Elaine Chan

When questions like these arise
that directly affect your family or
closely-held business, you need to
consider them ¢wice: the first time,
ask what would be the best for your
business; the second time, ask what
would be the best for your family.
Hopefully, the second decision will
complement the first; sometimes, a
reconciliation between the two is
necessary. When you think about the
future of your winery, first decide
whether continuing the business is a
good idea; if it is, then decide whe-
ther continued family ownership of
the winery is a good idea.

If you like the idea of having your
family continue to operate the winery,
then you need a plan that will keep
the ownership of your winery in the
family. That plan, typically called a
business continuation plan, includes
deciding who should be the successor
1o your business. You probably need
a successor for your entire business.
Do you need successors for specific
divisions or lines of business? Have
you considered successors for yous
other key people?

As you can see, a major part of
business continuation planning is
managerment succession. Management
succession sounds simple: just select
the person who will take over. But that
really is the final step of a very im-
poftant process.

Management succession probably
best starts with the selection of a
number of candidates. Why a number
of candidates? Because unless you are
ready to name your successor and to
let him or her actually start running
and managing your company now, yon
need o have several potential succes-
sors to ensure that the best person is
selected when it comes time to make
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Denndis, Jack, Dolores, and Bruce Cakebread of Cakebread Cellars,
a family-owned and family-run winery.

the acrual selection. You need to plan
for contingencies and unforeseeable
future events that may affeci your
winery or the lives of the candidaces.
How do you select this group of
individuals? You probably already have
some potential candidates in mind.
What do they have in common? They
seem to have the same values, goals,
and vision for the company that you
have; they are motivated and com-
mitted; and they are intelligent and
appear t0 have good management and
decision-making abilities. In short,
they all seem to have qualities that
are important to you. Remember thart
during this process, we are dealing
with a group of candidates. Until the
fin2l decision is made, you should feel
free to make changes to the group 5o
that the pool of candidates always

consists of the best individuals.

Assuming that each of the candi-
dates is interested in and is willing to
become the new manager, then you
must start {0 }ook at each one objec-
tively. Will they be ready to manage
the winery when the time comes? Will
they be ready for a job in the future
that cannot be specifically defined at
the present time? Do they have the
characteristics that will successfully
lead the company forward? To answer
these questions and to consider each
candidate objectively, each candidate
should be subject to regular reviews:
both internal reviews as well as evalu-
atlons by an outside review board.
Internal reviews tend to focus on past
performance and monitor progress
based on predetermined company
guidelines. Outside review boards
can provide objectiviry as well 25
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Karen Kryla

Businesses
are operated
through many
- different own-
ership forms
such as pro-
prietorships,
partnerships,

S corporations and C corporations.
How do you choose the one that’s right
for your winery or vineyard?

Each form of ownership has unique
advantages and disadvantages — both
business-related and tax-related. It is
important to review the appropriate-
ness of the entity that you are using
as your business moves through dif-
ferent stages of development. What
worked in the beginning may not be
the best for you now.

Many wineries and vineyards siraply
begin as parterships or proprietorships.
These forms of ownership are easy to
set up and maintain — no corporate
minutes, meetings or resolutions are
needed. They are also generally easy
to get into and out of without trigger-
ing adverse tax consequences.

So. . .why use a corporation?
Corporations are often formed to
help limit the personal liability of the
owrmers. Generally, businesses operat-
ing as proprietorships or partnerships
expose both the business and personal
assets of the owners to claims of busi-

ness creditors. In most cases, the
sharcholder of the corporation does
not expose his personal assets to the
claims of the business creditors.
Although insurance can be obtained
for most risks, some individuals feel
more comfortable keeping their per-
sonal assets legally separate from their
business by using a corporation..

Corporations can also be used to
separate your business operations from
your realty ownership. With a separa-
tion of the activities within your
business, you open up opportunities
for tax planning based on transactions
between these businesses (for example,
setting grape prices and rental pay-
ments). This separation may also help
you in the division of your assets
among your heirs, succession plan-
ning and in managing your overall
estate plan.

With a C corporation, tax dollars
can also be saved by taking advantage

of fringe benefits available to you

as an employee of your corporation
which are not available to you as an
individual, partner or S corporation
shareholder. One of the most attrac-
tive of these fringes is the ability,
given the right circumstances, to
deduct your housing and meal costs.
Other fringe benefirs available include
the complete exclusion from income
for amounts paid for medical and
group term life insurance.

When you form a C corporation,
you create a separate taxpayer. This
new taxpayer pays its own taxes and
has its own tax rate structure. You can
save up to 8 11,000 in taxes each year
if you are able to shift $75,000 in tax-
able income out of the rop tax bracket
in your individual return into the cor-
poration’s tax brackets. This tax rate
advantage phases out between $75,000
and $210,000. However, with tax
planning and the determination of
the amount the corporation will pay
you for grapes, rents, royalties, license
fees, commissions and salaries, you
can somewhat manage the amount of
income that is taxed to the corpora-
tion vessus the amount of income that
is taxed to you as an individual. This
will help you to maximize the tax
savings by taking best advantage of
the tax rate differential.

Also, with a C corporation you may

choose a tax reporting year that will
more closely mirror the way you look
at your business — perhaps from release
to release or from harvest to harvest.
Proprietorships, partnesships and §
corporations are restricted in the fe-
porting year that they can use. Gener-
ally, these entities are required to vse
a calendar year. With special additional
reposting and tax payment agreements,
some may be eligible to use a Septem-
ber, October or November year end.
A C corporation may choose any re-
porting year they wish to have.

Sound interesting? Well, don’t leap
at the idea of changing your organiza-
tional struciure without examining
the specifics of your situation and
comparing all of the various advan-
tages and disadvantages.

Quite possibly the best answer for
your winery or vineyard is not 2 single
entity but a2 combination of entities
that work together to avail you of the
advantages while avoiding or mini-
mizing the disadvantages that specific
entities bring.

Here is a checklist for you to use in
your initial review of your ownership
structure. Use this as a starting point
to see if a change might be warranted,
then head out from there to look at
all of the angles. . . the advantages,
the disadvantages, where vou are now
and whege you are going.

Protect personal assets from business claims X X

Current tax losses

Flexibitity to give some owners preferential tax X

treatment, distributions, or return

Taxable incorne prirnarily reinvested in business X

Taxable income in amounts substantially larger than X X

needed for growth

Taxable income can be kept below $100,000 by X

payment of salasles, rents, royalties, grape payments

and residence expenses

Owner’s homse on or adjacent to winery/vineyard, and X

has business purpose

Owners participats In Company fringe benefite X

Wines released in a cycle other than periods ending in X

September through Dacember

Plan to eventually ssll winery /vineyard




Debra S. Sasser

The wine
business is a
compiex, verti-
cally-integrated
business. Some
of the many
activities that

are often inte-
grated into that one business include:

v
[\

1. The agriculture business of
growing the grapes,

2. The manufacturing business of
producing the wine, and

3. The business of marketing the
wine in a highly regulated and
complex distribution system.

How do you measure success and
reconcile the needs of these very dif-
ferent activities if they are all in one
entity? How can you determine what
should be changed if the result is not
satisfactory? Perhaps the answer is to
scparate your activities into separate
entities.

Separating your activities into sep-
arate entities gives you the flexibility
to analyze these activitjes individually.
Profitability and cash flow can be
determined and management decisions
can be influenced with this infor-
mation.

The activities may operate on dif-
ferent business years, the vineyard
from harvest to harvest and the winery
from release to release. These years
may not coincide. With different en-
tities, you can use different year-ends.

Having separate entities will also
allow you to choose 2 different rype
of entity for each activity. The types
of entity generally include proprietor-
ships, partnerships, S corporations and
C corporations. There are advantages
and disadvanrages to each type. The
choice will depend on the activity
and where your business is in the
development process.

Separating your activities can offer
you numerous opportunities for tax
planning. The best opportunity would
be to avoid taxes, but there are only
limited ways to avoid taxes. With cer-
tain planning techniques, you may be
able to minimize or defer your taxes.

Another major business feason to
separate your activities into different
entities i5 succession planning. Having
different entities allows you the flexi-
bility of gifting or bequeathing the
appropriate assets 10 the appropriate
people. Management control can also
be more easily divided among the
appropriate people when the activi-
ties are separated.

As an example, let’s say that you
personally own the vineyard and
winery real estate. You can lease the
rea] estate to a farming company and
2 wine producing company. The
farming company can sell grapes on a
contract basis to the wine producing
company. And a marketing company
can sell on a commission basis the wine
that the wine company produces.

By separating these activities, a
cash basis partnership might be estab-
lished for the farming company. Net
losses would flow out to the partners,
and income could be delayed until
received by using deferred grape con-
tracts. On the other hand, an accrual
basis corporation could be set up for
the winemaking activity to limit the
personal liability of the owners.

Further, individual family members
may be interested in different areas of
the business, some in farming, others
in winemaking or marketing. With
separate entities, each family member
could more easily focus on, and help
lead the business in, their area of
interest.

With the benefits of separating
entities, however, come requirements,
some of which are:

1. The separate entities must be
run separately,

2. Contracts and debt instruments
must be documented and ad-
hered to, and

3. Separate books and records
must be maintained.

To be effective, the plan must be well
thought ouc. If it is, there can be
many rewards!

If understanding your various
activities, having planning flexibiliry
for future ownership and manage-
ment, and taking advantage of t2x
opportunities appeal to you, then
you should take advantage of separat-
ing your many activities into differ-
ent entities. 4

Brad Harland

Wouldn't it
be nice if you
could transfer
the future
appreciation
in your winery
_.nd/or vine-

_ —ard to your
heirs without subjecting it to the
55% estate tax? If it would, then you
may want to use an estate freeze. An
estate freeze is an estate planning tech-
nique where the value of your family
business is frozen at its current value,
and any future appreciation is auto-
matically transferred to your heirs,
tax-free.

While an estate freeze can be struc-
tured in many ways, the basic theory
is quite simple. The family business is
split into two forms of ownership, a
preferred interest and a common in-
terest. The preferred interest is retained
by the older generation and pays the
holder a fixed annual amount. The
common interest, the value of which
appreciates as the business grows and
prospers, is transferred to the younger
generation by gift, sale or 2 combina-
tion of the two.

Let's look at how an estate freeze
could work for 2 couple who owns 2
family-run winery. The winery has
been profitable for the last few years,
has completed its major investments
in assets and inventory, and has enough
cash flow to service its debrt and to
continue investing in the business or
begin distributing caslh to the owners.
It is estimated that the winery is worth
about $5,000,000 in today’s economy,
after all of the creditors have been paid
off. The owners are concerned that
the value of the winery could really
rake off once the economy turns
around and their children would
have a hard time paying the estate tax
on the value of the winery, without
selling the winery. The owners would
like to do some estate planning, but
are concerned about giving up control
over the business they founded and
retaining the income generated by the
winery for their retirement.

With an estate freeze, the owners
can mzintain control of the winery by
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input regarding the qualifications of
managers and manager-candidates in
other businesses and other companies.
Because of their independence, this
outside board is in a good position to
review not only the candidates, but
also any key person or family member
in the company.

What if the reviews indicate that
the candidates need additional prepa-
ration in order to become ready and
able? Do they need to acquire techni-
cal information? Or do they need to
improve or acquire certain skills? If
technical information is required, the
solution may be formal education,
industry seminars or simply informal
reading and discussions to keep abreast
of changes and new developments.

To improve of acquire certain
skills, the best preparation is usually
experience. Many times experience
outside of the family business is ap-
propriate and important. The candi-
dates have an opportunity o gain
insight into various operational and
management techniques and strate-
gies. They gain confidence in them-
selves; credibility in the business
community; 2nd competence in spe-
cific technical areas. They learn the
importance of discipline, and they
leasn efficient managerial and admin-
iscrative skills.

While outside experience is impor-
tant, internal experience is always
necessary. Every winery is different
in philosophy and in its method of
operation. By working in the family
business, the candidates become
familiar with the various functions
and special characteristics of your
business. They gain specific skills that
they need and can readily apply them
{0 your winery.

While you are preparing this group
of candidates, keep in mind that prob-
ably only one of them will succeed
you. What will happen to the rest of
the group when you announce your
final decision? Unless you are plan-
ning on co-managers (can they peace-
fully co-exist?), they need to under-
stand that only one person will
succeed you. But no one should be
considered the winner or else 1 loser.
While you are preparing these indi-
viduals, they should also be preparing
themselves for other roles and leader-

ship positions. They need to decide
whether they would be willing to
continue in the family business and
in what capacity. A flexible business
and organizational structure is bene-
ficial in the vertically-integrated wine
business. There can be many advan-
tages to using separace ‘‘autonomous’
companies or businesses within the
business. Different family members
can be given psimary responsibility
for different activities and their related
entities, while maintaining unity with
one manager for all of the operations.

Once you have a group of well-
prepared and motivated candidates,
how do you make the actual selection?
How do you know exactly when the
transition and the turning over of the
reins should occur? What else do you
need to consider? These are the some
of the questions we will discuss in
our next issue. ¢
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assigning greater voting rights to the
preferred interest, which they would
retain. Further, because the company
must pay a fixed annual amount to
the holders of the preferred interest,
a certain leve! of cash flow can be
maintained. Of course in determining
the amount of the prefersed payment
the owners must balance the antici-
pated cash needs of the winery with
their own cash needs during
reticement.

If the common interest is trans-
ferred to the chitdren by gift, a gift
fax may be imposed on the value of
the common interest. Generally, the
value of the common interest is detes-
mined by taking the value of the winery
as a whote and subtracting the value of
the preferred interest; the greater the
preferred payments, the greater the
value of the preferred interest and the
lower the value of the common inter-
est. Continuing our example, let’s
assume that the value of the prefesred
incerest is $4,000,000, requiring annual
8 percent payments of $320,000. The
value of the common interest would be
$1,000,000 (= 85,000,000-84,000,000).
Since a married couple is allowed to
gift up to $1,200,000 ($600,000 each)
during their lifetime, they could gift
the common interest in the winery to

their children without paying any gift

tax. Once the transfer of the common
interest is made, the value of the win-
ery is frozen, and any appreciation in
the winery will affect only the value
of the common interest.

The rules regulating the use of
estate freezes are complex and have
changed dramatically over the last few
years. Due to perceived abuses during
the go-go eighties, the IRS virtually
eliminated their use a few years ago.
Bur the IRS was forced to retreat and
reinstate their use in 1990 when the
uproar from taxpayers and estate plan-
ners became too loud. Of course when
the use of estate freezes was reinscated,
more restrictions were added. While
we may all long for the good olq days,
the current estate freeze rules still
allow a good opportunity for real
tax savings. ¢
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