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Four Ways to Avoid Capital Gains Tax You often find yourself in a situation when the prospect wants to act but will not make a change because of the capital gains ramifications in selling stocks or real estate. If you can show these clients how to avoid capital gains tax, you can gain business. Real Estate Let’s first consider real estate owners. How can you make money with real estate? The amount of money invested in real estate is probably equal to the amount of money invested in mutual funds and stocks. So it’s a big chunk of the US economy. And up until now you probably been walking away from it. So I want to show you how to make some money with this. First thing we want to understand is that there is a big market, particularly prospects who are aging, say between age 60 and 65. Because real estate is not passive, it’s a bother to a lot of people particularly if they own apartment buildings. Their tenants call them up, the sink is stopped up, the toilet is busted, etc.; it’s a hassle. So as people age they no longer want these hassles. They don’t want to own rental homes or apartment buildings and they would like to have an easier life. They want to go away and take a cruise for two months. So prospects are going to be people approaching or in retirement. They are going to be the primary candidates for the following technique. They obviously don’t want to sell because of tax but they want to free up that capital. They sit there and suffer with an asset they don’t want. One option for them is to do a tax-free exchange – a 1031 exchange of real estate and I am going to show you how you make money when they do something like this. Let’s first understand how this works using this triangle that you see on the top.



intermediary



Real Estate



cash



• • • • • •



New property



The prospects Exchange for “like kind” Tenant in Common seller How you get paid NNN www.1031nnn.com Wells Real Estate www.wellsref.com



buyer



Your client has an apartment building that they no longer want. So they go out and they run an ad in the paper and they find a buyer. And they sell it to the buyer and they get cash. But when they do an exchange, they can’t touch the cash. The Buyer takes the cash and deposits it with an intermediary. These are often called accommodators. It’s just a particular word that used for organizations that are the middlemen in a real estate exchange. If you looked in your phone book, they would probably be under Accommodators. I will just call them generically for our discussion Intermediaries. The buyer gives the cash to an Intermediary. The Seller goes out and now IRS says to do a tax-free exchange they have to take that cash and put it back in another property. So the Seller goes out and finds another property they want and then tells the Intermediary to use the cash on deposit and pay for this other property. The key thing here is that the Seller just never touches the cash. That’s what keeps this tax-free plus some other restrictions that aren’t major issues. The transaction has to be accomplished in six months time and there are other restrictions you can find at http://www.corteshay.com/docs/rules.doc. The exchange must be for property of like kind. Like kind means it has to be investment property for investment property. It could be a piece of raw land that was held for



investment to a luxury condominium, which is held for investment. It could be ten rental homes exchanged for a MacDonald’s location. It can be any type of investment property for any other type of investment property. So this type of transaction has lots of flexibility. Let me show you how my clients have used this. I have a client who had residential rental property and they exchanged a ten unit apartment building for a building that is rented by Standard Brands Paints. I think it is a franchise or a distributor for Standard Brands Paints. The beauty of this is the Standard Brands Paints is on what is called a triple net lease. Triple net lease means that the tenant pays the property tax. The tenant does their own repairs. The tenant pays the utilities. So the owner has nothing to do. So my client now just gets a check from this Standard Brands distributor once a month and never gets any calls. Because if they called him and said, “Hey the pipe is broke” he would say you have a triple net lease, you repair the pipe. Often times you will see old people moving to these easy-to-manage triple net situations. Like owning a MacDonald’s, Burger King or other franchise location. Any franchise is going to be a triple net situation where the owner just gets a check and has no headache. Now, there is another way to do this. Your client can be a tenant in common which means a General Partner. They do not need to be the sole owner of the new property—it can be a group investment. If your client goes into that investment as a general partner and not a limited partner, that investment qualifies as investment property as a tenant in common interest and can be done with cash that came out of a building that they sold and be the up-side of a tax-free exchange. Almost every real estate syndicator offering limited partnership interests will take your clients as general partners into the deal thereby allowing your client to not pay taxes on the sale of the property. Just like you have sold limited partnership interests in property and received a commission, the transaction is the same except that your client takes status as one of the general partners. This transaction must be done through your broker/dealer of course. A few firms do this. Triple Net Properties, Wells Real Estate, Triple Net Properties at www.1031nnn.com.



Another way you can get paid depending on rules on your state, is to get a referral fee from a real estate broker. You could refer the client to a real estate broker and there are real estate brokers that specialize in these exchanges. How do you find them? Call up your local office of the State Real Estate Association or look in the phone book under “Real Estate Exchanges.”. In some states, you do not need a real estate license to receive a referral fee from a realtor. In some other states, you may need a real estate license. So you just need to check what the laws in your state are and again if you have a BD, you do need to disclose this as an outside business interest. Or tell your BD ahead of time, I formed this relationship with this real estate broker who is going to help some of my clients. It is legal in this state for me to take referral fees. Do you have any problem with it? And if they do, you might want to think about switching BDs. Because if it’s legal in your state, then there is nothing wrong with it and you should be permitted to do it. The point is you’ve got two opportunities here. Bring your clients who have real estate, take that equity when they sell and move that equity into a package deal. What normally would be a limited partnership but they are going in as a general partner and two, getting referral fees when they move into a building of their own through a real estate broker who you are going to have a relationship with and may be able to do this two or three times a year with clients. By the way, these referral fees are no small thing. A real estate broker in a million dollar transaction like this makes about $60,000 and you get 25 percent of that. So you get a $15,000 fee for just introducing two people. It’s not bad. You can get paid pretty well and obviously if it’s a five or ten million dollar deal, you can do the math, you can get paid really well. That’s opportunity number one. When you meet these people with a lot of real estate, you have an option for them, a solution for them if they are looking to get out and want to avoid capital gains tax. Let’s go to Solution Number Two. Capital gains elimination trust. This can be used with real estate, with stocks, it doesn’t matter what. Take any asset where there is capital gain. Let’s look at the steps of this. First step is, you are going to take your client, your prospect to an attorney and an attorney draws up a trust and the trust works as follows.



Capital Gains Elimination Trust Parents Own $1 million low basis stock, no dividends. They gift it to Parents get annual income, e.g. hypothetical 10% for life = $2 million Parents get tax deduction for gift to CGET = $284,000 No estate tax as asset is removed from their estate = $480,000 savings



CGET CGET CGET sells sells stock, stock, has has $1 $1 million million to to reinvest reinvest for for income income and and gains. gains. Sale Sale is is Tax Tax Free. Free.



Requirement-Requirement-when when both both parents parents die, die, at at least least 10% 10% of of original original gift gift must must go go to to charity charity



Your client, in this example owns a million dollars of low basis stock. They paid $100,000 for it. When you met them, you were salivating because you thought this is really good – they got a million dollars worth of stock and when you told them to transfer it over to you and you were going to diversify it, they said to you, “We can’t do that. There’s too much capital gains. We can’t sell it.” Here’s your solution. You have the trust created and you place the shares into the trust. The trust, because of IRS rules, is a tax-free entity and I will explain why in a minute. The trust is able to sell the million dollars worth of stock without tax. So now there’s a million dollars of cash sitting in the trust. You are now able to invest that for your clients in any way you both agree. You now have a million dollar portfolio to manage that before you didn’t because they didn’t want to sell their stock. Again, they might decide let’s put it all in bonds. We want to be conservative or let’s do a balances portfolio or let’s do whatever. Let’s buy an annuity. You can do anything with it. It doesn’t matter. They will get income from that portfolio and they get to set the rate of withdrawals within IRS limits. Assuming these people are say 65-years-old – they might say, “You know what we want to do, we put a million dollars in there, we would like to get ten percent a year out.” But in fact, you put them in a portfolio that is only going to generate about eight percent a year. Not a problem. IRS says fine. They will take eight percent from earnings and growth and then they take two



percent from the principle. So they can take interest plus principle each year. They can’t do this on a year by year decision. The investors must pick a withdrawal percentage or fixed amount at the beginning when the trust is formed.. So your clients could say we want $60,000 a year or we want ten percent per year. They make a one time decision and that’s what they are going to be taking out of the trust regardless of what those investments actually earn. They could actually deplete that portfolio if they live long enough and portfolio doesn’t do well. Or the portfolio could go up in value and keep increasing in value. It could go either way because we don’t know how the markets will be. The clients get a tax deduction when they contribute the stock to the trus. Why do they get a tax deduction? Here’s why. Because IRS says the ten percent of the money that originally goes into this trust must be left to charity. A dime out of every dollar must go to charity and all these other benefits will be given to your client. They will be able to sell the stock or land – no capital gains – they will be able to reinvest the money inside the trust in anything they want. They will get a tax deduction and they will get a life-time stream of income. In fact, the income can go over two generations. Last, this million dollars is now out of their estate so they technically no longer own it. The trust owns it. If their estate is large enough – which somebody who has a million dollars worth of stock it probably is – there’s going to be an estate tax savings here of $470,000. By this time, you may think, “Hey, this looks identical to a charitable remainder trust.” It is – but if you call it a charitable remainder trust when you start the conversation, people are going to tune you out and stop listening. Americans are not very charitable. IRS tells us that on average people are giving less than two percent of incomes to charity. So Americans – as much as they say they’re charitable or look like they do good deeds – they are pretty tight with their money. Do not start off calling this charitable remainder trust. Start off calling this a capital gains elimination trust. Most people don’t even realize that only ten percent of the principle has to go to charity. They think the whole thing has to go to charity and that’s not the rule. The calculations for this—the deduction amount, the income amount, it can all be done with software called Number Cruncher by Leimberg and Associates or you can use a third party administrator like Renaissance in Indiana.



Any estate planning attorney can put this together. Very simple – they have blanket forms to do it. As a matter of fact, this is interesting – this is one of the few places IRS already has 18 template forms for various kinds of charitable remainder trusts that the attorney just uses and fills in the blanks. This is something that is routine, common and is a great way for you to convert an asset – raw land, low basis stock, maybe stock that doesn’t pay a dividend into cash flow for your older clients. Your older clients are sitting there saying, “Geez, we would really like more income”. Now you say I have a solution for you. Here’s how we can sell it with no gains tax and get you some income that you don’t have. Just a fantastic solution particularly for those of you in agricultural areas. You have a lot of people making terrible return on farm land or maybe they retired and they’re not even farming it – they’re sitting there and it produces nothing. They don’t have enough cash to be comfortable and here you can turn that land into something that will make them extremely comfortable. Of course, the end game to this is IRS is happy with this even though they wind up losing a lot of money. Your clients’ are going to be happy with this because they get to avoid some capital gains and get some income that they don’t have. You’re happy with it because now you have a million dollar portfolio to manage or a million dollars to invest in annuities. Everybody’s happy except one party which is the kids of your clients. The kids of your clients say, “Hey, we thought we were going to inherit that million dollars worth of stock.” So, of course, this is where your second sale comes in. You say to mom and dad, “Listen, you have a $100,000 a year now – ten percent of a million that you are now getting an income out of the trust that you didn’t have before. Out of that $100,000, let’s take $20,000 and we will buy a life insurance policy for the kids. That will give the kids a million dollars when you are no longer here so the kids won’t feel bad and you won’t feel bad about cheating them.” So there’s two nice pieces of business here; portfolio to manage and a nice life insurance sale to make sure the kids – and now everybody’s happy. You’re happy, the IRS is happy, the kids are happy, mom and dad are happy. You look great. Let’s go to the next idea. Exchange funds.



Exchange Funds (swap funds) • Investor makes a tax free exchange of stock for shares in a fund • Minimum usually $1 million • Allows investor to diversify a concentrated position • Major distributor is Eaton Vance 617-598-8128 This is not exchange traded funds. Exchange traded funds are ETFs are in the news a lot and this has nothing to do with that. The name sounds the same but it is nothing to do with that. These in the old days used to be called swap funds. In fact, some people still call them that. Probably everybody on this call has met at least one person in your career where they had a concentrated large stock position. In other words, a guy retires from Microsoft and he’s sitting there with three million dollars in Microsoft stock. Let’s say his total net worth is five million. Your initial thought is, “That’s pretty dangerous – what if that stock collapses?” You could see three million become $300,000 real fast. That has happened to a lot of people. Your client could have take his concentrated shares and exchange them for becoming a general partner in basically a mutual fund. Here’s what happens – he puts his Microsoft shares into the fund, there’s another guy putting his Cisco shares, there’s another guy putting his Dupont shares in and what happens is they all throw their shares in and now there is a mutual fund that they each all own a piece of. So it’s a diversified pool of different stocks and that is a tax-free exchange for each of the investors (see http://www.forbes.com/2001/03/20/0320finance.html). They can now diversify their position and be much safer because now they own two percent of 80 different stocks rather than owning just two million dollars worth of IBM. So a very



smart thing to do and gets over the issue of “yes but I’ll have to pay capital gains.” Will they eventually have to pay capital gains? Yes, if they sell the shares of their fund – their exchange fund. In fact, if they continue to hold the shares at exchange fund or only sell parts of it, they are only going to pay capital gains on the parts they sell. If that stays in their estate, they are going to die and get the step up in basis, at least under current estate rules. They will get a step up in basis and all the capital gains will disappear. The beauty of this is that it really helps your client go from a very high risk position to a low risk position. This has to be done through a broker-dealer. Most large mutual fund companies offer this service. The reason you have never seen it is because it’s a pretty high-end service. It’s not your average person that has a million or two million dollars worth of stock but when you come across these people, this is a great solution that most people don’t even know exists. The minimum is usually a million but sometimes it’s less if they need more people to close that particular exchange fund for the month of April. They might say, “Fine, we will take anybody with half a million dollars of stock.” So that minimum is not necessarily going to be a fixed number but just may depend on the times. Again, you can get paid. This is a commissionable item because you are investing money – just like it’s a mutual fund and there are fees in there and there are commissions allowed for registered reps or as a registered investment advisor there is probably also a way to get paid. Keep that in mind. You now have a solution for those people with concentrated stock positions. Let’s go to the next slide. Cash for Stock



Cash for Stock • • • • • • •



Up to 90% loan against stock Non-callable Non-recourse Flexible terms Interest 9%+ Dividends credited Tax advantages



www.emergingmoney.com



Cash for stock – there are a few firms that will now do this with your clients. Again, you come across somebody who’s got stock positions. These don’t have to be so large – usually $100,000 in any one stock is sufficient. So you meet somebody – they’ve got a $100,000 of IBM, $100,000 of American Express, whatever - $100,000 of a few different stocks. They can just do this with one stock too but probably minimum is $100,000 that most of these lenders are going to want to look at. This client wants to diversify but they won’t do it because why? Because capital gains so they don’t want to sell. Well, you have a solution. You introduce them to one of these lenders and the lender says, “All right, looks we will lend you up to 90 percent of the value of that stock.” So your client has a $100,000 of IBM – the lender gives him $90,000 cash and it’s a loan. Your client gets to specify how long they want the loan for, one year, three years, five years, 15 years – they take their choice between one and 15 years. The loan is non-callable and its nonrecourse which means your client can walk away and never repay this loan and there is no recourse. Why is that valuable to your client? Because here’s your client – has $100,000 worth of IBM stock – he wants to sell it or diversify but he can’t because he doesn’t want to pay the capital gains tax. So what he does is he continues to own the IBM stock (which he



pledges as collateral for the loan) but he takes this loan out against it and he’s now got the IBM stock and he’s got $90,000. If IBM stock goes from $100,000 and does terribly in the next two years and falls to $10,000, your client still has $90,000 in his hand and he can walk away and never repay the loan. This is a big, big bonus. It’s a guarantee that if his stock falls more than ten percent from where it is, he won’t feel any further decline because he’s already gotten 90 percent of the money in his pocket. The loan interest rate varies with interest rates in the economy. I think now it’s some where right between eight and ten percent. Blue chip stocks are going to be lower – like eight percent and NASDAQ stocks – more volatile stocks are going to be at the higher end – ten percent. This interest does not get paid every year. It accrues – your client does not have to write a check out for interest. But if he borrows $90,000, it means that if it’s ten percent interest at the end of the first year, he owes $99,000. Does he ever have to pay? No, he can always walk away because the loan is non-recourse. At the end of the second year, it’s $99,000 plus another ten percent. So that loan will keep growing in value. However, if stock appreciates twenty percent a year, your client is a big winner because he’s getting more appreciation than he owes out in the loan and if the stock declines, he comes out a winner because he doesn’t ever have to repay the loan. It really works out and he gets to have his cake and eat it too. He gets to own the stock and have cash. Now, the cash – these lenders will all insist the cash be invested some place very conservatively. In other words, he can’t use the cash to go buy mutual funds or stocks. The cash is going to have to go into something with a guarantee – like an annuity – like a life insurance policy with a guaranteed interest rate. So it’s going to have to go into something very conservative. Something that you can be very well paid on. So notice that this can also be used as a very powerful estate planning tool. If you are after somebody to do estate planning and possibly buy some insurance and they say but I don’t have any cash, you say wait a minute, yes you do. You have the stock portfolio here that we can make liquid without you having to sell anything or pay taxes – use the cash to go out and buy insurance. So it can be very powerful. Let’s just look at how this plays out in the next slide if the stock goes up.



If Stock Goes Up … • Pay back borrowed principal. • Pay back interest net of dividends. • Interest deductible in some cases. • Recover appreciated stock position. • Pay NO capital gains tax. If the stock goes up, your client can pay back the money at the end of loan, pay back the interest and the interest may be deductible in some cases and I won’t go into the rules for deductibility of investment interest. The IRS has it up on their website Publication 17 if you want to know about when it’s deductible, when it’s not. He gets the appreciated stock back and he’s paid no capital gains and during this whole loan period, he’s guaranteed – he’s had money in his hands and he’s taken away his risk and if he wants, he can always buy back the stock by paying off the loan. Next slide, if the stock that he uses to borrow money for against goes to heck, he just keeps his 90 cents on a dollar and he walks away and he doesn’t pay anything.



If Stock Tanks … • Keep the principal and walk away. • Pay back NO interest. • No negative effect on personal credit. • No negative effect on insurance or other programs. • Forgiveness of loan may result in capital gains tax. There will be some taxes to pay because IRS is known to treat him as if he sold the stock for that 90 cents on a dollar (i.e. relief of debt is a taxable event). So there will be some tax in that situation but he will have that 90 cents in his hand and he gets to keep. The last situation – next slide – what happens if he takes a three-year loan – at the end of three years the stock is the same price?



If Stock is Unchanged… • Pay back loan and recover stock • OR • Extend loan and wait for future potential appreciation • Either way, you’ve got 90% in your pocket



He can either pay back the loan – give back the stock – he can go back to the lender and say I want to extend the loan another three years or another five years -–I don’t want to pay anything – I want to continue to own the stock – continue to keep the cash and continue this for a while. It’s flexible – he’s going to be able to do what he wants at the end of the loan period and decide whether he wants to buy the stock back or walk away or extend the loan. The few companies that do this I had at the bottom of the first slide that said, Cash for Stock.” One company that can assist you is at WWW.emergingmoney.com. Another one is at WWW.derivium.com. Those are two definitely that I am aware of and there’s others. In other words, this is something you will see grow. One thing I need to mention – these lenders are not securities firms so as you know, those of you who remember taking a Series 7 test years ago – a securities firm is limited and can only lend 50 percent of the value of a stock. Since these firms are not securities firms, they are not limited to that 50 percent. So there’s no Federal regulation. So that’s why they can loan the 90 percent and they are not subject to the margin rules that the Federal Reserve has. Let’s give you a couple more ideas here. I’ve already given you four ways to avoid capital gains and here’s your bonus. Next slide – Mutual Funds. You meet somebody with mutual funds. You want to take over their portfolio and make some changes and they say, “No, I can’t. I’ve got too many gains in this mutual fund. I’ve held them a lot of years.” Odds are they are wrong. This is why people forget that with mutual funds, the taxes are paid each year. It’s not like a stock. You buy it a $10 then ten years later its $100 and then you’ve got all this gain in there. With mutual funds, you are paying the gain year by year because you get a 1099 Form – remember the IRS rule is a mutual fund company must distribute 95 percent of their income each year. So your client has been paying taxes all along the way. Not at the end of the game. How do you find out? Well, most mutual fund companies – you can actually call them and say, “Look Mrs. Smith here’s the account number. Mrs. Smith will have to be there with you or you can write a letter that she signs. But it’s better – just call from your office – call from your house – wherever. Here’s Mrs. Smith – here’s your account number. Can you tell us – she owns 5,000 shares of ABC fund that’s now



worth $100,000. What is the basis in this? And the fund may come back and say the basis is $92,000. So he or she may be thinking she’s got this huge gain. In fact, she’s got an $8,000 gain because she’s reinvested those dividends over the years and when you buy more shares, that keeps increasing your basis. The reason she thinks she’s got a big gain is 15 years ago she put $40,000 in the fund and now it’s worth $100,000. But that’s not the gain – the difference between $40,000 and $100,000. The gain is the difference between the current value and the basis. In this case the basis is $40,000 she put in plus all the money she reinvested over the years – let’s say that was $52,000. So her total investment according to IRS is $92,000. So she got a very tiny gain. So just be cautious when people tell you about mutual funds and they’ve got too big of a gain. Odds are in 80 percent of the situation, that’s not the case and you can either get the right number from the mutual fund company or some mutual funds companies don’t have the greatest recordkeeping system. Your client would need to find their statements from each December. The year-end statement always shows how much money they reinvested. So if they have all their December statements, you can simply add up the reinvestments plus their original investment and see that their gain may be small to none or even negative right now. Because they may have unknowingly unrealized that they have actually put more into that fund over time than it’s worth right now. So keep that in mind. Sometimes gains that the client thinks they have, they really don’t. Last slide – let’s talk about stocks. Another situation – client comes to you – can’t sell stocks. One other thing to be conscious of – if your client has in fact - purchased the shares over time – they purchased some shares 20 years ago and then it was doing well and they purchased some more ten years ago. So they’ve purchased in layers. You and they – the taxpayer gets to choose which layer gets sold. So in fact, if the last layer they bought was two years and the price was higher, and they want to sell part of the ----------, they can sell that layer. They get to pick which price layer they are selling. Which means that they may have a loss on the most recent layer. They sell that – they have no gain. Maybe they’ve got a loss. That way maybe they can sell some of the next layer that has a gain and some layers have a loss so it offsets and they have zero tax to pay. Just keep in mind and always ask your clients, your prospects – did you purchase all the



shares at one time or at different, different prices? Also, same notion, some people have been involved in dividend reinvestment plans. They originally put $10,000 into the stock but every quarter when the dividends were paid, they had the company reinvest and buy them additional shares. So they’ve been buying shares at different prices through the years and the stock transfer agent will have records of that and can actually send that out and show all the different purchases of stock and you may find out some of this stock was purchased 20 and 30 percent higher prices than it is today and those shares can be sold off at a loss or no gain and not have a taxable gain situation like your client thinks they have.
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