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BUSINESS & TAX PLANNING IDEAS for OUR CLIENTS and FRIENDS

Asset Titling May Be Vital for
You and Your Heirs

In your financial planning, you may not pay
much attention to how you hold your
assets. However, the way that assets are
titled can be of critical importance. Missteps
can have severe consequences.

On your own
The most basic way to hold assets is in your
OWN name.

Example #1: Wendy Anderson, who is
single, has a bank account in the name of
“Wendy Anderson.” Her brokerage account,
her directly owned mutual funds, and her
home are also titled this way. This mode of
titling is simple and inexpensive. Moreover,
it’s flexible. Wendy can give or bequeath
these assets to whomever she wishes.

There are drawbacks, though. In case of
Wendy’s incapacity, these assets might be
mismanaged or lost to con artists. At her
death, such assets might have to go through
probate, which can be expensive and time
consuming. If she is sued, assets that Wendy
owns outright can be lost to a settlement or
an award for damages. What's more, if
Wendy gets married, her husband may
resent her keeping separate assets.

Some careful planning can reduce the
risks of individual ownership. Wendy might
execute a durable power of attorney that
names a trusted person as her agent, in case
of incapacity. A durable power of attorney
enables the selected agent to act for the per-
son creating the document (the principal)
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even after the principal is not mentally com-
petent or physically able to make decisions.
A durable power may be used immediately,
and it remains effective until revoked by the
principal or until-the principal’s death.

In addition, Wendy can ask to have her
bank and investment accounts titled as
“payable on death” or “transfer on death,” so
that they'll pass to a beneficiary without going
through probate. Ample insurance can protect
her assets—and she’ll worry about her hus-
band’s wishes if and when she gets married.

7
=t S 2
Paired plans
Besides individual ownership, jointly held
assets are common. Typically, title is held as
joint tenancy with right of survivorship
(JTWROS).

Example #2: Victor and Tammy Barnes
are married. They hold their home, bank
accounts, and investments as JTWROS. If
Victor is the first to die, all of those assets will
automatically pass to Tammy. If Tammy dies
first, Victor inherits. Again, titling assets as
JTWROS is simple and inexpensive. For mar-
ried couples, such ownership might lead to a
happier home life. One joint owner can take
over if the other is incapacitated. Moreover,
jointly held assets don’t go through probate.

There are negative aspects to holding as
JTWROS, however. Perhaps most impor-
tant, assets held as JTWROS rob owners of
flexibility. They will go to your co-owner
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regardless of what your will dictates.
For married couples, that may mean a
failure to use an estate tax exemp-
tion at the first death and a large
estate tax obligation if the surviving
spouse dies with all the marital assets.

Generally, JTWROS works well if
you absolutely want your co-owner to
inherit that asset. Otherwise, such
titling probably should be kept to a
minimum.

Creative thinking

Another way to hold your assets is to
transfer them into an entity you create.
This could be a trust, a partnership
(such as a family limited partnership),
or a limited liability company (LLC).
Often, such entities provide protection
from creditors. Many owners of invest-
ment real estate, for example, create an
LLC to hold the property and thus limit
liability from incidents that may occur

there. Sophisticated use of these entities
also may provide tax benefits.

However, creating and maintaining
entities to own your assets can be
expensive and time consuming. Our
office can help you generate a strategy
for using various forms of asset titling
(individual, joint, entity) to meet your
specific goals.

Your Buy-Sell Agreement Can Be a Flex Plan

If you are among the co-owners or prin- |
cipals of a business or professional prac- :’
tice, you should have a buy-sell agree- !
ment. This agreement will protect you |
and your loved ones if you die or i
become disabled; a buy-sell also can pro- |
vide you with income after you retire.
With a buy-sell in place, your co- !
owners are obliged to buy your interest ;
in the company upon such “trigger :
events” as death, disability, or retire- |
ment. They’ll pay a fair price, as spelled E
out in the buy-sell. Thus, you may !
receive income in retirement, or your |
heirs can receive cash after your death. 5
On the other hand, if one of your !
co-owners retires, dies, or becomes dis- 3
abled, a buy-sell will permit you to |
increase your stake in the company ;
and perhaps gain control. You won't i
have to worry about an ex-partner’s |
children or surviving spouse getting |
an unwelcome share of the business. !
I
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Two modes of taxation
In general, there are two ways to struc-
ture a buy-sell agreement.
¢ Cross-purchase. In this arrange-
ment, the remaining owners are re-
quired to buy the departing ownet’s
interest in the company.
Example #1: Steve Collins, Rachel
Davis, and Pam Edwards are equal co-
owners of ABC Co. They enter into a

cross-purchase buy-sell. Steve retires:

Rachel and Pam must buy his interest

from him. Now Rachel and Pam each

own one half of the company, not one
third.

Rachel and Pam’s basis in Steve’s
shares is the price they pay. This basis
“step-up” will reduce tax they owe on
a future sale of the shares. For this rea-
son, many buy-sells are cross-purchase
agreements.

* Redemption. With this type of buy-
sell, the company redeems the former
owner’s shares.

Example #2: The same as above,
except that Steve sells his shares to
ABC Co. when he retires. His shares
are not reissued. Thus, Rachel and Pam
own the only outstanding shares. They
each have a 50% stake in the company
now, just as they would have with a
cross-purchase buy-sell, while they
haven’t had to put up their own cash.
However, they get no basis step-up
with a redemption agreement.

Costly choice
Even though many buy-sells are struc-
tured as cross-purchase agreements,
that might not be the outcome.
Example #3: Although they have a
buy-sell agreement to buy out Steve,
Rachel and Pam do not have the cash
to buy Steve’s shares. Instead, they
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have ABC Co. (which they control)
buy Steve’s interest in the business, via
a redemption. This might be a costly
error. The IRS may cast the purchase by
ABC Co. as a constructive dividend.

Example #4: Steve retires, obligat-
ing Rachel and Pam to buy his shares,
which are valued at $1 million. They
don’t have $1 million, so they direct
ABC Co. to purchase Steve’s shares. The
IRS is likely to say that Rachel and Pam
have been relieved of a $1 million obli-
gation ($500,000 apiece), so each will be
taxed as if she had received $500,000
from ABC Co. as a dividend and then
used the money to buy Steve’s shares.

Right of refusal
To anticipate such an outcome, the
buy-sell agreement could have been
drafted so that the surviving owners
have the right of first refusal—but not
an absolute obligation—to buy the
départing owner’s shares. If the surviv-
ing owners don't exercise that right,
ABC is obligated to redeem the shares.
That would give the survivors a
choice. They could buy shares directly,
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