager of the partnership. Of
course, the general partner must actually be working for the FLP. This is
in addition to and apart from the share of declared distributions.

• Centralized management. The FLP provides the benefit of centralizing the
management of all assets held in the partnership. There is one partnership
tax return, and if desired, there can be only one partnership bank account.

• Continuity of management. A significant feature of the FLP is that it can
provide for continuity of management upon your death. Your partnership
agreement will list your successor manager. It is particularly important that
your document include a succession plan should you become incompetent
due to sickness or accident.

• Annual gifting. Your gift of a partnership interest should qualify for the
annual gift tax exclusion. Although some practitioners argue that you
should include a Put right (similar to a current access to property right in
an insurance trust). This helps reinforce the fact that the gift is a “present
interest” and qualifies for the annual gift tax exclusion.

Now that we have made a persuasive case for using an FLP as part of your
estate plan, let’s look at some of the disadvantages.

DISADVANTAGES

• Control. As mentioned above, maintaining some control can be viewed
as an advantage of the FLP planning technique. However, the degree of
retained control should be carefully evaluated. Often times, the IRS will
focus on the level of control retained by the donor (if the donor is the sole
general partner or a co-general partner). If too much control is retained,
the IRS may attack the valuation discounts applied to the entity. The IRS
may also argue that the donor attempted to transfer property out of his or
her estate (via gifts of FLP interests), but maintained too much control
over the transferred property. Therefore, the IRS may argue that the donor
never gave up the property and it should be included in his or her estate for
estate tax purposes. This is something that should be carefully considered
when evaluating how much control the original property owner should
retain in the FLP.

• Valuations. In order for you to transfer portions of your partnership in-
terest, the fair market value of these interests must be determined. For
certain assets such as publicly traded securities, this is no problem. On the
other hand, it is far more difficult to value assets such as real estate, so you
will need to get qualified appraisals. A qualified appraisal does not mean
that you get your friendly local real estate agent to give you an estimate
of value; rather, it means hiring an appraiser who will complete detailed
research as to the partnership’s value and issue a written report. The ap-
praisal will need to be completed as of the date you are making a transfer
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of partnership interests on the date of partner’s death. If you are making
annual gifts of your partnership interests, you will need annual updates of
your appraisal(s). Appraisals can be expensive, costing several thousands
of dollars. Before you decide to use the FLP, you should get a sense of
what the appraisal costs will be. Often you can find an appraiser who will
update the appraisal annually for a reduced fee. One way to cut appraisal
costs is to have them done every other year. For example, say you have the
partnership real estate appraised in December of one year and use that
value to make gifts for that year and January of the following year. Then
you wait two years and repeat the process.

• Determining discounts. One of the primary advantages of the FLP is that
you create leverage in your gifting program. Say you want to give your son
a parcel of land worth $10,000. By using the FLP, the value of the transfer
is $7,000 or less because you are transferring a partnership interest in
the property rather than the property itself. As a partnership interest, it
carries certain restrictions as to marketability and control, which makes
it less valuable. How much of a discount will an appraiser apply to the
property? This is an important question that is best answered by an expert
in discount valuations. There are actually companies that specialize in this
type of work. This is not an exact science and is subject to challenge by the
IRS. If the IRS does challenge your discounts, the expert’s report will serve
as his or her testimony in most cases. You will want to choose someone
who is qualified to do this type of work and who can issue a report that
adequately defends his or her positions. As mentioned earlier, the costs
of appraisals, discount valuations, and a possible legal battle with the IRS
can be significant.

• Retaining appreciated property. With an FLP, the value of the gift of a
partnership interest is based on the date of the gift. If, as the general
partner, you retain a large partnership interest in appreciating property,
the growth of that property is increasing the value of your estate. This can
make it difficult to manage the growth of your estate, which is typically
one of the primary objectives. Contrast this with other strategies such
as the installment sale or grantor-retained annuity trust (GRAT), which
effectively transfer all future growth to your donee.

• IRS challenge. The IRS is unhappy with the effectiveness of the FLP in
reducing and avoiding taxes. FLPs are thus more likely to be subject to an
IRS audit than some of the other techniques discussed. This is partly due to
the fact that many of your assumptions are based on somewhat subjective
estimates rather than exact mathematics. The IRS will particularly focus
on your assumptions as to fair market value and discount valuations, which
can be easily argued because there are no exact answers. To adequately
defend yourself, you will want to make sure that you employ experts in the
field, including attorneys, accountants, appraisers, and valuation experts.
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Family Limited Partnership Rules
To be recognized as a partnership for income tax purposes, you must follow
certain rules and procedures. Failure to do so may result in adverse tax conse-
quences. Specifically, to qualify as an FLP, you must meet the following tests:

• The partnership must have a purpose other than tax avoidance. Most people
cite several nontax purposes, such as centralized investment management,
consolidation of control, business confidentiality, facilitating asset protec-
tion, facilitating future annual gifts, maintenance of family ownership,
pooling of assets to maximize economic returns, and management continu-
ity. It is vital that these nontax objectives be expressed clearly and precisely
in your partnership documents, it is important that they be real objectives.
Any tax avoidance objectives should not be the reason for the FLP and they
certainly should not be described in the partnership documents should be
omitted.

• The partnership must be engaged in a business or investment activity.
The partnership cannot simply be a shell for holding assets until you can
transfer them to the limited partners. You must show a business purpose.
Capital must be a material income-producing factor. The partnership may
be subject to attack on audit if the primary income sources are fees, com-
missions, or other income stemming from personal services. Any partner
performing personal services must receive compensation that is fair and
reasonable. For example, say you place an apartment building in an FLP
with the intention of transferring interests to your three children. You ob-
viously meet the IRS test of employing capital in the production of income.
If, however, you managed the apartments yourself but received no income
for those services, then you would fail the second test, and the partnership
income that you intended for your children to receive will be taxed to you.

• The partners must conduct their affairs in a manner that is consistent
with the existence and purpose of the FLP. You must run your FLP as a
true business. This means having periodic partnership meetings for making
decisions and conducting business, periodic reports to the limited partners,
filing partnership tax returns, and performing other functions consistent
with running a business.

Discount Planning
With the help of a qualified appraiser, two types of discounts are potentially
available under the FLP.

DISCOUNTS FOR LACK OF MARKETABILITY

A limited partnership interest in an FLP will normally include restrictions as to
transferability, usually including a first right of refusal to the remaining partners.



P1: OTA/XYZ P2: ABC
c13 JWBT147-Welch November 3, 2009 22:21 Printer Name: Courier Westford

FAMILY LIMITED PARTNERSHIP RULES 195

These restrictions as to marketability cause a limited partnership interest to be
less valuable than an outright interest in an asset. For example, think of how you
would determine the value of a particular piece of property you know to have a
fair market value of $100,000. You have the choice of buying the entire property
outright, or you can buy a 10 percent interest in the property as a limited
partner, which would mean you have no vote or input regarding any partnership
decisions. You may not even know the other partners. Would you be willing to
pay $10,000 for this 10 percent interest? In most cases, your answer would be
no. You would want to discount the purchase price, perhaps substantially, to
be enticed to buy. Fortunately, our courts take this same view. In cases where
transferability is restricted, a valuation discount is usually warranted.

DISCOUNTS FOR LACK OF CONTROL

As a limited partner, you have no right to set investment policy, compel dis-
tributions, or impact any decisions regarding the partnership. The courts have
typically supported the premise that this lack of control results in your interest
being less valuable and have therefore granted valuation discounts for holders
of limited partnership interests. This is because the law looks at the value of
the interest by itself rather than as a part of the whole. This is also true of
minority interests in a partnership or corporation. Of particular importance in
a partnership is the fact that taxes are passed through to the partners whether
or not distributions are made to those partners. You can imagine how unhappy
a partner would be if he or she received a tax bill for undistributed income,
which is often the case.

Calculating Discounts
Calculating the various discounts is a job that should be performed by knowl-
edgeable and qualified appraisers. Discounts for lack of control or marketability
are not mutually exclusive. They can be aggregated. These discounts can apply
to the general partners as well as the limited partners, but typically in lesser
amounts. The fact that you transfer property from your name outright to an FLP
possibly creates a discount for you even if you retain the bulk of both the general
and limited partnership interests. However, most valuation experts have become
more conservative in this area. Typically, if a person creates an FLP and retains
the bulk of both the general and limited partner interests, the appraiser is less
likely to apply a significant discount. The theory being that the original prop-
erty owner has maintained too much control over the property. If the original
property owner only retains some control over the property (by retaining some
general partnership interests), then an appraiser may apply a modest discount
to the general partnership interests. This discount is typically less than the
discount applied to the limited partnership interests. Some appraisers will take
an even more conservative view and reduce the discount applied to the limited
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partnership interests if the appraiser determines that the limited partnership
interest owner retains control over the entity by virtue of the fact he or she also
owns some or all of the general partnership interests. We have seen examples of
discounts of as much as 60–65 percent being applied. However, discounts that
high can be a red flag. In most cases, discounts can range from 20 percent to
35 percent. The amount of the discount will depend up on the underlying assets
owned by the entity and the degree of control given to the general partnership
interest or limited partnership interest (depending on which interest is being
valued). One of the most important elements in setting up your FLP is getting an
appropriate discount valuation. You will want to choose someone who special-
izes in this field and has experience in defending his or her work. The stakes are
very high if an inappropriate discount is applied and the IRS attacks the entity or
the discount. A successful attack by the IRS can result in additional estate or gift
taxes due (as a result of undervaluing property) or in the inclusion of previously
transferred property back in the donor’s estate (because he or she retained too
much control). Therefore, your goal should be an appropriate discount based
on defendable evidence and facts which apply to your particular FLP.

Maximizing Your Discounts
The larger your estate, the more important it will be to properly execute discount
planning in FLP planning. This can be accomplished through several well-
thought-out strategies.

• Only use an FLP if the circumstances are appropriate. An FLP should have
a non-tax-avoidance purpose. Examine whether liability protection will be
gained or other non-tax goals will be attained by the FLP planning. All
of the non-tax avoidance reasons for the FLP will help the appraiser in
preparing his or her report and quantifying the discount.

• Focus on the amount of control being retained. The greater the degree of
control retained, the more likely the discount will be reduced. In addition,
the greater the amount of control retained, the more likely the IRS will
attempt to attack the entity and possibly include the entire entity in an
individual’s estate (despite the fact previous gifts have been made).

• Certain states have laws that make it more difficult for partners to with-
draw from the partnership or otherwise liquidate their interest. This is
accomplished through a requirement that the partnership have a fixed
termination date. By forming your partnership in one of these states, you
will receive a larger discount.

• It is important to form and fund your FLP before you make any gifts of
partnership interest. People sometimes make the mistake of forming the
partnership and funding it with only nominal amounts of property. They
then make substantial gifts of partnership interests to family members and
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later transfer substantial amounts of assets to the partnership. This results
in contemporaneous gifts to the family members and could be attacked by
the IRS, resulting in adverse tax consequences.

• Consider adding language to your partnership agreement restricting liqui-
dation. This provision can be substantially fortified by having a nonfamily-
member limited partner, such as a charity, which must also agree to
any liquidation. The inclusion of this restriction may result in a greater
discount.

Recognition of General and Limited Partners’ Rights
Care must be taken in structuring your FLP so that an appropriate balance is
struck between giving the general partner the desired control over decisions and
restricting those powers sufficiently so as to not disqualify the partnership for
tax purposes. This is of particular importance where the general partner is the
donee rather than the donor. Say you form an FLP, fund it with your assets, and
make your son and daughter co-general partners at a 2 percent interest each.
You retain a 96 percent limited partnership interest. However, you continue to
make all the decisions regarding partnership business while your children act
as rubber stamps for those decisions. As far as the public is concerned, you are
still the one in control—the partnership contact person. This is exactly how the
IRS will view the arrangement, and your partnership will likely be attacked by
the IRS if audited.

Recognition of partnership income must be allocated in an appropriate man-
ner. Each partner must receive their pro rata share, net of partnership expenses.
For income tax reasons, you may want to shift a larger portion to your children
who are in a lower tax bracket than you. Some advisors will draft the partnership
agreement to allow this. However, doing so means you’re subject to scrutiny and
possible disqualification by the IRS. At the same time, the general partners
must be compensated fairly for their management services. Often the general
partner will work for free to make additional income available to the limited
partners. At the opposite end of the spectrum is the general partner who desires
a disproportionately higher income from the partnership and therefore pays
him- or herself more compensation than the services are worth. Either extreme
is subject to challenge by the IRS. It should be noted that what is considered
fair compensation to the general partner can be a wide-ranging dollar amount.
You should consider not only what the actual services are worth but other com-
pelling issues as well. For instance, as a general partner, you are exposed to
unlimited liability.

Limited partners should receive copies of partnership tax returns, and if
the partnership agreement gives them any voice in management decisions,
those rights should be respected. The donor should also not retain powers
to unreasonably restrict a donee’s right to dispose of his or her partnership
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interest. This is typically handled through a first right of refusal by the general
partner and/or limited partners. Your agreement should not contain a set price
for which the donor can buy back a donee’s partnership interest. To do so might
constitute a detrimental interest on the part of the donee, which is restricted
in the regulations.

Minors’ Interests in Family Limited Partnerships
Minors (as well as legally incompetent persons) are allowed to own interests in
an FLP. A minor’s interests can be held by a custodian under a UGMA or a UTMA
or by a trustee under a trust account. Note that not all states have adopted the
UTMA regulations, and some states may not allow a minor’s account to hold a
partnership interest. Extra care should be taken where the donor will also act
as the custodian or sole trustee. To do so could cause the minor’s interest to
be includable in the donor’s estate. Also, the IRS will closely scrutinize these
situations to be certain that the donor is acting solely in the interest of the minor.
One excellent attribute of using FLP interests for gifts to custodial accounts is
that it solves the problem of transfer of control when the minor reaches legal
adulthood. If you transferred securities to a custodial account, your child would
legally take control of the securities based on state law (usually age 18 to 21).
At that point the child could do whatever he or she pleased with the funds.
However, if the asset is a limited partnership interest, their rights and control
are significantly limited.

Using Multiple Family Limited Partnerships to Maximize Benefits
Some individuals may benefit from establishing more than one FLP. One primary
advantage of doing so is to enhance asset protection by separating safe assets
from risky assets. Safe assets would include assets such as marketable securities,
notes receivable, or idle cash; risky assets include real estate, closely held
business interests, or general partnership interests. By separating these asset
groups, you insulate your safe assets from liability attributable to the risky
assets. If you own real estate that later becomes subject to a legal award
for environmental damages, your personal securities and cash would not be
exposed to this suit or claim. Separating assets also allows you to fine-tune
your gifting program by allowing you to maintain 100 percent ownership of
the safe asset FLP while gifting limited partner units of the risky FLP. It may
also be appropriate to separate risky assets into multiple FLPs for the reasons
just stated. The downside to having multiple FLPs are costs in set up and
ongoing administration. In addition, although we’re suggesting that you consider
placing your marketable securities and cash in a separate FLP, we caution
you that special rules are applicable in this situation. You must avoid having
your asset treated as an investment company, so you should consult with a
professional advisor experienced in this important area.
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Limited Liability Companies
A limited liability company (LLC) provides many of the same features as the
FLP, with a few notable distinctions. One of the primary advantages is that all
members of an LLC have limited liability for the debts and obligations of the
company. As you remember, with the FLP only the limited partners enjoy this
protection. The general partner has unlimited liability. In most other respects,
the LLC enjoys many of the same benefits as the FLP, including asset protection,
valuation discounts, continuity and consolidation of management, income tax
shifting, and probate avoidance.

There are some disadvantages to the LLC compared with the FLP. First,
the laws governing LLCs vary from state to state. You and your professional
advisor will need to review your own state laws carefully. Second, in most states,
a member has the right to withdraw from the company and receive the fair
market value of his or her interest. This freedom of transferability can affect
the size of discounts available in the LLC. Also, the complete withdrawal or
death of a member can result in the dissolution of the company. In some states
it is possible to include language in the company’s operating agreement that
satisfactorily deals with each of these problems.

The FLP can be an ideal tool for owners of closely held business interests
or family farms. Often, these individuals want to have family members succeed
them in the family business. Therefore, succession planning is essential in these
situations. If you own your own business, Chapter 14 will provide you a thorough
review of succession strategies for you to consider.
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CHAPTER 14

Succession Planning
for the Family
Business or Farm

I f you are a business owner, healthcare practitioner, or farmer, you’ll have
to contend with special challenges as you work to preserve your assets for

your heirs. To simplify our discussion, we will refer to anyone who falls into
any of these three categories as a business owner. As a business owner, you’re
probably so involved in the day-to-day demands of running your business that
you haven’t really thought about succession planning. Unfortunately, too many
people don’t plan properly, and as a result, the value of their business is seriously
diminished. A couple of typical cases show how important advance planning
can be.

Bill Johnson Sr. a divorcee, owned a small precision manufacturing company
that had an estimated value of $6,000,000. He had spent his entire career build-
ing this successful company, which represented the bulk of his net worth. He
was grooming his son Billy to take over the company when he retired. Bill Sr.
also had two daughters who are not involved in the business. Unfortunately, he
died suddenly, leaving his estate to the three children equally. Billy Jr. was now
in business with his two sisters, and he was a minority stockholder. Although
Billy’s sisters had little interest in the business, they felt they deserved an in-
come from it because, after all, Billy received a nice salary. Together the two
sisters owned a majority of the voting stock, and they were able to success-
fully demand the income they felt they deserved. Because they did not work
in the business, these income payments were not deductible by it. This story
does not have a happy ending: The infighting and cash-flow problems eventually
caused the company to fail. The sisters blamed Billy. After all, he was running
the company.

201
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A number of steps could have alleviated the problems in this case. One
strategy would have been to have the daughters receive their share of the estate
of Bill Sr. from assets other than the business. To accomplish this, Bill Sr. would
have had to buy life insurance owned by a trust for the daughters’ benefit or
have arranged for the daughters to own the policies individually. If insurance
was not a possibility, he could have considered two classes of stock—voting and
nonvoting. In this way, he could have given the daughters nonvoting stock while
giving Billy voting stock. All of the children would have had equal ownership
in the company, but Billy would have had voting control. Another option would
have been for Bill Sr. to sell the company to Billy Jr. for an installment note. At
Bill’s death, the children would have had an equal interest in the note.

Dr. Steve Stein’s dental practice has provided him and his family a good income
for 35 years. Now, at age 64, he has noticed that his patient load is declining
significantly each month. That is likely to continue because his current patients
are all in their mid to late 60s. Also, an increasing number of his current patients
are moving to retirement communities out of town, while others are dying. He
seems to be surrounded by younger dentists who have thriving practices, while
his profits are dropping month by month. He is ready to retire but cannot afford to
because there is little value left in his practice. He has no choice but to continue
to run an increasingly deteriorating practice. Finally, at age 75, he shuts his doors
and sells his equipment for pennies on the dollar.

We have had an opportunity to work with numerous healthcare professionals
over the years, and one of our primary objectives is to make sure that we built
value in their practices. Dr. Stein should have brought in a younger dentist to
the practice. Not only would the younger dentist have provided valuable new
blood, but he or she would have been the perfect buyer.

Horace and Martha James owned a working farm that had been in the family
for two generations, and it was their desire that the farm remain in the family.
Although the farm income had allowed them to raise and educate their two
children, they always had to pay attention to their cash flow. Consequently, they
didn’t expect the farm to be worth very much and have not concerned themselves
with any estate planning. However, when the Jameses both passed away, their
children were in for a rude awakening. The farm was rich in timber, and the IRS
valued the land at four times the Jameses’ estimate. This resulted in substantial
estate taxes even though the children didn’t have the cash to pay the taxes.
Despite the special tax provisions for farmers, the children were unable to pay
the taxes, and the farm had to be sold to raise cash.

Business owners, particularly farmers, tend to underestimate the value of
their businesses. This is a big mistake. For better or worse, the IRS seems
particularly inclined to challenge the business values of deceased business
owners. There is a lot of money at stake, and the IRS wins more than its share of
these cases. The Jameses’ best defense would have been a good offense. First,
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they could have reduced the value of the farm by using discounting strategies
such as the FLP and LLC. Next, they should have considered using their annual
gift tax exclusion to begin transferring undivided interests in the farm to their
children at that time. Finally, they needed to monitor the value of the land
and then develop a game plan that provided the liquidity to meet any potential
estate tax obligation. To do this, they would have had to get aid from a qualified
appraiser. This is another instance where planning ahead could have achieved
the desired objective.

Special Estate Tax Benefits for Farmers
and Closely Held Business Owners
One major problem shared by farmers and small business owners is that the
farm or business typically represents the majority of the value in their estate.
Under normal circumstances, estate taxes are due within nine months after the
date of death. Because businesses and farms are by their nature highly illiquid
enterprises, there is rarely cash to pay these estate taxes. Fortunately, Congress
has provided a variety of special tax provisions to make it easier for the small
business owner and farmer to meet their tax obligation and thus pass the assets
to family members. These special provisions include the following:

• Installment payment of estate taxes.

• Special-use valuation of certain business property.

Installment Payment of Estate Taxes
Estate taxes are generally due within nine months of the date of death. If the
value of your closely held business or farm exceeds 35 percent of your adjusted
gross estate, your executor can elect to pay your estate taxes in installments. A
100 percent deferral of taxes is allowed for the first four years based on interest-
only payments. The taxes are then paid in equal installments over 10 years.
Current law also provides an interest rate of 2 percent on the first $1,330,000
(indexed for inflation) of taxable value.

Special-Use Valuation
Imagine that you own a working farm in an outlying area of a fast-growing
community. The farm has been in your family for two generations, and you want
it to remain in the family. Upon your death, the IRS values it not under its current
use but at its highest and best use, which is for commercial development. If it
were valued as farm property, it would be worth $1,000,000, but as commercial
property it is worth $4,000,000. The resulting estate tax could potentially be
more than the entire farm is worth! This is not an unusual circumstance. To
address this problem, current law provides special-use regulations that allow
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your executor to elect to value the property at its current use rather than its
fair market value. To qualify for this election certain criteria must be met:

• The value of the property in question must represent at least 25 percent
of your total estate. In addition, the combined value of the real estate and
personal property used in the business must exceed 50 percent of your
gross estate.

• You must have materially participated in the business five of the last
eight years preceding your death.

• The property must be passed to qualified heirs who must then continue to
materially participate in the business for 10 years after your death.

• Your qualified heirs cannot sell any part of their interest for 10 years after
your death.

• The property must continue to be used in the same way as it was qualified
for under the special-use valuation for at least 10 years after your death.

• All qualified heirs with an interest in the property must sign an agreement
that requires them to pay additional estate taxes should the land fail to
continue to qualify as special-use property during the 10 years following
your death.

• The property is subject to a federal tax lien, which can make it difficult for
the owners to obtain traditional financing or loans using the property as
collateral.

This reduction in value for tax purposes is limited to $750,000 except as
adjusted for inflation indexing. Special-use valuation is a complex area of the
law, so you’ll need to consult your financial advisor early in the planning process.

Valuing Your Business or Farm
Most business and farm owners have a poor sense of the value of their busi-
ness. This may be because as a profession, farming can yield small profits for
a lot of work. However, the IRS doesn’t consider work when it puts a value
on your property; you should note what the IRS thinks is very important.
Upon your death, it is the IRS that may challenge the values your executor
places on the farm. In many instances, the IRS will assume that you are go-
ing to try to lowball the value. To counteract this assumption, you will need
to have qualified appraisers establish the fair market value and be prepared to
defend their results. You should get a ballpark estimate now so that you can do
your advance planning. Figure a worst-case valuation and then develop a plan
that addresses the estate tax and succession issues. In previous chapters we
discussed many ways to create discounts for valuation purposes. Other chapters
outline strategies that you can use to begin transferring portions of the business
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or farm each year. The important thing is to develop a plan early. You don’t want
to die and then have your heirs in a crisis-management mode that often results
in higher taxes and a greater burden on your loved ones.

Succession or Sale?
Two potentially distinct issues must be considered when thinking about the
family business, the first of which has to do with keeping it in the family.
If there are family members who are both interested and capable of carrying
on the business, you will want to make sure that you effect a transfer that gives
that person or persons appropriate control of the business. You will also want
to ensure that he or she receives the business in a sound financial condition.

If you don’t intend to pass the business to family members upon your death
or retirement, you should structure the business in such a way as to receive its
maximum value. Your decisions here will help determine the strategy that is
best for you and your family.

Succession Planning: Keeping the Family
Business in the Family
Take a long look at your business. Are there family members who are able and
interested in continuing it? If you have a child or children who are interested
and others who are not, do you have a way of dividing your estate so that all are
treated fairly? You definitely want to avoid engineering a successful transfer of
the family business only to have it divide the family. Let’s assume that you want
your business to be under your children’s control. Some of the planning issues
to consider are as follows:

• Management training. We often find situations where children are work-
ing in the family business but the parent is still making all the key decisions
without any input from the children. This isn’t training. If you intend to
leave the business to a child, he or she has to be in the loop of business
decision making.

• Control. If you have children who are not involved in the business, it
is essential that the children who are running the business have voting
control. As in the case of the Johnson family, the best solution is to make
sure that the children not working in the business receive their fair share
of your estate from assets other than your business interest. Although these
conversations can be difficult, you should discuss these issues openly with
your children so that each of them understands why you are dividing your
estate the way you are.

• Financial condition. Try to take an objective look at your company.
Is it financially sound, or is it overleveraged? In the hands of capable
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management, financial leverage is an important tool for growing a busi-
ness. Are you the key person in that management team? How would your
son or daughter fare if he or she had to suddenly step in your management
shoes because of your death or disability? Make sure that you have a plan
for transferring the business to your children in sound financial condition,
which should be defined in terms of their capabilities, not yours. This may be
as simple as providing adequate insurance on your life and a disability plan.

• Estate taxes. You need to determine what the business is likely to be
valued for estate tax purposes. Will there be adequate liquidity to pay
estate taxes? Many succession plans have failed because of failure to plan
for this eventuality. Consider using some of the many strategies we have
discussed in this book for reducing and transferring the value of your
business and other assets.

• Documentation. Remember, for your business interest to be transferred,
you have to have proper documentation. Do not assume that you will get
around to it someday. Do it now! This can be done through your will, or
it can be accomplished with buyout agreements. Consult with your tax
advisor for the best method in your situation.

Maximizing Your Business’s Value through a Sale
If you do not plan to leave your business to a family member, you will want
to take steps to maximize its value upon your death or retirement. If you’re
assuming someone else will be willing to pay top dollar for your business, you
have to do a lot of planning. Here are some of the issues you should consider:

• When to sell? Do you plan to sell your business while you are living or do you
plan to wait until you die? This may sound like a strange question, but many
people plan to work their entire life. Your strategy for selling during life
might be very different from your strategy if you plan to wait until you die.

• Finding a buyer. Business owners sometimes shrug their shoulders and
mutter something about someone selling their business upon their death
when they’re asked about what they intend to do with it. When we press a
little harder for an answer, the owner often suggests that his or her spouse is
probably the person who would end up dealing with the problem. Sometimes
they know an advisor whom they feel they could count on to help with the
sale. The truth is that none of these people are likely to be in a position to
sell the business for its highest value. You are the only one who intimately
understands the business, and you’re in the best position to develop a plan
for selling it. One solution is to find a buyer now and draw an agreement
for sale in the event of your death. This may be easier than you think. Look
around your business and see if any key employees would be capable of
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running it. Employees are often an excellent solution for a business sale.
Not only do you have a ready buyer whom you can groom to take your
position one day, but knowing that they may own the business one day is
a very motivating factor. These employees are not likely to leave. Consider
the case of the key employee who purchased and paid for insurance on
the life of the business owner. The business owner had his attorney draw
a buyout agreement that compelled the key employee to buy controlling
stock in the company at the owner’s death. The agreement also required
the company to sell the stock. The owner is now giving the key employee
additional management responsibilities so that he can run the company
more effectively in the owner’s absence. Much to the owner’s surprise, the
employee’s management skills exceed his. He now has a ready buyer in the
event of his death as well as a much more loyal and motivated employee.

What if you are not lucky enough to have a capable key employee who
could buy the business at your death? Next you might consider a competitor.
If one of them is reasonably friendly, you may be able to draw an agreement
or at least a letter of understanding now. At the very minimum, you should
sit down and write out a plan for your spouse or advisor to follow upon your
death. List the people whom you think are the potential buyers, describe
how to best determine the fair market value of the company, and include
any other details that you feel would be useful in helping to sell your
business.

• Selling during life. Perhaps the best way to receive full value for your
business is to sell while you are still active in it, which usually allows
you to receive the maximum value because you are there to assist with the
transition. This does not have to be an all-or-nothing deal, particularly if you
have key employees. By selling a minority interest in your company to them,
you can create a loyalty that otherwise is difficult to achieve. The employees
are now owners and will likely shun offers to work for competitors. You can
also prepare them with both financial and management skills to take over
when you retire or die. Be sure to develop an appropriate exit strategy that
will allow you to get their stock back should they cease to be employed by
your business. Minority shareholders can cause you a lot of problems.

Structuring Your Buy-Sell Agreement
Once you have found the right buyer for your business, you will need to structure
a formal agreement that outlines all the terms. Whether your buyer is a family
member or not, buy-sell agreements offer several advantages:

• If one of your goals is to make sure the family business stays in the family, a
buy-sell agreement is an appropriate tool. The agreement can be structured
such that all sales must be first be offered to existing stockholders (other
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family members) or the corporation before they can be sold or transferred
to a nonfamily member.

• If structured properly, the buy-sell agreement can establish the value of
your company for estate tax purposes. The purchase price for most buy-sell
agreements is established by way of a formula or fixed price or is based
on a required appraisal. The price must be established based on an arm’s-
length transaction, which means that the price should be one to which two
unrelated parties would be willing to agree. The IRS looks closely at deals
between family members to make sure that no bargain sales take place.

• The buy-sell agreement provides a ready market for the sale of the owner’s
interest in his or her business. Knowing the value that your family will
receive for your business interest allows you to better plan your estate.

Types of Buy-Sell Agreements
Buy-sell agreements are typically classified as either entity purchase agree-
ments (sometimes referred to as redemption agreements), cross-purchase
agreements, or hybrid agreements.

Entity Purchase Agreements
With an entity purchase agreement, the company agrees to purchase your
shares of stock at the occurrence of some predetermined event such as your
retirement, disability, or death. This type of buy-sell agreement has several
disadvantages. First, it only makes sense where there are other co-owners.
Second, if life insurance is used as the funding vehicle, your company may be
subject to some rather unpleasant tax consequences (for C corporations)—the
alternative minimum tax (AMT). If you may be subject to the AMT, you may
want to consider electing S corporation status. Also, unless the agreement is
carefully structured, the proceeds could be subject to ordinary income taxes.
Finally, the remaining owners are deprived of a stepped-up cost basis, which
they would have received if they had purchased your shares directly. Note that
under the Tax Relief Act–2001, the stepped-up costs basis rules are repealed
for calendar year 2010. In most cases, a cross-purchase agreement is preferred.

Cross-Purchase Agreements
In a business where there are multiple owners, a cross-purchase agreement
is often used in which each owner agrees to buy a portion of the interest of
the departing owner’s shares at retirement, disability, or death. The company
itself is not a party to these transactions. This arrangement has the advantage
of providing the buyer with a stepped-up cost basis in the business interest
that he or she purchased. The primary disadvantage is the increased paperwork
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involved, especially if there are several owners or life insurance is being used
to fund the purchases.

Hybrid Agreements
Hybrid agreements involve both the shareholders and the company in the
buy-sell agreement. Typically they provide that upon your death, disability, or
retirement, the shareholders have the first right of refusal to buy your shares.
If they don’t, then the company redeems your shares. In other cases, just the
opposite occurs. The company has the first right of refusal to buy your shares,
and if the company fails to do so, then the surviving shareholders have the right
to buy them. If the shareholders refuse, the company then becomes obligated
to buy your shares. This is sometimes referred to as a wait-and-see agreement
because the buyers wait until the triggering event happens before deciding how
your shares will be purchased. This allows for some last-minute tax planning to
take place.

Funding the Buy-Sell Agreement
Having a buy-sell agreement is important, but your family or employees may not
have the funds to buy your business interest. In a family-owned business, rarely
do the shareholders or key employees have the cash to buy out the interest of a
major owner. This problem is most often solved with life insurance. Premiums
for permanent or cash-value life insurance can be expensive, but this is often a
better solution than term life insurance, which is inexpensive initially but can
become prohibitively expensive as you get older. If there are several owners
who need to be insured, you may want to consider establishing a partnership
to be the owner and beneficiary of the life policies. Without a partnership (or
corporation), a company with four owners would need 16 separate life policies
to fund a cross-purchase agreement.

Life insurance will not solve all your funding problems. For example, if the
triggering event is your disability, life insurance may be of little initial value
as a funding vehicle. Any cash values are likely to be inadequate to fund a
buyout caused by the disability of the owner. One solution to this problem is to
purchase disability buyout insurance. This is a special type of disability policy
that provides a lump-sum payment to buy the stock of a permanently disabled
business owner. The exact definition of “incapacity of a business owner” is a
complicated issue that needs to be addressed with your professional advisor.

Certain other tax and cash-flow issues are critical to the ongoing financial
health of your company. For example, if you were to become disabled and your
company continued to pay your salary, those payments might not be deductible
by your company, which would create an added drain on its resources. One
solution would be to implement a qualified sick pay plan that establishes a
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company policy for providing income to disabled employees. Another problem
caused by a key person’s disability is that someone will likely need to be hired
to complete his or her duties. This obviously creates further cash drain where
the company is paying one person who is not working and another person who is.

Life insurance may also be of little value if you are selling because of your
retirement. One possible solution here would be to establish a sinking fund
whereby your company sets aside money monthly or yearly for this purpose. In
the corporate world this is known as accumulated earnings and can spell tax
trouble for C corporations. Accumulating corporate earnings for the purpose of
buying out a majority owner’s stock can cause the imposition of the accumulated
earnings surtax, which is based on the maximum tax bracket of the individual.

Often the best solutions are to purchase insurance where you can afford it
and then plan to use financing arrangements to fund the balance. For example,
your agreement may indicate that insurance will be used up to a certain dollar
amount (the face of the policy) and that the balance will be paid over 5 to
10 years in monthly installments at a competitive interest rate. One danger with
using installment payments is that they are made with after-tax dollars. The
source of these payments is typically company salaries, bonuses, or dividends
from the pockets of those people purchasing your stock. If the corporation in-
creases salaries to cover the installment payments, the IRS may declare that
the owner/stockholders are receiving what it considers unreasonable compen-
sation, and the portion that is considered unreasonable is then reclassified as
dividends for income tax purposes. Dividends are not deductible by the corpo-
ration, which results in double taxation. Successfully structuring the sale of a
substantial business interest can be a very complicated matter that will require
thoughtful effort on your part as well as on the part of experienced professional
advisors.

One Final Strategy—the Employee Stock Ownership Plan
Another viable alternative for selling your stock is to establish an employee
stock ownership plan (ESOP). An ESOP is similar to a qualified profit-sharing
plan except that the company contributes company stock instead of cash. Some
crucial details about ESOP’s include the following:

• Employer contributions. Just as with a profit-sharing plan, contributions
to an ESOP are limited to a maximum of 25 percent of compensation.
Contributions may consist of shares of company stock or cash.

• Limitations regarding diversification. An ESOP does not have any limit
on the amount of company stock held in the plan. This differs from a typical
profit-sharing plan where diversification is a fiduciary duty. One exception
concerns employees age 55 or older who have 10 years or more of service
with the company: They must be offered a diversification option into any of
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three alternative investments. The election must be offered annually over
a six-year period. During the first five years, transfers may be made up to
a cumulative total of 25 percent of the employee’s account balance. In the
sixth year, this 25 percent limit is increased to 50 percent.

• Forfeitures. As with most retirement plans, an ESOP typically has a vesting
schedule. In other words, contributions made on behalf of an employee are
not fully vested in their names until they have been in the plan for a certain
period of time. If an employee terminates employment prior to becoming
fully vested, his or her nonvested portion is typically reallocated among the
remaining participants.

• Financial leverage. The rules regarding ESOPs allow a company to borrow
money to buy company stock to fund the plan’s contributions. The interest
on these loans is a deductible expense by the corporation.

One of the primary advantages to the ESOP is that it can provide you with a
ready market for your stock. If the company is a C corporation, the tax on capital
gains from the sale may be avoided by reinvestment in marketable securities
(stocks and bonds) within 12 months. This advantage is not currently available
to owners of S corporation stock. An ESOP owning shares (even 100 percent) of
an S corporation will pay no income taxes on corporate profits.

Also, under an ESOP, if the company lacks the cash flow to make a contri-
bution, there is no requirement to do so. Because the employees ultimately
will end up owning the company, the ESOP may provide additional employee
motivation. Finally, using borrowed money to make stock contributions can be
an effective way of raising capital for a company. One added advantage is that
the stock may be sold over a number of years or in a lump sum.

Owning and running a business can be a time-consuming and demanding
proposition. You put years of your life into making your business a success. To
maximize the return on your efforts, you will need to develop a plan to reap the
full value of your business at your death or retirement.

One common concern that we all have is protecting our assets from legal
judgments. A corporation, FLP, or LLC can provide you with a certain level of
protection from would be creditors. For a full discussion of asset protection,
read Chapter 15, “Asset Protection Strategies.”
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CHAPTER 15

Asset Protection
Strategies

One of the most significant threats to your wealth management plan is a
potential legal judgment. Our laws allow just about anyone to sue you over

just about anything. Many lawsuits are unfounded but nevertheless result in
settlements as less expensive alternatives to a trial. If a case does go to trial, you
have a right to a jury of your peers—but will the jury really be your peers? Almost
by definition, if you are reading this book, your income and/or net worth places
you in the top 10 percent of wealthy individuals in this country. The typical
jury is composed of people who are not wealthy and may not sympathize with a
defendant who is. Remember, too, that plaintiffs (the people who sue you), have
nothing at risk except their time. Their attorneys typically take their cases on a
contingency basis, which means that the attorneys receive no compensation
if the clients do not win. Thus, the attorneys are in effect spending their own
money prosecuting the case. This can cost anywhere from a few hundred to tens
of thousands of dollars of expenses as well as attorneys’ time. Talk about an
incentive to win a case! You may assume that attorneys review potential cases
based on the merits of the facts. Unfortunately, that’s often not true. Some
attorneys consider the probability of winning or losing a case with little regard
for right or wrong. This use of our system of justice has resulted in a litigation
crisis in America. It is your responsibility to make sure that you and your family
are protected as much as possible from such problems. In this chapter we will
discuss the various strategies you can use to protect your assets from potential
creditors. Some of them have already been discussed briefly earlier in this book;
we will now review them in more detail.
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The Concept of Fraudulent Transfers
Many people don’t think about protecting their assets until there is a threat
of a lawsuit. Then they rush around shifting assets to family members, trusts,
partnerships, and Swiss bank accounts. Our legal system includes the Uniform
Fraudulent Transfers Act to prevent this from occurring. In essence, this
law says that any property transferred for the purpose of avoiding creditors
represents a fraudulent transfer and can be set aside. For example, you learn
that you are about to be sued, so you transfer your bank accounts and real
estate temporarily to your sister, leaving you without assets. The lawsuit goes
forward, and a substantial judgment is entered against you. You assume that
because you now have no assets, you’re judgment proof. However, the law of
fraudulent transfers will allow your creditor’s attorney to set aside the transfer
to your sister, forcing her to transfer the assets back to you and thus fully
available to your creditors. Don’t think that you can make this transfer in
secret. The attorneys will take your deposition, which is a legal process in which
your statements are made under oath. To lie under oath is a federal offense
punishable by time in prison. Rather than risking a jail sentence, you should
prepare now for the possibility that you may be sued later. If you implement
strategies of asset protection when you have no knowledge of possible litigation,
then you can avoid the fraudulent transfer laws.

State Exemptions
Each state has enacted laws that exempt certain property from the claims of
creditors. For example, in the states of Florida, Kansas, South Dakota, Iowa, and
Texas, your personal residence is totally exempt from creditor claims no matter
how much it is worth. Other states exempt various amounts of cash, cash value
of life insurance, or personal property. Check with your attorney to learn the
particular laws of your state.

Insurance
One obvious answer to a lawsuit is to have insurance that will reimburse you
for legal fees and any judgments entered against you. Two primary forms of
this type of insurance include personal liability insurance and business lia-
bility insurance. Personal liability insurance is typically included in your auto
and homeowners insurance policy. If, for example, you are at fault in an ac-
cident and injure someone, which results in a lawsuit and judgment against
you, your auto insurance coverage will pay both your legal fees and claims
up to your policy limits. If someone falls down the steps at your home, is in-
jured, sues, and receives a judgment, your homeowners policy will pay your
legal costs and claims up to the policy limits. However, if the judgment exceeds
the policy limits, the excess will come from your personal assets. One way to
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avoid this problem is through the purchase of a personal liability umbrella
policy, which requires that your underlying auto and homeowners policies li-
ability limits be raised to a certain level (usually $300,000 to $500,000). The
umbrella policy then adds an additional $1,000,000 to $5,000,000 or more of
liability protection. Such policies are usually purchased through your auto or
homeowners agent and are relatively inexpensive. For example, a $1,000,000
umbrella policy may cost as little as $100 to $300 per year. Note that these
policies cover only personal liability issues, not liability arising from business
issues. To protect you against liability when you own a business, you should
consider business liability insurance. (For healthcare professionals, this is
known as malpractice insurance, and for other professionals, it may be re-
ferred to as E and O [errors and omissions] insurance.) This insurance is
typically costly: Malpractice insurance for physicians can run into the tens
of thousands of dollars each year. Many of these policies also have large de-
ductibles, which represent the amount of money you must pay before your
insurance kicks in—$10,000, $25,000, $50,000, or more. Furthermore, the insur-
ance company will require that you use its attorney rather than your own and
will likely want to settle your case even if you have done nothing wrong; that
is, your insurance company will give the plaintiff money to drop the lawsuit.
Unfortunately, from the public’s point of view, you will have lost the case and
maybe some of your reputation as well. You are not compensated for your time,
anguish, or loss of income while fighting the lawsuit. Some observers have even
suggested that you encourage lawsuits by having liability insurance. After all,
insurance companies have been easy targets for plaintiff attorneys. Perhaps
the best solution is some combination of insurance along with additional asset
protection strategies.

Asset Protection for Married Couples
Being married affords you some possibilities for asset protection. We have found
that most couples title the bulk of their assets jointly. We have already discussed
the many reasons for not doing so; you can now add asset protection to the list.
If you are at a significantly greater risk of being sued than your spouse, you
should consider transferring assets to his or her name.

Tip

Some states will allow a special form of titling for real estate owned by two
people called tenants-in-common with cross-contingent remainders. With
property titled in this form, one spouse cannot sell the real estate, but both
could. A creditor of one spouse will find it difficult, if not impossible, to seize
the interest in property titled in this fashion. Check your state to see if available.
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Let’s review a simple example. Al Hitchcock is an obstetrician and has been
married to Sue, a homemaker, for 25 years. In their community, Al is unable
to purchase malpractice insurance (a reality in certain parts of our country).
To protect his assets, he transfers everything except a small checking account
to Sue’s name. Now if he is sued and ends up with a judgment against him, his
assets are protected because he no longer has any—they are all in Sue’s name!

Is this strategy foolproof? No strategy is completely foolproof. You would
need to be careful of the fraudulent transfer laws. Be sure to transfer the assets
before there is knowledge of a potential lawsuit. Next, although you are protected
against lawsuit, your spouse is not. Even if he or she, as a homemaker, is not
likely to be sued, the possibility remains.

When we discuss the possibility of shifting assets with a client, there is
often an unspoken tension in the air. The potential transferor is thinking it but
unwilling to say it . . . divorce. What would happen if our obstetrician were to
transfer all assets to his spouse and then she were to file for a divorce? The
results can be quite negative, but not for the reasons that you might think.
First, you need to make a distinction between separate property states and
community property states. If you become divorced in a separate property state,
the settlement will be based upon what is called equitable principles, which
require the judge to look at a number of factors, including the length of the
marriage, the value of separate property brought into the marriage, the value
of any inherited property, and the ability of each spouse to earn a living after
the marriage. The fact that you transferred your interest in marital property to
your spouse will have little affect on how property is split upon divorce. Take
the case of our obstetrician client who has been married for 25 years and whose
wife is a homemaker. Even if all of their assets are the result of his income
and they are all titled in his name, his wife would receive both a substantial
property settlement and alimony in the event of a divorce. The issue here is
not losing your assets to a divorcing spouse but rather receiving your share of
the assets in a divorce. Let us explain. Assume that you have transferred the
bulk of your assets to your spouse as an asset protection strategy. Sometime
later you are sued, resulting in a $1,000,000 judgment against you, and you get
divorced during the same time period. As part of the divorce settlement you
receive $1,000,000 worth of property that can now be attached by your creditors.
Transferring assets to your spouse as an asset protection strategy should only be
used in stable marriages. Also, using the facts just described, if your spouse died
and left you assets, those assets may become available to satisfy creditors as
well. Divorce issues aside, you should know that a transfer of assets to a spouse
also legally transfers the “control” of those assets as well.

Community property states present a unique challenge for couples interested
in protecting assets through an asset-shifting strategy. In community property
states, all property acquired during the marriage is considered to be half owned
by each spouse regardless of whose name the property is in. Inherited property
and property acquired prior to the marriage is considered separate property so
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long as it has never been commingled with marital property. Community prop-
erty states include Arizona, Idaho, California, Louisiana, Nevada, New Mexico,
Texas, Washington, and Wisconsin. If you live in a community property state and
get a divorce, you and your spouse each keep your separate property plus one
half of all community property. This sounds simple and straightforward. How-
ever, a creditor can generally attach community property to settle a judgment.
If you or your spouse own separate or inherited property, it is imperative that
neither of you commingle that property with community property.

It is possible to get around the community property laws with proper planning.
Each spouse can sign a transmutation agreement that effectively separates
community property into separate property. Care must be taken not to violate
the fraudulent transfer laws. An agreement to retitle your home might read
“John Doe, 50 percent interest as his sole and separate property; and Jane
Doe, 50 percent interest as her sole and separate property.” You might separate
the assets altogether by dividing the bank account into each separate name.
The transmutation agreement and the retitling of the assets are critical to a
successful termination of community property.

A Word about Jointly Held Property
A quick refresher course on jointly held property may be in order. Remember
that jointly held property is subject to the claims of creditors even if the claim
is only against one of the joint owners. These creditors can force the sale of
the property and are then entitled to up to one half of the proceeds. This joint
property could be your home, and you and your family could end up in the street.
Avoid jointly held property if you have concerns about asset protection.

As an alternative to joint tenancy, some states allow a form of titling called
tenancy by entireties. This type of ownership is restricted to married couples.
Property that is owned by this method cannot be attached by creditors. Let’s
say that you and your spouse live in a $2 million home in a state that allows you
to own real estate titled as tenants by entireties. Your only other asset is your
pension income of $10,000 per month, and you have no liabilities. You are sued
and incur a $1 million judgment against you. Your creditors can get nothing
because they cannot attach your home unless the judgment was against both of
you. In this situation your creditors can receive nothing until there is a divorce,
the property is sold, or you die. If you die before your spouse, their claim is
forever set aside! Check with your legal counsel to see if your state allows this
form of titling.

Retirement Plans
In 1974, Congress passed the Employee Retirement Income Security Act
(ERISA) which provided many rules and regulations concerning qualified retire-
ment plans. A variety of retirement plans are covered under this act including
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profit-sharing plans, money purchase pension plans (sometimes referred to as
defined contribution plans), defined benefit plans, 401(k) plans, 403(b) plans,
457 plans, and 412(i) plans. Self-employment plans such as Keogh plans are
also covered. The crucial impact of this act was asset protection for retirement
plan benefits; they are no longer attachable by creditors. The only exception
to this rule deals with qualified domestic relations orders (QDROs). If you are
divorced, the court can award your departing spouse all or a portion of your
retirement plan assets under a QDRO.

Typically, when people terminate employment to either take another job
or retire, they will roll over their retirement plan to an individual retirement
account (IRA) to continue to postpone taxation on their money. If you are
concerned about asset protection, this is not a good idea because IRAs are not
protected retirement plans covered by ERISA. This rollover has the effect of
transferring a creditor-proof asset into one that may be attachable. We say “may
be” because creditor access to IRAs is governed by state law and some states
do protect IRA assets. In addition, the Bankruptcy Act of 2005 provided limited
protection to IRA funds. If you are changing employers, what should you do?
Many employer plans will allow you to roll over your assets from a prior plan.
If this is not possible, check to see if the plan of the company you are leaving
will allow you to leave your assets in the plan. If it won’t, you will have to roll
your money over to an IRA. You can roll the account over to a qualified plan
at a future date should your employer establish a qualified plan that permits
this. Current law also allows you to roll your traditional IRA into an employer’s
qualified plan. For example, assume you have accumulated $20,000 based on
your annual investments into your personal IRA account and you want to make
certain it is not subject to the claims of creditors. If your employer’s plan allows,
you can roll your $20,000 into the employer’s qualified retirement plan. It is now
protected from creditors by federal law. Nondeductible IRAs do not qualify for
rollover into an employer retirement plan.

It should be noted that qualified plans that cover an owner but no employees
may not be protected from creditors. The Supreme Court case of Patterson v.
Shumate left the door open to creditors in this type of situation. If you are in this
situation, consider including an employee in your plan. Using family members
may not resolve this dilemma.

What are the disadvantages to maintaining your money in a qualified re-
tirement plan rather than using an IRA? Although an IRA may not provide
absolute creditor protection (because of limit in the Bankruptcy Act of 2005),
it does provide for maximum flexibility regarding investment options. Consider,
for example, mutual funds. Through an IRA you can invest in most of the more
than nine thousand mutual funds available today, or you can buy individual
stocks, bonds, certificates of deposit, and so on. Contrast this with the typical
employer-provided retirement plan that offers only a few investment choices.
With homework, your opportunity to earn a higher rate of return increases with
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the number of investment alternatives available to you. A potentially lower rate
of return is part of the price you pay for asset protection.

Life Insurance
Life insurance has long been considered an important tool for protecting the
finances of American families. As such, our government has provided life in-
surance companies and their policyholders with favorable tax treatment. For
example, when an insured person dies, the beneficiary owes no income taxes
on the proceeds. Also, there is no current taxation on the earnings or growth of
the policy’s cash values. Many states have carried the concept of protecting life
insurance policies and annuities over to the creditor protection arena as well.
For example, Alabama state law provides that cash value cannot be attached
by creditors. Other states provide similar protections, whereas still other states
provide none. Some states also provide creditor protection for the cash val-
ues in annuity contracts. When it comes to life insurance death benefits, care
should be exercised in choosing your beneficiary to protect the death benefits
from would-be creditors. Let’s say, for example, that you name your estate the
beneficiary of your life insurance. At your death your estate representative is
required by law to post a legal notice of your death so that creditors can file a
claim against your estate. If you do have creditors, your life insurance proceeds
are now available to settle their claims. You could have avoided this by having
a named beneficiary. This beneficiary could be a person such as your spouse, or
it could be a trust. In our practices, we have a large number of physicians as
clients. We are always concerned that at their death an expatient might present
a lawsuit as a way of treasure hunting, knowing that the doctor will not be
around to defend him- or herself. You should check your state exemption laws
to determine what protection they provide for your life insurance policies.

We should note that this beneficiary issue is not restricted to life insurance.
When researching a client’s case, we often find that they have made their
estate the beneficiary of the retirement plan proceeds or their other employee
benefits. You’ll also want to consider annuities that you own. Anything that has
a beneficiary designation should be reviewed. If you want your benefits to pass
according to your will but also want the benefits of asset protection, consider
making your beneficiary an irrevocable trust under your will. This has the same
effect as naming your estate but will avoid both creditors and probate. Because
the trust does not become irrevocable until you die, you retain the right to
make changes any time prior to your death.

Using Trusts to Protect Assets
One way to shield your life insurance from creditors is to place your policies
into an irrevocable life insurance trust, which is treated as a separate person
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for tax (and creditor) purposes. Depending on your state’s laws, the cash value
may already be protected, but a trust can help protect the proceeds for the
benefit of your trust beneficiaries. The drawback to building up cash values
in an irrevocable life insurance trust is that you have given away your money
irrevocably. Perhaps the best way to address this problem is to add a provision
in your document that allows the trustee to make distributions to beneficiaries
at his or her discretion. For this to work, you will need both a friendly trustee and
a friendly beneficiary. If you are married, the best choice for your beneficiary
will likely be your spouse. Once this plan has been implemented, your friendly
trustee can make distributions to your spouse should the need for cash arise. You
have effectively shielded your money from potential creditors while maintaining
reasonable access to your cash. For a complete explanation of irrevocable life
insurance trust, see Chapter 10.

Many people are reluctant to use an irrevocable trust because it is so per-
manent. Once you transfer assets into an irrevocable trust, it is much more
difficult to get those assets back out. These trusts can also be rather expensive
to set up and maintain. You may ask, “Are there asset protection benefits from
using a revocable trust?” After all, this would afford you the greatest amount
of flexibility. When you no longer needed the trust, you could simply revoke it.
Having the power to revoke your trust is exactly the problem. If all of your assets
are in your revocable trust and a creditor wins a legal claim against you, the
judge can (and will) order you to take the assets out of your trust. This does not
mean that use of a revocable trust cannot provide you with some needed asset
protection. It just means that you will have to be a little more creative.

Case Study
Dr. Joan Spivy and her husband, John, have accumulated considerable assets.
John works as a computer technician for a major corporation. Joan and John have
come to us to help set up their estate plan. In addition to estate tax concerns, Joan
is concerned about liability due to her anesthesiology practice. Concerning asset
protection, we discussed many strategies including irrevocable trusts, FLPs, and
offshore trusts. However, the Spivys like to keep things simple, and none of these
more complex maneuvers appealed to them. Then we discussed a strategy that
included a revocable living trust that they loved. Here’s how it worked. Because
Joan is at far greater risk of being sued, we established a revocable living trust in
John’s name. We then transferred all Joan’s personal securities and real estate
into the trust. The primary assets that Joan retained were her qualified pension
plan assets and term life insurance. The combination of the assets would be
enough to cover her allowable exclusion amount and thus fund her credit shelter
trust. Although John and Joan had a long-standing marriage, Joan had expressed
concerns about giving up control of her assets. To address this issue, we made Joan
and John co-trustees of John’s revocable living trust. This allowed Joan to retain a
measure of control over the assets that she transferred to John. Now, if Joan were
the subject of a substantial lawsuit, no personal assets would be exposed because
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they are all in John’s name. The assets that remain in her name—the qualified
retirement plan and the term life insurance—are not subject to the claims of
creditors. Not only did this strategy address Joan’s concerns, but it also removed
the assets from the probate process! Now, before you assume that we have devised
the perfect asset protection solution, let us point out its pitfalls. First, this plan
does nothing to protect the Spivys from John’s creditors. John’s career makes
him much less of a lawsuit target, so we are just playing the odds. Second, making
Joan a cotrustee of John’s trust would not guarantee that John could not run off
with the money. This trust is revocable, and John could fire Joan as trustee or
he could terminate the trust altogether. As added protection for Joan, the trust
document would require 30 to 60 days notice for termination of a trustee. Also,
when Joan transfers her assets to the trust, the title of the accounts would reflect
both Joan and John’s names as trustees. It would be highly unlikely that a bank or
brokerage firm would close an account of this nature without both signatures. To
make sure that John does not simply write a check for the account balance, the
trust agreement provides for dual signatures for checks above a certain amount,
say, $2,000.

Using Limited Liability Entities to Protect Assets
Conventional wisdom used to be that you could use a corporation to shield you
from creditor liability. Today attorneys are concerned that a creditor may receive
your corporate stock as part of a settlement and then vote that stock to liquidate
your corporation in order to gain access to assets held in the corporation. If part
of the reason that you are using a corporation is to provide asset protection, you
should get with your tax attorney to determine if you would be better served by
using another form of entity as described below. A better choice is a Limited
Liability Entity such as a Family Limited Partnership, Limited Partnership, or
Limited Liability Company (LLC). For purposes of this discussion, we will use
the term LLC to represent any Limited Liability Entity. If a creditor seizes your
interest in an LLC, depending on state law, the only thing the creditor may be
able to obtain is a “charging order,” which carries no right to vote. As with a
trust, an LLC is considered a separate person in the eyes of the law. Just as you
have your own Social Security number, an LLC (with more than one member)
must apply for and receive a tax identification number. Once you have set up
your LLC, lawsuits that occur as a result of your business activities will likely
be limited to LLC assets, not your personal assets. We use the word “likely”
because you should be aware of some important exceptions:

• First, if your LLC were to fail and you have not fully paid employee withhold-
ing taxes, the federal and state government can come after you personally.
This is also true for corporations and sole proprietors.

• Second, you will be personally responsible for any loans or agreements
in which you give a personal guarantee. If you obtain a business loan
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from a bank, your bank officer will likely require that you sign both as
an LLC officer and as a personal guarantor. Often, the bank will also ask
that your spouse sign personally as well. In most cases you should be
able to avoid having your spouse sign unless he or she is involved in the
business. As your company grows in financial strength, you may be able
to negotiate the removal of your personal guarantee from your business
loans. Avoiding having your spouse cosign business loans and removing
your personal guarantee are prudent initiatives and are worth pursuing.
One of our clients started a commercial construction company. To do so, he
needed to acquire bonding from a bonding company. Initially, the company
required his personal guarantee as well as a corporate guarantee to back
up the bond. Today his own company is financially strong, and one of our
major initiatives is to have his personal guarantee removed from the bond.
The construction business can be very volatile, and the future is unknown.
You always want to minimize your financial exposure.

When you conduct business for your LLC, be sure that you follow the
technical procedures or you may find out that you have inadvertently given
your personal guarantee. For example, when you sign an agreement, be sure
to sign John Smith, Managing Member, not just John Smith. Be clear with
all parties that you are doing business as a managing member of your LLC.

• If you establish an LLC but then run it like a sole proprietorship, it is
likely that a creditor can pierce the LLC veil and go after your personal
assets. We have reviewed many cases where people are paying their home
mortgage and other personal expenses straight from their business check-
book. They have no members’ meetings and no LLC minutes. Under these
circumstances, if you are ever faced with liability problems, the courts will
ignore your coveted LLC status.

• If you are a professional such as a physician, dentist, accountant, architect,
or attorney, an LLC is of little use in providing you with asset protection.
This is because lawmakers have decided that professionals should be held
liable for acts of negligence. Still, an LLC may be useful when you are
in practice with other owner/professionals. In some states, you cannot be
sued personally for acts committed by other members/shareholder/owners.
Your LLC, however, can be sued. Check with your advisor to determine if an
LLC can benefit you. As a professional, you will need to employ additional
strategies to protect your assets.

To best demonstrate the asset protection attributes of Limited Liability Entities,
look at this example:

Amy Davis is a successful plastic surgeon who is concerned about protecting
the family’s substantial assets from lawsuits. She establishes the Davis Family
Limited Partnership, making her husband, Jack, the 1 percent general partner,
herself a 97 percent limited partner, and their two children receive a 1 percent
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limited partnership interest each. Amy and Jack then placed their assets into
their family limited partnership, including their bank accounts, brokerage ac-
counts, and real estate. The children also contribute to the partnership either
using their own assets or monies gifted to them from Amy and Jack.

Unfortunately, her greatest nightmare comes true and she is sued, resulting
in a $5 million judgment. Her malpractice insurance covers $3 million of the
judgment, but now the creditors are coming after her personal assets for the
balance. Unfortunately for them, she has no other assets except a limited
partnership interest in the family limited partnership and minimal value in her
professional corporation. Undeterred, the creditors move forward and receive
a “charging order” against her partnership interest. The effect of this charging
order is that the creditor now stands in her place with regard to any distributions
from the partnership. Jack, being a very interested party, decides not to make
any distributions. What can the creditor do? Nothing! Their charging order gives
them no rights regarding management decisions, and they have no way of causing
the termination of the partnership. What is worse, undistributed partnership
income is taxed to the partners even though they received no money. Since the
charging order places the creditor in Amy’s position, they receive the tax bill!
As you might imagine, this is an uncomfortable spot for the creditor who now
may be more than willing to settle for pennies on the dollar.

Use of Multiple Limited Liability Entities
Under certain circumstances, it may be useful for you to have more than one
LLC. Let’s say that you own and operate two businesses. One is a mail-order
company that sells vitamins, and the other is a dynamite blasting company.
Obviously the risk of a lawsuit is much greater with the latter than the former.
By using a separate LLC for each company, you shield the assets of one company
from potential judgments of the other.

A Word of Caution to Directors
It is often considered prestigious to be a director of a corporation. You are treated
very well, and you may even receive compensation in the form of director’s fees.
However, being on a board of directors can be hazardous to your wealth. As
a director, you have a responsibility to the corporate shareholders. If things
go wrong, you may find yourself in the middle of a lawsuit that could put your
personal assets at risk. Before you join any board of directors, be sure that there
is adequate liability insurance coverage and that you have a measure of control
and knowledge of corporate decision making. Too often, the board of directors
is considered a rubber-stamp committee for the corporation. Also, never put
your spouse on your own board of directors. To do so may allow creditors to go
after his or her personal assets if you have adequately shielded your own.

This warning is not restricted to directors of corporations. If you sit on the
board of directors of your condominium association or local charity, you can
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have liability exposure as well. Even officers of corporations should be cautious.
If a corporation fails to pay the payroll taxes, the IRS can trace that liability
to what it considers responsible persons, which could mean you if you are an
officer in that corporation. The fact that the corporation has filed bankruptcy
does not remove your liability.

Foreign Asset Protection Trusts
When you think of transferring money to a foreign bank account, most people
immediately think of Switzerland, which has earned a well-deserved reputation
for privacy concerning bank accounts of foreigners. This privacy feature, how-
ever, is of little use as an asset protection strategy for most Americans. First, the
U.S. government requires that you disclose any transfers of monies to a foreign
country on tax form 1040 Schedule B and Form TD F 90–22.1. Failure to do so is
a federal crime punishable by fines of up to $500,000 and imprisonment for up
to five years. You will find little joy knowing your assets are safe while you are
enjoying free room and board in a federal prison. Assuming that you do report
that you have transferred money to a Swiss account, are your assets now safe
from creditors? In a word, no. Switzerland, and most other countries, will honor
judgments from a U.S. court. The result is that once you have disclosed that you
have assets in a friendly foreign country, your creditors can get them. The solu-
tion here is to locate a country that is unfriendly regarding our courts, several of
which have become havens for people who want to protect their assets—most
noteworthily, the Cayman Islands, the Isle of Man, Nevis, and the Cook Islands.
Each of these countries have turned foreign asset protection trusts into a major
industry. They have passed special laws that protect your privacy, and most
importantly, they do not recognize judgments from foreign countries. They also
do not have income taxes on foreign accounts.

If you decide to enter the world of foreign asset protection trusts, be fore-
warned that these transactions are not for the timid. This is serious business
involving hefty legal fees and a certain amount of risk.

The Basics of a Foreign Asset Protection Trust
The primary reason to establish a foreign asset protection trust is, of course,
asset protection. To accomplish this goal, your trust will need to contain some
very special and unusual provisions:

• The trust must be irrevocable. If it were a revocable trust, a U.S. judge
could require that you revoke the trust in favor of your creditors.

• If you transfer assets to an irrevocable trust, you are subject to gift taxes
starting at 45 percent on amounts above $13,000 per beneficiary for annual
gifts and $1 million for your lifetime gift tax exemption. To avoid this trap,
you need to make your trust a grantor trust, which means that you will
retain some control over it, thus making the gift incomplete for gift tax
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purposes. Speaking of taxes, you should know that foreign asset protection
trusts are tax neutral. The income generated by the trust is taxable to you,
just as it would have been if you had not transferred it. To sidestep income
tax issues, grantors will often purchase private placement life insurance
or annuities—contracts whose income is deferred.

• Your trust will need at least one foreign trustee. If all the trustees are
located in the United States, a judge could subpoena them to appear
before him or her and compel the trustee to distribute assets in favor of
your creditors. This means that your foreign trustee should not directly do
business in the United States. To do so would subject them to subpoena
powers.

• It will be best if you are not a trustee of your foreign asset protection trust.
As a trustee, a judge can compel you to cooperate.

• It will be best if you are not a beneficiary of your foreign asset protection
trust. Now wait a minute! What good is a trust if you can’t ever get your
money? Again, if you must appear before a judge, you have a much stronger
case if you are not a beneficiary of the trust. The best alternative is to
have your spouse and children serve this function. Your trustee can then
distribute assets to them that can be used for their or your benefit.

• Your trust agreement should require your trustee to ignore your request to
send funds to you or a creditor if such a request is part of a court order.
Once you have received a judgment against you and your creditor discovers
that you have assets in a foreign account, the judge is likely to require that
you demand release of those funds so that your creditors can be satisfied.
If you refuse to do so, you can be held in contempt of court. Prison can be a
lonely place, so you will want to comply with the judge’s request. If you do
your part but your trustee refuses to release funds, there is little else that
the judge can do. We should note that there have been cases (the Anderson
case, for example) where the judge held the grantor in contempt of court
for failure to produce assets held in his foreign trust even though doing so
was beyond the grantor’s control.

• Your trust should contain a flight provision. Every now and then you will
run into an extremely persistent creditor. If enough dollars are at stake,
they may be willing to pursue the matter at great length. This may include
pursuing the case in the country where your assets are held, or you may run
into a judge that will not take no for an answer. A flight provision instructs
your trustee to actually move your account to another country should the
threat to your assets warrant it. Your trust agreement further instructs
your trustee not to tell you where your money has been moved. Talk about
a scary provision! The good news is that a judge cannot make you divulge
information that you do not have. Often a “Trust Protector” is appointed
to handle certain operational issues such as removal of trustee, change of
situs, and so on.
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If all of this sounds complicated, that’s because it is. There are some poten-
tial tax consequences of transferring appreciated property to a foreign trust.
Additionally, a foreign asset protection trust is a uniquely individual document
that should be tailored to each person’s specific facts and objectives. State laws
concerning trusts vary widely and should be considered in drafting a foreign
asset protection trust. Numerous groups around the country promote offshore
trusts through seminars; some of these groups are legitimate, and others are
not. We met with the attorney from one of these groups, which was promoting
offshore trusts in the country of Panama. The group guaranteed you a 14 percent
annual return that it claimed was totally safe! The prevailing rate on CDs at that
time was less than 6 percent. On his business card after his name appeared the
initials RIA, which stands for “registered investment advisor.” To become an
RIA, one must simply complete and file forms with the Securities and Exchange
Commission. To use the initials in this manner is illegal because it gives the
public the impression that you have somehow qualified or been approved to be
an RIA. When questioned about this, he admitted that he was not an RIA at
all! If you are interested in pursuing this subject, you must retain a reputable
attorney who specializes in this area.

Domestic Asset Protection Trusts
If you are looking for somewhat simpler asset protection, you might want to
consider a domestic asset protection trust (DAPT). Several states have passed
legislation that makes it difficult for creditors to secure assets held in a DAPT
from a judgment, including Alaska and Delaware. Although Delaware is best
known for asset protection, Alaska provides the most air-tight legislation. For in-
stance, Delaware allows certain classes of creditors (such as divorced spouses)
to invade your trust. Alaska provides no exceptions unless there is a fraudulent
conveyance. Also, Alaskan trusts do not require a termination date. DAPTs in
most other states require that the trust terminate within 90 years. Other states
that allow DAPTs are Nevada, Rhode Island, Utah, Oklahoma, and Missouri.

The Law of Fraudulent Conveyances applies to all trusts in the United States.
If you feel you are a likely target for a lawsuit, you must transfer your assets
into your DAPT before you have knowledge of a problem or the courts can set
aside the transfer. Under Alaskan trust law, as the grantor, you are allowed to
receive distributions from your trust. These distributions must be at the sole
discretion of your trustee. As you might imagine, it is very important that you
appoint friendly trustees.

In addition to asset protection benefits, DAPTs offer important estate-
planning benefits. Alaska’s statutes consider that transfers to a trust are a
completed gift, which means that the assets are removed from your estate for
estate tax purposes. This is true even if your trustee can disperse funds from
your trust to you. It also means that you can use your annual gift tax exclusion
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and/or your lifetime applicable exclusion amount to make gifts to your trust.
A word of caution is appropriate regarding this issue. Let’s say that you used
$500,000 of your lifetime applicable exclusion amount to make a tax-free gift
to your DAPT. If your trustee distributed $250,000 of funds to you later, that
portion of your applicable exclusion amount would be lost forever. Obviously,
any distributions would also be available to creditors.

If you are a resident in a state other than one with DAPT laws, then a DAPT
may not provide you with the creditor protection you desire. This is because the
U.S Constitution requires that all states honor the judgments of other states. Be
sure to check with an attorney in your state that has experience with DAPT law.

When deciding between a DAPT versus a foreign asset protection trust, you
should weigh the following factors:

• Comfort zone. Most people are going to be more comfortable knowing that
their assets are being held in a trust in the United States. We have found
that something about moving large sums of money to a foreign country
makes people nervous.

• Expenses. In most cases, you can expect your legal and administrative
costs to be higher with a foreign trust. Often the costs will be significantly
higher.

• Level of asset protection. Most experts will agree that properly drawn for-
eign trusts provide a higher level of protection against creditors. Foreign
countries such as the Cayman Islands do not recognize U.S. court jurisdic-
tion or judgments. From a creditor’s point of view, you can imagine how
discouraging (and costly) it would be to attempt to pursue a judgment in a
foreign country.

• Statute of limitations. The statute of limitations is much shorter in coun-
tries providing foreign asset protection trusts than it is in the United States.
This shorter period means that your assets are protected more quickly.

Most people who have significant wealth have concerns about asset protec-
tion. Unfortunately, we live in a very litigious society where people are all too
happy to sue you for even insignificant events. Serious money is at stake here
because even frivolous cases often end in settlements.

Your personal level of concern regarding asset protection will determine
which strategies are best for you. We encourage you to meet with your profes-
sional advisor to discuss this issue. He or she is likely to have a good sense of
which strategies best meet your needs.

Ultimately, one of the greatest factors that will impact the effectiveness of
your estate plan has to do with your attitudes toward money. In our final chapter,
we will explore the psychology of money and how to remove ingrained barriers
to achieve greater financial success for your family.



P1: OTA/XYZ P2: ABC
c15 JWBT147-Welch November 3, 2009 21:13 Printer Name: Courier Westford

228



P1: OTA/XYZ P2: ABC
epilogue JWBT147-Welch November 3, 2009 15:22 Printer Name: Courier Westford

EPILOGUE

Dealing with Parents
and Their Money

To properly plan your estate, it is important that your professional advisor
has an understanding of the size and intended disposition of your parents’

(and adult children’s) estate. If their estate is large and will be left to you, the
strategies employed in your own estate plan may need to be altered significantly.
Likewise, if your parents’ estate is small and there is a chance they may require
your financial support, you need to know this. Unfortunately, discussions about
money between parents and children rarely happen. Children who bring up the
issue feel as if they are fortune hunting. Parents rarely take the opportunity to
discuss money issues with their children. As you might imagine, the result is
typically a lack of multigenerational planning, which can cause higher estate
taxes. The solution is obvious. We need to get the children and parents together
to talk about money issues.

There are several ways to accomplish this. One of the best strategies is to
use a professional advisor. Tell your parents you have retained a professional
advisor to help you develop your estate plan and that the advisor has said you
should coordinate your planning with that of your parents. See if your parents
would be willing to meet with your advisor. Often, it’s preferable that you
not be at this meeting. Another alternative is to see if your parents will give
permission for your advisor to meet with their advisor to discuss the coordination
of multigenerational planning for the family. And in all seriousness, giving your
parents books like this one may provoke some thinking on their part about their
plans. We have noticed that the estate planning seminars around the country
are packed with retirees, so there is obviously interest in this subject.
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If your parents are truly unwilling to discuss money issues, make sure you do
not make the same mistake. Embrace the concept of The Family Council and
use it as a forum to discuss money matters with your own children.

The Family Council: A concept we developed to help families facilitate
discussions about money in general and the family’s finances in particular.
Periodically (annually or at least every two to three years), family members
come together in a meeting that is facilitated by one or more of your
professional advisors. Working with the advisor(s), you prepare an agenda
ahead of time. You decide how much of the details of the family’s finances you
want to discuss. Some parents prefer to withhold the particulars of how much
they are worth and who will receive what, whereas others want their children to
know all of the details. What is important is that you begin to transfer your
values concerning money management to your children.

Once children start school, they are old enough to begin learning basic money
concepts. Remember, your children are eventually going to inherit large sums of
money. Our experience is that children who inherit money but haven’t received
any guidance from their parents are left to make their own choices—all too
often the wrong ones—about managing their money. The money is spent on new
cars, travel, or bad investments. On the other hand, if parents give their children
advice regarding money, the majority of the time the children will embrace that
advice. This is true even if the advice is bad advice! The conversation may go
something like this: “My daddy told me that I should hang on to this railroad
stock because it had always been good to him and his daddy before him.” Even
though the railroad stock represents 90 percent of their investment portfolio,
they are reluctant to sell. Again, the Family Council meeting could include
your financial advisor who can properly facilitate discussions about money and
investments.

As you can see, estate planning is a complex subject involving a multitude
of decisions and possible strategies. To do it well, you will need the assis-
tance of one or more professional advisors who have extensive experience in
estate planning matters. If you are not certain how to find a qualified advi-
sor, feel free to contact one of us, and we’ll be happy to refer you to someone
in your area. Good luck, and may God shine His glory on you, your family,
and your finances!
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Professional Advisors

Estate planning is full of intricate details, so you should consult a professional
advisor, rather than trying to do it all yourself. Choosing the right advisor is vi-

tal to your financial well-being. To select the right advisor, consider the following:

Experience. Each advisor you choose should have a minimum of 10 years
experience in his or her field. We strongly believe that no professional
advisor should have unsupervised client responsibility until they have
apprenticed under an experienced advisor for a minimum of five years.
Experience is the foundation of all competence.

Competence. Although having an advanced designation is no guarantee of
competence, it is an indication of a commitment to staying on the leading
edge in one’s field. The following are designations worth noting. Each
requires the completion of one or more competency examinations as well
as ongoing continuing education:

• Certified Financial PlannerTM or CFP R©. To be a Certified Financial
PlannerTM (CFP R©) certificant, you must meet education requirements,
pass a rigorous national exam, complete 30 hours of continuing edu-
cation every two years, agree to abide by a strict code of ethics, and
have three years of experience in the financial planning field. If you are
seeking someone to help you with your overall financial game plan, you
should seek out a CFP R© certificant.

• Certified Public Accountant. All Certified Public Accountants (CPAs)
must pass a series of national exams that test competency. CPAs must
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also complete 40 hours of continuing education work each year. They
must also agree to abide by a code of ethics. For tax planning, we
recommend that you use a CPA.

• Accredited Estate Planner (AEP). This is a relatively new designation
that focuses on education specifically related to the estate planning
field. Five years of experience in estate planning is required to become
an AEP. Designees must also complete 30 hours of continuing education
during each 24-month period.

• Estate Planning Law Specialist (EPLS). This is the newest designation
for lawyers. In the last five years, 10 states have permitted experienced
estate planning attorneys to become board certified. Passing a compre-
hensive examination is required along with peer recommendations.

• Chartered Financial Analyst. The Chartered Financial Analyst (CFA)
designation is associated specifically with the securities field. To be a
CFA, you must initially pass three difficult national competency exams,
have three years of work experience in the field, complete continuing
education each year, and abide by a code of ethics.

Compensation. When choosing your advisors, be sure to find out how they are
compensated. Knowing the compensation upfront will avoid any misunder-
standings in the future. Most attorneys and accountants charge hourly fees.
Ask what the hourly rate is and get an estimate of the amount of time the
person expects to spend on your case. Require that the person notify you im-
mediately if he or she anticipates spending more hours than the estimate.
He or she should also provide you with an itemized bill. Some accountants
and even a few attorneys are now being compensated based on com-
missions from the sale of securities or other financial products. An extra
measure of care should be taken on your part if your attorney or accountant
recommends products to you in which they would receive a commission.

Financial planning professionals are typically compensated in one of
three ways: fee only, fee plus commission, or commission only. If you
work with an advisor who receives commissions from the sale of financial
products, you should insist on full disclosure of the source and dollar
amount of all commissions being paid. Any reputable advisor will be happy
to accommodate this request.

Chemistry. Ideally, when you choose a professional advisor, you will select
someone with whom you will work for the rest of your life. However, it’s
not unusual to find a competent advisor with whom, for some reason, you
do not click. Most professional advisors will meet with you initially without
charge. This first meeting is used to determine the scope of the work to
be performed. You should also use this first meeting as an opportunity
to determine if the advisor is someone with whom you feel you would be
happy working over the long term.
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If you want a referral to an advisor, give one of us a call, and we will be happy
to provide a referral.

Sirote & Permutt, P.C. Sirote & Permutt is a full-service law firm of 110
lawyers. Of these lawyers, 12 practice as estate planners and probate
lawyers. Five of the 12 are fellows of the American College of Trust and
Estate Counsel. The principle office is in Birmingham, Ala., with other
offices in Mobile and Huntsville.

The Welch Group, LLC. The Welch Group, LLC, provides fee-only wealth
management services to affluent families throughout the United States.

If you would like additional information about our services, contact us at:

Harold Apolinsky, Esq., EPLS

Sirote & Permutt, P.C.

2311 Highland Avenue South

Suite 500

PO Box 55727

Birmingham, AL 35255-5727

(205) 930-5122

hapolinsky@sirote.com

www.sirote.com

Stewart H. Welch III, CFP R©, AEP

The Welch Group, LLC

3940 Montclair Road, Fifth Floor

Birmingham, AL 35213

(205) 879-5001

stewart@welchgroup.com

www.welchgroup.com

Craig M. Stephens, Esq.

2311 Highland Avenue South

Suite 500

P.O. Box 55727.

Birmingham, AL 35255-5727

(205) 930-5246

cstephens@sirote.com

www.sirote.com
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Estate Planning Terms

Abatement The reduction of bequests when the assets of an estate are insufficient
to pay all taxes, expenses, and bequests in full.

Ademption When property listed in a will is subsequently disposed of prior to death,
thus preventing the beneficiary from inheriting the property.

Administrator The person or institution appointed by the court to administer or settle
the estate of a deceased person who dies intestate.

Alternate Valuation Date The date six months after your death. Your estate repre-
sentative has the option of valuing your assets as of the date of death or as of the
alternate valuation date if certain criteria are met.

Annual Gift Tax Exclusion Everyone can give away assets or cash up to the annual
gift tax exclusion amount to as many people as they desire each year free of gift
taxes. For 2005 the annual gift tax exclusion amount is $11,000. For subsequent years
the amount is indexed for inflation.

Applicable Credit Amount A tax credit allowed by the federal government against
taxes due on gifts or transfers from your estate.

Applicable Exclusion Amount The dollar value of assets that you can give to a
nonspouse either during your lifetime or at your death free of estate or gift taxes.
For 2005, the dollar value is $1,500,000 for estate taxes. For gift taxes the amount
is $1,000,000 for 2005–2010, scheduled to increase to $2,000,000 in 2006 and rise to
$3,500,000 in 2009.

Beneficiary A person who is designated to receive benefits under a will, trust, or
insurance policy.

Bequest Property left to a person or organization under a will or trust.
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Bypass Trust See Credit Shelter Trust.

Codicil An amendment to a previous will. A codicil is executed with the same formal-
ities as a will.

Community Property Nine states have community property laws, which, in general,
state that all property acquired by either partner in a marriage is considered owned
one-half by each partner.

Contingent Beneficiary A person or organization that is a beneficiary only upon the
occurrence of some contingent event. For example, “I give Jean Daily the sum of
$5,000 only if she is married to my brother John Daily at the time of my death.”

Credit Shelter Trust (or Bypass Trust) A trust established under your will to take
advantage of the applicable exclusion amount.

Curtesy See Dower and Curtesy.

Custodian A person or trust company responsible for the care and management of
property for a minor. The relationship is a fiduciary relationship.

Decedent The person who died.

Disclaimer When a person disclaims benefits received from a decedent. If the dis-
claimer is timely (usually within nine months of receiving the rights to the property),
irrevocable, and the person never received any benefits from the property, then there
will be no tax consequences to the disclaiming person.

Domicile The state in which you have your permanent residence.

Donee A person receiving a gift.

Donor A person making a gift.

Dower (female); Curtesy (male) Some states have laws that give your spouse the
right to receive a certain portion of your estate (usually one-third to one-half) even
if he or she is left out of your will. Also referred to as an elective share.

Escheat State law that requires the estate of a person who dies without a will and
without heirs to revert to the deceased’s primary state of residence.

Estate All of the property you own at your death (your gross estate).

Estate Taxes Transfer taxes imposed by our federal government (and our states in
some cases) for the privilege of giving your property to your heirs. The Tax Relief
Act–2001 repeals the estate tax on January 1, 2010.

Executor The person (or institution) you name in your will who will be responsible
for settling your estate at your death.

Fiduciary A person or institution occupying a position of trust. Fiduciaries are held
to high standards of accountability by our courts.

Five and Five Power A provision common in a trust agreement giving a surviving
spouse the noncumulative right to withdraw annually the greater of (a) 5 percent of
the trust corpus or (b) $5,000. The exercising of such right does not cause inclusion
of the trust assets in the estate of the surviving spouse.

Generation Skipping Transfer Tax (GSTT) A tax imposed on transfers of assets
(either through gifts or your will) to a “skip” generation (a grandchild, for example).
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Presently the first $1.5 million of transfers are not subject to the GST tax, increasing
to $2 million in 2006 and $3.5 million in 2009. Note: Gifts greater than $1 million
made during your lifetime will be subject to gift taxes.

Gifts The transfer of property to another person or organization without receiving
anything of value in return.

Gift Tax A tax imposed on the transfer of assets made during a person’s lifetime. Note
that the tax is due on gifts in excess of certain limits.

Grantor A person who establishes and transfers property to a trust. Also called a
settlor.

Guardian A person responsible for the care of a minor (called guardian of the
person) or a minor’s property (called the property guardian).

Heir A person entitled under state law to receive assets of another person who died
without a will.

Holographic Will A will that is completely handwritten. Many states recognize holo-
graphic wills only under certain circumstances.

Incompetent Someone who has been judged by a court of law to be incapable of
managing his or her financial affairs.

Inheritance Tax A tax imposed by some states on heirs who receive an inheritance.

Inter Vivos Trust A trust created during your lifetime rather than under your will.
Also called a living trust.

Intestacy Laws The laws of each state which determine who will receive the assets
of a person who dies without a will.

Intestate To die without a will.

Irrevocable Trust A type of trust that cannot be revoked, changed, or amended. This
type of trust is often used to remove assets from one’s estate.

Issue Your direct descendants, such as children, grandchildren, and great-
grandchildren.

Joint Tenancy A way of titling property whereby at the death of one joint tenant the
remaining joint tenant(s) automatically receives the deceased person’s interest.

Joint Will A single document that serves as the will for two people (usually a married
couple).

Legacy A gift of property under a will. The recipient of such property is called a
legatee.

Life Estate The right to use property during one’s lifetime. At death, that person’s
rights terminate.

Living Trusts See Inter Vivos Trust.

Living Will A document that declares the level of care you desire should you become
medically incapacitated. Generally, it states that you do not wish to be kept alive by
artificial means.

Marital Deduction The law provides that a married person may leave (or gift) an
unlimited amount of assets to his or her spouse free of estate and gift taxes. This
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typically results in a postponement (rather than elimination) of the estate or gift
taxes.

Marital Trust A trust set up to receive assets that qualify for the marital deduction.
This is more appropriately called a power of appointment trust.

Minor A person who is not legally considered an adult (age 18 or 21 in most states).
Minors cannot legally enter into binding contracts.

Non-Contest Clause A provision in a will that provides that any person contesting the
will shall have no rights to any assets under the will. Also known as the in-terrorem
clause.

Nuncupative Will An oral will. Many states do not allow oral wills at all; other states
allow them only in extreme circumstances such as imminent death.

Per Capita A distribution that is divided equally among the named persons (or their
descendants) who have survived the testator. For example, you leave $100,000 to be
divided per capita among your two sons and two daughters ($25,000 each). If one of
your daughters predeceased you but had two children, your surviving children and
two grandchildren would each receive $20,000.

Personal Property All property other than real estate.

Per Stirpes A distribution that is divided among named persons or their descen-
dants should they predecease the testator. For example, you leave $100,000 to be
divided among your two sons and two daughters ($25,000 each). If one of your
daughters predeceased you but had two children, your surviving children would
each receive $25,000, and your deceased daughters’ children would each receive
$12,500.

Power of Appointment A right given to a person allowing them to designate to whom
someone else’s assets will go at the occurrence of a specified event.

Power of Attorney A document executed by you that gives another person (your
agent) the right to act on your behalf. A power of attorney can be written to include
very broad or very limited powers.

Primary Beneficiary The person (or persons) who will receive property under a will,
trust, or insurance policy.

Probate The court-supervised process of transferring one’s property at death to his
or her rightful heirs.

Probate Property All property of a deceased person that is subject to probate. Certain
property such as joint tenancy property is not subject to probate.

QDOT Legally referred to as a qualified domestic trust. This is a spousal trust that
allows non–U.S. citizen spouses to receive assets qualifying under the unlimited
marital deduction.

QTIP Trust Legally referred to as a qualified terminable interest property trust. This
spousal trust allows you to control the ultimate disposition of the assets in the trust.
Your spouse receives all income from the trust during his or her lifetime. This trust
can qualify for the unlimited marital deduction.

Real Property Land and fixed improvements such as buildings, trees, and fences.
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Residue The portion of your estate that remains after all specific distributions have
been made. Also known as the residuary estate.

Revocable Trust A type of trust that can be changed, modified, amended, or termi-
nated at any time by the grantor during his or her lifetime.

Rule against Perpetuities A complicated section of the law that prohibits leaving
assets in trust indefinitely while avoiding taxes. Basically, the law states that funds
can be left in trust for the lifetime plus 21 years of any beneficiary living at the time
the grantor establishes the trust. Beyond that time a severe penalty is imposed.

Settlor A person who establishes and transfers property to a trust. Also called a
grantor.

Spendthrift Provision A provision in a trust that prevents trust assets from being
pledged, assigned, or otherwise used as collateral for a loan. The purpose is to protect
the assets from the beneficiary’s creditors.

Sprinkle Provision A provision in a trust that allows the trustee the discretion to
distribute trust income among the beneficiaries as the trustee deems appropriate.
The distributions can be uneven (excluding some beneficiaries in favor of others),
or the trust income can be accumulated.

Stepped-Up Cost Basis The tax basis of appreciated property steps up to fair market
value on the date of death. For example, if you own a stock that is worth $40,000 for
which you paid $10,000 (your tax basis), you have a taxable gain of $30,000. If you
died, the tax basis steps up to the fair market value of $40,000, and an immediate
sale would result in no taxable gain. The Tax Relief Act–2001 eliminates stepped-up
cost basis above certain limits.

Taxable Estate The portion of your estate that is subject to federal and/or state
taxes. From the gross estate you subtract funeral and administrative expenses, debts
(including certain unpaid taxes), charitable contributions, and the marital deduction
(if applicable). The Tax Relief Act–2001 repeals the estate tax in calendar year 2010.

Testamentary Trust A trust that is created under your will that will take effect at
your death.

Testator One who dies having made a valid will.

Trust A legal arrangement whereby one person (the trustor, grantor, or settlor)
places assets under the management or supervision of another person or institution
(the trustee) for the benefit of a third person (the beneficiary).

Trustee A person or institution that manages and administers a trust.

Unified Credit See Applicable Credit Amount.

Unified Gifts/Transfers to Minors Act State laws that provide a method of holding
assets for minors.

Unlimited Marital Deduction A provision in the law that allows a married person to
give or leave an unlimited amount of assets to his or her spouse free of gift or estate
taxes.

Will A legal document that details how your estate is to be distributed upon your
death.
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401(k), 3, 4
living trusts and transferring, 126
retirement plans and determining monthly

investments, 62
single-person, 44

403(b), 3, 4
457 plans, 3, 4

Accredited Estate Planner (AEP), 232
Adjusted gross estate, 26
Affidavit:

self-approving, 93
of trust, 122–123

Aggressive portfolios, 38, 41
withdrawal rates and, 42, 59

Alabama, life insurance and asset protection,
219

Alaska, DAPTs in, 226
Alternative minimum tax (AMT), 48, 208
AM Best Co., 138
American Cancer Foundation, 85
American Family Business Institute, xiii
Amortization schedules, 22
Annual renewable term insurance. See Life

insurance, term
Annuities:

disadvantages, 48–50
living trusts and transferring, 126

Apolinsky, Harold, xiii, 233
Appraisals, 22
Arizona, community property laws in, 74, 217
Ascertainable standards, 108
Assets:

gifting to family members, 153
annual gift tax exclusion, 153–154
filing a gift tax return, 155–156
lifetime applicable exclusion amount,

156
outright gifts, 156–158
unintended, 154–155

protection strategies, 213
DAPT, 226–227
foreign asset protection trusts, 224–226
fraudulent transfers, 214–217
jointly held property, 217
life insurance, 219
limited liability entities as, 221–223

use of multiple, 223–224
retirement plans, 217–219
using trusts as a, 219–221
advantages of FLP and, 191

Bank accounts, living trusts and transferring,
125

Bank safe deposit boxes, wills and, 93
Bankruptcy Act of 2005, 218

241
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Beneficiary:
contingent, 46
designations, 76

Births:
certificate of, 22
reviewing estate plan after, 102–103

Boats, living trusts and transferring,
126

Bonds:
living trusts and transferring individual,

125
municipal, 47
retirement plans and estate growth, 42

British law, 79
Brokerage accounts, living trusts and

transferring, 125
Bush, George W., 1
Business documents, 22
Business liability insurance, 215
Buy-sell agreements, 207–208

funding, 209–210
types of, 208–209

California, community property laws in, 74,
217

Capital gains taxes, 10
safety nets and long-term, 40

Car titles, 22
Career changes, reviewing estate plan after,

103
Cash:

to charities, 176
as an outright gift, 156

Catch-up provisions:
charitable trusts and retirement planning,

181
older individuals and, 3, 4

Certificates of deposit (Cds), retirement
plans and estate growth, 42

Certified Financial Planner (CFP R©), 231
Certified Public Accountant (CPA), 231–232
Charities, xiv, 34

charitable trusts, 178–181
for retirement planning, 181–184

contributions, 33
estate planning and, 20
outright gifts, 176–178
private foundations, 184–187
public foundations, 177
strategic planning with, 175–176

testamentary gifts to, 178
wills and, 81, 102

Charles Schwab, investment choices with, 3
Chartered Financial Analyst (CFA), 232
Chemistry, professional help and, 232
Community property, 74–75

asset protection and, 216–217
Compensation, professional help and, 232
Competence, professional help and, 231–232
Confirmation statements, 22
Conservative portfolios, 38, 41

withdrawal rates and, 42, 59
Consumer price index (CPI), dynasty trust

and, 146
Contingent reversionary interest, 168
Contracts, 22
Contributions growth rate, retirement

planning and, 63
Control:

advantages of FLP and, 190
disadvantages of FLP and, 192
discounts for lack of, 195
keeping family business and, 205

Corporate tax returns, 22
Court supervision, probates and, 70
Coverdell Education Savings Account. See

Education IRA
Credit card statements, 22
Credit life insurance, 139
Creditors:

myths about living trusts and, 127
Section 529 plans and, 10
wills and, 69
See also Assets, protection strategies

Credit shelter trust will. See Trusts, credit
shelter trust will

Cross-contingent remainders, 215
Cross-purchase agreements, 208–209
Crummey vs. Commissioner, 142
Crummey notice, 142, 144

IDGT and, 173
Custodial accounts, 158

advantages of, 158–159
disadvantages of, 159–160

Death:
benefits, 31
reviewing estate plan after, 103

Deeds to real estate, 22
Deeds, 18
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Deficit, national, 1
Defined Benefit Plan, maximizing estate

growth and, 44
Delaware, DAPTs in, 226
Dickman v. United States, 155
Direct skip, 168
Disability insurance:

buyout insurance, 209
living trusts and transferring, 126

Discounts, FLP and, 193
calculating, 195–196
maximizing, 196–197
planning, 194–195

Divorce:
asset protection and, 216
reviewing estate plan after, 103
Section 529 plans and, 10

Domestic asset protection trust (DAPT).
See Trusts, domestic asset protection
(DAPT)

Durable power of attorney, 122
for health care, 95
general and, 94

Dynasty planning, 145–147
benefit of, 149
joint, 147
without a trust, 147–149

Economic Growth and Tax Relief
Reconciliation Act of 2001:

educational funding incentives,
6–11

estate, gift, and generation-skipping
transfers, 11–15

extension of, 1
impact on pension reform and retirement

savings, 2–4
marginal tax rates, 4–6
possible Congressional actions, 2

Educational institutions:
donating to, wills and, 81, 102
financial support for, xv

Education planning:
education IRA, 6–7
estate planning and, 19
See also Economic Growth and Tax Relief

Reconciliation Act of 2001; and
specific plans

Emergency funds, 38
Employee benefits summary, 22

Employee Retirement Income Security Act
(ERISA), 217–219

Employee stock ownership plan (ESOP),
210–211

Entity purchase agreements, 208
Equitable principles, 216
Errors and omissions (E and O) insurance,

215
Establishment, FLP and ease of, 191
Estate net worth:

defined, 28
determining, 25, 31–34

future, 34, 35
Estate planning:

asset protection and, 18
benefits of, 19–20
family protection and, 18
gathering and drafting necessary

documents, 18
goals and wishes, 18
guidelines

determination of net worth, 22–23
goal setting, 23
monitoring progress, 23–24
organization, 22
professional help, 23, 229–230, 231–233

investment planning and, 17–18
myths about, 21–22
poor, 20–21
tax planning and, 18
when to review, 102–103

Estate Planning Law Specialist (EPLS),
232

Estate tax system:
case study, 27–30
current exemption limits, 1
installment payment, 203
keeping family business and, 206
overview of strategies, 34–35
special-use valuation, 203–204
understanding, 25–27

Estate values, changes in, 103
Exclusion amount, applicable, 105, 106
Executor, 26
Experience, professional help and, 231

Family businesses, continuity of, xv
Family Council concept, 230
Family Limited Partnership. See Partnership,

Family Limited
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Family businesses. See Partnerships, family
limited; Succession planning

Farms, continuity of, xv. See also Succession
planning

Federal tax returns, 22
Fee simple ownership, 71, 74

advantages of, 71–72
disadvantages of, 72

Financial statements, 22
Financial x-rays, 15
Fireproof safes, 94
First-in-first-out (FIFO) taxing, 50
Fixed income investments:

retirement plans and estate growth, 42
See also specific types

Flight provisions, 225
Foreign Asset Protection Trusts. See Trusts,

foreign asset protection
Fraudulent Conveyances, Law of, 226
Fraudulent transfers, 214

insurance, 214–215
married couples and, 215–217
state exemptions, 214

Funeral directions, 97

Gates, Bill, 105
GE Capital Assurance, 151
General bequest, paying taxes from, 85
General power of attorney, 94
Generation skipping transfers (GSTs),

168–169
case studies, 169–170

Gifting, 34
annual, 192
to family members

generation skipping transfers, 168–170
GRAT, 162–163, 164
GRUT, 163, 164
loans, 173
QPRT, 163–168
sales, 170–172
tax-free gifts, 161
utilizing trusts, 161–162

tax, 106
dynasty trust and, 146
gifting assets to family members and,

153–154
minors, 158–161

returns, 22
unified credit against, 154

See also Gifting to family members;
Section 529 plans, gift tax
consequences

Grantor Retained Annuity Trust (GRAT), 140,
161, 162

advantages, 162
disadvantages, 163

Grantor Retained Unitrust (GRUT), 161, 163
Growth, strategies for maximizing estate. See

Retirement plans
Growth Strategy with a Safety Net R©, 38–42,

91
withdrawal rates, 42–43

Guardianship, estate planning and, 19–20

Healthcare:
powers, 95
reform, 1

Heirs, determining, 69
Holographic will, 80
HOPE Scholarship, 9–10
Hybrid agreements, 209

Idaho, community property laws in, 74, 217
Income sprinkling provision, 109–110
Incompetence provision, 121–122
Increases, rate of, 63
Inflation, investment account targets and, 59
Inheritances, reviewing estate plan after, 103
Insurance:

documents, 22
indemnity model, 150–151
reimbursement model, 150
umbrellas, 215
See specific types

Intentionally Defective Grantor Trusts
(IDGT), 173

Internal Revenue Service (IRS), 47
FLP and, 193

partners’ rights, 197
guaranteed loans as gifts, 155
qualified charities, 176
sales to family members and, 170, 171–172
transfers, 13

Inter vivos trusts. See Trusts, irrevocable
Intestate laws, 67, 69
Investment earnings rate, 68
Investment policy statement (IPS), 89–90
Irrevocable life insurance trusts. See Trusts,

irrevocable life insurance
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Jobs and Growth Act–2003, 5
business and corporate tax relief, 11
tax relief

capital gains , 10
domestic and qualified foreign

corporations, 11
John Hancock, 151
Joint tenants with right of survivorship

(JTWRS), 72
advantages of, 72
disadvantages of, 72–73
myths about living trusts and, 128

Joint will, 80

Lawsuits, threat of, xv
Letter of instruction, 95–97, 98–99, 100
Level term insurance. See Life insurance,

term
Leverage, advantages of FLP and,

190–191
Liability insurance, 18
Life estates, 75
Life insurance, 131–132

adult children and, 137–138
asset protection and, 219
basics, 132
cash value, 50–51, 132–133, 147–149
deals, best, 138
determining how much you need, 134–137
for estate liquidity, 139–140

best type, 140–141
how much you need, 140

getting it into your trust, 143–145
homemakers and, 137
irrevocable life insurance trust,

142–143
to leverage your estate, 145–147
living trusts and transferring, 126
to replace income, 133–134
strategies for estate growth and, 50
succession planning and, 210
term, 132
type, best, 137
warnings about, 138–139
See also Long-term care (LTC) insurance

Lifetime Learning Credits, 9–10
Limited liability companies (LLC):

asset protection and, 221–223
directors, 223–224
FLP and, 199

Limited Liability Entity, 221
directors, 223–224
use of multiple, 223–224

Limited Partnership. See Partnership,
Limited

Limited power of attorney, 94
Living trusts. See Trusts, living
Living wills, 95
Loan agreements, 22
Loan guarantees, 155
Long-term care (LTC) insurance, 21,

149–151
estate planning benefits of, 151

Louisiana, community property laws in, 74,
217

Low-income tax payers, tax credits for, 4, 5

Maintenance, FLP and simplicity of, 191
Malpractice insurance, 215
Management:

FLP and,
centralized, 192
continuity, 192

training, keeping family business and,
205

Marital status, unlimited marital deduction,
26, 33

Marketability, lack of, 194–195
Market value, 31
Marriage:

certificates, 22
gift taxes and, 9
jointly held properties, 217
reviewing estate plan after, 102
transferring assets, xv
unlimited martial deduction, 105
See also Deduction, unlimited marital

Medical directives, advanced, 95
Metlife, 151
Missouri, DAPTs in, 226
Moderate portfolios, 38, 41

withdrawal rates and, 42, 59
Money market accounts, 42
Moody’s, 138, 151
Mortality charge, 50
Mortgages, 18, 22

life insurance, 138
Motorcycles, living trusts and transferring,

126
Mutual of Omaba, 151
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Nevada:
community property laws in, 74, 217
DAPTs in, 226

New Mexico, community property laws in, 74,
217

nodeathtax.com, xiii
Notary Public, living trust changes, 118
Notes, 22
Nuncupative will, 80

Off the top, paying taxes, 85
Oklahoma, DAPTs in, 226
Oral will, 80
Ownership, incident of, 143
Partnerships:

agreements, 22
family limited (FLP), 189, 221

advantages, 190–192
calculating discounts, 195–196
disadvantages, 192–193
discount planning, 194–195
general structure, 189–190
limited liability companies (LLC), 199
maximizing discounts, 196–197
minors’ interests in, 198
multiple partnerships, 198
to protect assets, xv
recognition of partners’ rights,

197–198
rules, 194

nominee, 123
tax returns, 22

Patten, Dick, xiii
Patterson v. Shumate, 218
Pay stubs, 22
Payment on Death (POD) accounts, 76
Pension Protection Act of 2006, 4
Personal liability insurance, 214–215
Personal messages, 97
Phantom income, 191
Pooled income funds, 182

advantages, 183
disadvantages, 183

Postmortem planning, 70
disclaimers and, 110
JTWRS and, 73

Power of appointment:
limited, 146
trust, general, 111–112

Power of attorney, 94

Prioritization, estate growth and investment,
43

Privacy, FLP and, 191
Private foundations, gifts to, 184

advantages, 185
case study, 186
disadvantages, 185

Probates:
avoidance and FLP, 191
myths about living trusts and, 128
transfers via, 68–71

Professional help. See Estate planning,
guidelines

Profit Sharing Plan, 44
Property:

charities, gifts to, 176, 177
non-income-producing, converting a, xv
outright gifts, 157
titles, 18
value and wills, 69

Prudential, 151
Public foundations, gifts to, 177
Public knowledge, probates and, 71
Put right, 192

Qualified domestic relations orders (QDROs),
218

Qualified domestic trust (QDOT), 115
Qualified personal residence trust (QPRT),

161, 163–164
advantages, 165–166
case study, 167
death and, 168
disadvantages, 166
how to set up, 164–165
tax treatment, 165

Qualified sick pay plan, 209–210
Qualified terminable interest property

(QTIP) trust, 112–115
loan guarantees and, 155

Qualified tuition plans. See Section 529 plans

Red Cross, 175
Religious organization:

estate planning and, 20
financial support for, xv
wills and, 81, 102

Relocation, reviewing estate plan after, 103
Remarriage provision, 108–109
Required Minimum Distribution Rules, 45
Residuary estate, paying taxes from, 85
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Retirement planning:
beneficiary designations, 22
charitable trusts and, 181–184
determining personal requirements, 53–54

account surplus or deficit, 60
defining assumptions, 54–56
future income needs, 56, 57
future value of current investments,

59–62
investment account target, 59
monthly investment requirements,

60–65
portfolio withdrawal rates, 58–59
subtracting sources of retirement

income, 56, 58
employer-provided, 3
ERISA and, 217–219
IRA, 2–3

asset protection and, 218
employer-provided plans and limited

investment choices, 3
living trusts and transferring, 126

living trusts and transferring, 126
Roth IRA, 2–3, 43–46

employer-provided plans and limited
investment choices, 3

outright gifts and, 157–158
statements, 22
strategies for estate growth and, 43–46

magnifying, 46–47
personal investment accounts, 47–48
tax-deferred programs, 48–50

tax deductibility of contributions, 43–46
tax-deferred growth, 43–46
tax-free growth, 43–46

Rhode Island, DAPTs in, 226
Risk tolerance, 38, 42

Safety nets, 38–41
Sales:

installment, 170
advantages, 170–171
disadvantages, 171
setting interest rate, 171–172

private annuity
advantages, 172
disadvantages, 172

Savings incentive match plan for employees
(SIMPLE), 3, 4

maximizing estate growth and, 44

Second-to-die insurance, 141
Section 529 plans:

defined, 7
estate tax consequences, 9
gift tax consequences, 9
HOPE Scholarship and Lifetime Learning

Credits, 9–10
investment options, 8–9
penalties on nonqualified distributions, 8
plan contributions, 7
tax-free growth, 8

Self-approving affidavit. See Affidavit,
self-approving

Separate property, 74
Simms, Carrie, xiii
Simple will, 80–81
Simplified employee pension (SEP) plan,

44
Sirote & Permutt, P.C., 233
Social Security Administration (SSA):

emergency funds and, 38, 39
estimated benefits, 74

Social Security Survivors Benefit, 136–137
Specific legacy clause, 83–84
Springing power of attorney, 94
Standard & Poor’s, 138, 151
State tax returns, 22
Statute of limitations, DAPTs and, 227
Statutory appointment, 85
Stephens, Craig, xiii
Step-up tax basis, 13
Stock certificates, living trusts and

transferring individual, 125
Stock mutual funds, retirement plans and

estate growth, 42
Student loans, deductibility of interest, 10
Succession planning, 201–203

ESOP, 210–211
keeping business in family, 205–206
selling and, 205, 206–210
special estate tax benefits, 203–204
valuing business or farm, 204–205

Surveys, 22
Survivorship life. See Life insurance, cash

value

Taxes:
deductions, limitations on outright gifts,

178
distributions, 169
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Taxes: (Continued)
estate plan after changes to laws,

reviewing, 103
myths about living trusts and, 127
payment of, 85
tax-deferred investment programs, 48–51
termination, 168
See also Estate taxes; Retirement plans;

specific types
Tax Relief Act–2001. See Economic Growth

and Tax Relief Reconciliation Act of
2001

Tenancy by entireties, 217
Tenants in common, 73–74, 215

advantages of, 74
disadvantages of, 74

Tentative tax, 33
Termite bond, 22
Testamentary trusts. See Trusts, irrevocable
Texas, community property laws in, 74, 217
Time, probates and, 70, 71
Titles:

determining holding, 71
living trusts, no evidence of, 126–127
See also specific types

Transfers:
advantages of FLP and ease of, 191
See also Wills, transfers

Transmutation agreement, 217
Trump, Donald, 2
Trustees. 88–89

choosing for living trusts, 120–121
an individual as, 89
powers, 90–91
role of, 89–90

Trusts, 18, 34
2503(b), 160
2503(c), 116, 160–161
agreements, 22
charitable lead trusts, 178, 183

advantages, 183–184
disadvantages, 184

charitable remainder annuity trust
(CRAT), 178–180

wealth transfer effect, 180
charitable remainder unitrust (CRUT),

180–181
credit shelter trust will, 24, 106–110

disclaimer, 110
disclaimers, 110–111
domestic asset protect (DAPT), 226–227

in estate plans, 105–106
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