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s their children begin dating seriously, par-

ents ask us about pre-marital agreements, In ThlS ISSUGZ

or pre-nups (for pre-nuptials) as they com-

monly are called. Although an excellent tool, What's Yours is Yours, and
it's not an automatic “yes” that every child approaching What's Mine is ... Yours?
marriage must have one. There are many factors, finan- The Downside of UTMA
cial and emotional, to consider. Accounts

Cash as an Asset Class
Story continued inside.
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A pre-nup can determine who is entitled to what
property if the marriage ends either by divorce
or death. But, state property and divorce law
also are relevant in determining property rights,
so it’s important to understand some basic rules.

From a marital property rights standpoint, there
are two primary types of laws in the U.S. -
common law and community property law.
Community property states and territories are
Arizona, California, Idaho, Nevada, New
Mexico, Puerto Rico, Texas, Washington and
Wisconsin. (Regardless of where you live, it
also can be possible to elect into community
property treatment in Alaska.)
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So, what is community property? Essentially,
it’s a state-law policy position premised on the
notion that “we built this together during our
marriage,” so we split things 50:50. Income
earned and assets acquired or created during
marriage are considered owned one-half by each
spouse. The exception is a spouse’s “separate”
property, which stays with the spouse who

owns it. Separate property includes assets:

* owned before the marriage;

e received during the marriage by inheritance
or gift, including such property held in a
trust; and

* bought with separate property funds or the
proceeds from the sale of separate property.

The rest of the states follow common law
principles, which essentially affirm that a
spouse owns as separate property what he or
she earns, creates, brings into the marriage,
and receives by gift or inheritance.

What Happens when a Marriage Ends?

When a marriage ends by divorce or death
in a community property state, half of the

community property goes to each spouse.
Separate property stays with the spouse
who owns it.

Common law states start with the notion
that each spouse is entitled to his or her
separate property. However, in divorce,
each spouse has a right to claim an
“equitable portion” of the assets acquired
during the marriage. Equitable means
“fair,” and that is determined by a variety
of factors that may or may not result in a
50:50 split. If the marriage ends in death,
the surviving spouse can chose to take
under the will or an “elective share”
(typically one-third to one-half) of the
deceased spouse’s property.




So, About that Pre-Nup...

After reading about 50/50 splits or
“equitableness determined by a variety
of factors,” you might think that you
should run, not walk, to your family
counsel for a pre-marital agreement.
Perhaps so, but slow down. There are
alternatives that may be acceptable.

Other Options?

Good structural planning may protect
many of your child’s assets. For exam-
ple, wealth that you (or other family
members) have transferred in trust for
the benefit of your child typically is
protected in the event of divorce as
long as it remains in the trust.

If a child owns family business

stock or a limited interest in a family
partnership before marriage, that asset
is separate property, potentially
protecting from divorce both the assets
within the entity and the income
accumulated within it.

Commingling separate property with
community property can “taint” the
separate property, turning it into com-
munity property. Therefore, careful
bookkeeping, monitoring of cash
flows, and proper titling of assets can
be critical. For example, in some
community property states, income
from separate property is community.
Periodically “sweeping” the income
out of the separate property account
can help to maintain the separate
character of the account.

The Conversation

Still, it makes sense to consider a
pre-nup. Some families have a long
history of open discussion and there is
an accepted philosophy, “This is how
we do it in our family when we get
married.” If so, the conversation can be
similar to discussing how the holidays
work at your house. In any event, the
matter can be presented dispassionately
and, hopefully, is not taken by the
future in-law as a personal affront.

If, however, this is the first time the
issue has been raised, it can be trickier.
Either or both of the happy couple
might perceive that you are questioning
the future in-law’s fitness to become
part of the family. The conversation
gets harder as the wedding date
approaches.

Talking about money and finances is
not always easy. Pre-marital agreements
can make this even more challenging.
When two people are just about to
embark on the most hopeful of
endeavors, this discussion raises the
possibility that the marriage will end.

Make the discussion about finances in
general. Your child can demonstrate
respect for the future spouse by fully
disclosing all assets (which is required

for the legal enforceability of the
pre-nup) and discussing and agreeing
to future financial plans and budget
concepts. The marital agreement can be
a small part of a much larger discussion
of the couple’s financial future.

Both parties will need their own
counsel. Some marital lawyers are
practical, while others can be obstruc-
tionist, so the couple can discuss their
objectives first and, hopefully, agree to
find attorneys who will look out for
their respective client’s interests while
working constructively to accomplish
the couple’s objectives.

The Family and the Business

If your child is or may become a
co-owner of a family business or other
treasured assets, the conversation also
should address the potential impact of
divorce or death on the other family
members. Your child selects the per-
son to be his or her spouse. Hopefully,
the family welcomes the newlywed
into the family. But your child should
recognize that it is unfair to the family
to impose the spouse (and, potentially,
the spouse’s family) into the business
or co-ownership relationship. The
future in-law typically will understand
this if explained with love and
compassion.

Understanding the benefits of pre-marital
agreements and alternatives can help you
and your child decide what is most
appropriate. It is never too soon to start
the discussions, with the best time
being long before your child
develops a serious relationship.
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or an investor focused on
long-term growth, a high
l-. cash balance might be

) the last thing you want

to see, especially when

money market yields hover around
0.15% (thank you, Federal Reserve
Board Chairs Bernanke and Yellen). In
a world of persistent monetary easing
and subsequent healthy returns in
U.S. equity markets, seeing the drag
on returns from a higher cash balance
can be quite frustrating, particularly for
a risk seeking investor — one who is
more concerned with gains than
potential losses.

Given these uncertain times, with immi-
nent U.S. elections; unknowns in China
and potential effects on other emerging
economies; instability of the European
Union; and all-time highs in U.S. equity
markets despite static growth in our
gross domestic product, one must
address this all-important question:
how much cash should | really be
holding? Is cash really king?

The Downsides of Cash

First, let's get the bad news out of the
way. There are risks to holding a high
percentage of cash in your portfolio:

> Lack of capital appreciation —
Short-term money market funds
offer virtually no appreciation
potential.

> Income risk - As interest rates fall,
the opportunity to generate yield
from cash held in a money market
fund falls as well. We've all experi-
enced this over the last eight years.

> Inflation risk — Short-term interest
rates typically do not offset the
impact of inflation on the value
of cash.
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Despite the multiple downside risks,
there are times when holding a large
cash component outweighs the risks.

Potential Need for Liquidity

At the most basic level, a material cash
position provides quickly accessible
liquidity for an emergency or sudden
large cash need. The proper amount
of liquidity to maintain for this purpose
depends on a multitude of variables,
including the type of entity holding

the investments (generation skipping
exempt trust, personal account,
foundation, etc.), other cash sources
(e.g., employment), insurance coverage
(life, liability, fire, etc.), and personal
spending habits.

Cash serves as a buffer to downside
market as well as a stabilizer for a port-
folio, particularly in a market correction
environment. For a family or individual
looking to preserve capital to pass on
to future generations, or for the funding
of a charitable foundation, downside
protection can be critical to the overall
success of a portfolio. Furthermore,
when faced with an environment of little
perceived upside in bond and equity
markets, cash could be the deciding
factor between a good and bad year

of overall portfolio performance.

Dry Powder

“Keeping some powder dry,” meaning
holding some cash in reserve, allows
an investor to take advantage of tactical
opportunities. Market corrections give
investors an opportunity to purchase
stocks or other assets at heavily dis-
counted prices. Having cash available
allows you to take advantage of these
opportunities and to do so without
having to sell other assets potentially
triggering gains and resulting in tax
liabilities.

AS AN ASSET CLASS

From a shorter-term standpoint, if you
aren’t able to find an investment oppor-
tunity that you believe offers a healthy
amount of upside, but does present
significant downside risk, does it make
sense to buy it just so that you don’t
have too much cash? We don’t think
so. This notion is rather simplistic, but
many investors don’t believe it. Some
argue that you must be 100% invested
at all times in order to take advantage
of any potential appreciation in the
markets. | call this the “Fear of Missing
Out” bias. But, returns have been hard-
er to come by at today’s rich valuation
levels. This yield-chasing strategy
could be detrimental to the long-term
performance when there is a market
correction and when the investor
doesn’t have cash to take advantage
of the resulting opportunities.

Balancing Act

Even in an upward market environment,
it can make sense to maintain a certain
level of cash to offset the addition of
riskier assets like emerging market
equities or private equity. This balance
of risk in a sort of barbell approach
might allow an investor to take on riskier
assets or investment strategies at one
end while holding higher cash levels at
the other end as a risk offset.

Cash can seem quite boring and worth-
less from an asset allocation perspec-
tive, particularly when it seems to be
dragging down returns in an upward
trending market. But the risks of holding
higher amounts of cash can be more
than offset when used appropriately in
both a long-term and tactical short-term
manner to reduce portfolio risk and take
advantage of market opportunities.

M. TAYLOR SCOTT, CFA
Vice President and Senior Client
Investment Advisor




The Downside of
UTMA Accounts

In most states, minors cannot legally own investment accounts or
other assets outright. So, if your minor child is to own assets, it
must be through a trust. Many people use a form of trust called a
"custodial account” created under their state’'s Uniform Transfer to
Minor's Act (UTMA). These accounts are simple and cheap to create
(no attorney needed). Unfortunately, in our experience, they can be
a disaster in the making.

First, why transfer wealth to
your minor children?

The UTMA Disasters

Estate Tax Savings

A Better (albeit “Crummey”)
Alternative

ANNE-LISE WIEGAND, CPA
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For additional information about the topics
presented in this newsletter, or to be placed
on our mailing list for future editions, please
contact Anthony DeToto at adetoto@
sentineltrust.com or call 713.559.9578.

You can find electronic copies of our past
quarterly newsletters at www.sentineltrust.
com/publications/on-watch/.
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Sentinel Trust Company provides custom integrated
planning, investment, fiduciary and administrative
solutions to affluent families and their closely held

businesses and entities.
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institutional firm, the entrepreneurial spirit of a young firm, the
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