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We’d like to thank our families, business associates and clients who encouraged and assisted us in writing this book. Our goal is to provide specific legacy planning strategies and tax solutions for the many layers of family and business finances.




 


MONEY TO BURN?


In the early 1990s, my elderly father, hoping to simplify his life, wanted to give my brother and me two pieces of real estate worth about a million dollars. That would have created a tax liability for us of about $200,000 on the gain in the property’s value since he acquired it.





Dad was 88 years old at the time, and we suggested that he hold on to the property and set up a trust. Upon his death, then, the property would be transferred to us with a stepped-up basis, meaning there would be no income tax on the gain in value over the years he had owned it. We would inherit the property at its current fair market value, eliminating all income tax consequences.





He didn’t want to do that. So I went down to the bank, withdrew ten crisp $100 bills, and took them to Dad’s house, where he was sitting in the living room. I joined him on the sofa.





“Say, Dad, do you have a match?”





“Sure, Son, here”—and he tossed me a pack. I pulled one of the bills out of my pocket, and as he watched, I struck a match. In a moment, a flame was licking at the edge of the bill.





Dad jumped to his feet. “What the hell are you doing?” he shouted. He quickly clapped his hands over the flame to snuff it out before it could do any damage to Ben Franklin’s mysterious smile.





“I’m just doing what you’re doing, Dad,” I said. “You know—like father, like son? Except you’re burning up a couple thousand of these. I have a long way to go, but I thought I’d just start with a few here tonight.”





And that was all the persuasion he needed. Dad did the smart thing and spared us that $200,000 income tax bill. But he did more than that. In the years since his death, the amount he saved has had a chance to double and double again.





—BOB CROSETTO
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INTRODUCTION


WHAT DO YOU HAVE TO LOSE?










Each player in the orchestra pays rapt attention to the conductor. At the beckoning of his baton, the string section and the woodwinds, the brass and the percussion are ready to join in perfect harmony. Without him, the performance would fall apart in discord.





And why so? The conductor didn’t write the score. Even if he is able to play any of those instruments, he is probably not the best. But he has a perspective that the musicians lack from their positions of expertise in the ensemble. The conductor understands where the whole piece needs to go. He knows how all the instruments need to blend in rhythm and tempo for best effect. He coordinates the specialists and brings in whoever is needed at just the right time.





It is a role that we certainly understand, though we are conductors of your money and legacy, not music.





In this book, we will take you on a journey—and most likely, you will find this to be uncharted territory. We have written it for the benefit of higher-earning, self-employed people who are looking for concrete ways to save for the future, protect their families, pay less in taxes, and pass on more for generations to come.





Take a look at this book’s table of contents. This is a slice of America. You may not see your particular profession or pursuit among the profiles there, but you can be sure that many of those people share concerns, hopes, and frustrations similar to the ones that may have prompted you to pick up this book. In reading this book, you might decide to skip to the chapter that seems to most closely address your situation. Feel free to do so, but we suggest you then go back and read them all. In the other scenarios, you will see new perspectives on some of those same tools.





In these pages, you will find portraits of families and individuals who are facing specific challenges and who have found solutions that have helped them to move forward. Some of these portrayals are of real families that we have known. Most of them are a composite that represent true cases—that is, we have assembled the portrait out of very real elements that we have encountered. All of them are accounts of people who seem to have found eminent success, yet had trouble sleeping because they didn’t know how to begin dealing with a variety of worries.





Most Americans are losing money, many times unknowingly and unnecessarily, particularly when it comes to taxes. They are paying much more than necessary, whether in income tax, estate tax or others. This is no small amount. This is a pile of money that could serve them well and grow for generations to become a family fortune, and yet they are throwing it by the basketful into the bonfire. The opportunity cost is staggering.





We can help to spare you those sad losses. In the case studies throughout this book, you will find clear examples of how we have done that for others. If their problems strike a chord with you, that is probably because in one way or another you are much like them. You have a unique set of problems, and they call for a unique set of solutions. This book is for you. In it you will learn about the most common problems of successful high achievers and the most appropriate tools that can help them.





We will describe those tools within the chapters, and you can learn much more in the appendix.





It is likely that you have advisors who you believe are taking very good care of you. Among them are probably a CPA, an attorney, and a financial advisor. However, in our experience, few people have anyone who is taking a holistic view of their situation. That’s what we do. We make sure the music flows. We take an overview of your entire situation and bring new ideas to you that you can take to your various professionals. We are not here to replace any of those advisors. We are here to supplement them and coordinate an abundance of information so that you can get the results you need.





As in the orchestra, each of the professionals that are now on your team has his or her own specialty. What we are advocating in this book is a new concept: enlist a conductor to harmonize the development of your legacy.





How often do these advisors sit at the same table to discuss your situation? As your personal conductor, we coordinate a team to create your ideal legacy.





Many people are in dire need of a comprehensive and coordinated approach to tax efficiency and legacy planning. As you will see, they are looking for leverage, flexibility, and control. They need a conductor who can blend an array of instruments into a harmonious score.
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CHAPTER 1


THE REAL ESTATE DEVELOPER












In this chapter, the following solutions are discussed:





•Limited Liability Company





•Family Office





•Dynasty Trust





•Captive Insurance Company





•Life Insurance








THE SCENARIO





Mr. James Sullivan is a real estate developer who has built a successful company over the years from the ground up, to the point that it is now worth $40 million. The company has ten employees. James is 62, and his wife Nancy is 60. They have three children, one who is helping in the business and two who are not involved in it at all. They have five grandchildren. The couple is now considering how to transfer the estate as a legacy to the children and grandchildren.





THE CHALLENGES





The company has been managing with a large income tax issue each year, but currently, the Sullivans are grappling with the problem of how to reduce the estate tax that could drain away so much of their life’s work.





They’ve been aware of the problem. They know that there is or will be a cost whether they start gifting the estate now or wait to transfer it upon their death. They know that the tax rates are high—and that with an estate of $40 million, they can’t escape an estate tax bill.





As of 2015, the couple has only a $5.43 million tax exemption for each spouse, or a combined total of $10.86 million. That would still leave more than $29 million taxable, and at the top marginal estate tax rate of 40 percent, the tax bill would be at least $12 million, if not more. That’s just at the federal level. If they were to add in the state transfer taxes, that bill would go considerably higher.





James and Nancy don’t know what to do. They want to keep the estate intact and transfer it to their children. They just don’t know how to do it.





They are also concerned about how that money will affect their children and their grandchildren and don’t want them to become “trust fund babies.” They want their heirs to be productive and to leave and promote a legacy of an industrious, successful family. They are aware that they could do them harm by providing too much money at the wrong time or in the wrong way. Many people spend a lifetime building their fortunes, and they know that much of their strength came from learning to deal with the hard times. How do you share the bounty with loved ones in a way that preserves their integrity? In other words, how do James and Nancy transfer their knowledge and wisdom along with the dollars?





James and Nancy are in the same position as we see many of our clients when we first meet. They don’t know how to create a legacy plan so they do nothing out of fear of doing the wrong thing. When they pass away, they will be subject to whatever state and federal laws apply to their situation, and that’s not a plan at all. That’s a default.





People such as the Sullivans have a significant estate issue because they are, typically, land rich and cash poor. They tend to have a large liquidity problem at death. Not only do they have an estate tax looming, but they also tend to have debt that is financing their business. And so the question is this: If Nancy and James were to pass away, how would the heirs handle not only the estate tax but also the liquidity issues involving the loans encumbering the property in the estate?





In addition, if the heirs are forced to sell the real estate quickly to deal with these issues, they will likely get a reduced price on the sales. Fire sales don’t bring top dollar, as everyone knows. The estate tax will be due nine months after the date of death, and prospective buyers are likely to be aware of the situation. To buy low and sell high is an age-old principle for making money. Your problem can become someone else’s advantage.





If that were to happen to James and Nancy, their $40 million estate would be shrunk not only by the estate tax but also by the reduction in the value of the property itself. That is why it is critical to plan so that you don’t put your estate in a situation of distress. A key concept—one you will see throughout this book—is the importance of maintaining control. You want to control what happens and not let someone else, particularly Uncle Sam, exert their control on the situation.





THE SOLUTIONS





First and foremost, James and Nancy need to have their basic estate planning documents in place. That will be either a will or revocable living trust. These documents will be the backbone for how the estate will be distributed. The will or revocable living trust provide the overall framework to the estate plan. Then, from a planning perspective, we can step back and start looking at other elements of the estate that need to be addressed to complete the legacy plan.





Setting Up an LLC





The next step in structuring James’ and Nancy’s legacy plan is to form a limited liability company to hold and control their significant real estate investments. This will be the largest block of assets to control in their legacy plan. We want to ensure that they will have the ability to control the LLC while they are alive and to pass it on to their heirs in an efficient manner.





The couple will be the managers of the LLC. As long as they have the mental capacity and the desire, they will be the ones to control the business decisions of that entity.





Into the LLC, they will gather all of the real estate holdings. The LLC provides the bucket that all of the assets can be transferred to. With the real estate in the LLC, James and Nancy can provide management and control over the assets. One of the nice features of the LLC is that Nancy and James, as the owners of a closely held business, can gift ownership interests in the LLC to their children and grandchildren. As with all gifts, the gifts are made at fair market value. Since James and Nancy control the LLC the gifts to the children can be discounted for lack of control and marketability because this is a closely held business.





For example, let’s say that within the LLC is $10 million worth of real estate. Nancy and James have complete control of all the business decisions, so if they were to gift 10 percent of that interest to the children, that would be $1 million. However, an appraiser will look at the fair market value of that 10 percent ownership interest and allow a discount because of the non-controlling nature of that interest. If an independent appraiser determined that a 30 percent discount was applicable in this example, it would mean that fair market value is really only $700,000, reducing the size of the gift by $300,000.





The use of valuation discounts allows the gift and estate tax exemption to be leveraged in a far more efficient way. Instead of being valued dollar for dollar, the property is now transferred on a discounted basis.





The Family Office





Now that we’ve brought the children or grandchildren into the business, this sets up the opportunity for Nancy and James to have what is known as a family office. Instead of Nancy and James trying to talk to the children and grandchildren around the kitchen table, they are now having discussions around the boardroom table.





This gives James and Nancy an opportunity to start talking about the wisdom of making certain business decisions. Why would the family buy property A and not property B? Why would the family be putting money into this particular development?





From a business standpoint, this allows Nancy and James to talk with their children about money management. With this training, the children see a legacy instead of just a pile of money that has been passed on. Instead of having no idea how to invest the money, and perhaps blowing it, the children become intimately involved. The legacy is far more likely to continue to future generations.





Over the years, we have seen so many situations in which the founders of a business died in their 80s and had children who were in their 40s or 50s but who were incapable of managing the assets that were left to them. They were never taught how to use the money. James and Nancy struggled to build their enterprise from the ground up. They had to make the hard decisions step by step. They learned how to make the most of what they had. If the estate is transferred to the children who never had to make any such decisions, it is a plan that has been set up to fail.





Often, neither Dad nor Mom wants to give up the control that they have had so long. But there has to be a give and take, and that has been one of the biggest challenges in many of the business transitions that we have seen. The author David Bork, who has counseled hundreds of family-run businesses, writes about such issues in great detail in his book Family Business, Risky Business: How to Make It Work.





What you are developing through this family office arrangement is the ability to make business decisions. You are giving the next generation the tools to grow the wealth and not just let it dwindle away.







THE LITTLE RED WAGON





When my oldest son, Fred, was six years old, he had a little red wagon that he loved. We would load up his little wagon with vegetables from our family garden, and we would go down the road to visit our neighbors. Seldom did it take more than four stops before his vegetables were sold out. He got the sense of what selling was all about.
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