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I. ORIENTATION OF AN EFFECTIVE SUCCESSION AND ESTATE PLAN
A. Sense of Fulfillment……goals and objectives for his/her family and business.


Will … business be kept in family?     


Two-thirds fail in the transition of management to children.   


No interested or qualified descendent (Family Member) and/or key non-family employee to take over.
B. Economics -
“Players”?
1. Owner and Family/Non-Family employees
2. Tax System
3. Charity

C. Sense of Security … not reduce owner’s perception of security, financial or otherwise.

II. DEVELOPMENT OF A FAMILY BUSINESS OBJECTIVES STATEMENT 
(AKA FAMILY BUSINESS MISSION STATEMENT)   
[A LEGALLY ENFORCEABLE DOCUMENT]

A. Long-term, mid-term, short-term goals for the family business

1. Continue ownership and control by Family Members OR sell?
2. Expand or maintain current size?

B. Stock Ownership 

1. Limited to Family Members OR non-Family Members allowed to own stock?
2. If limited to Family Members who is a Family Member?
3. If not limited to Family Members who could own stock?
4. Would persons be required to work in Business to own stock? If so, at what level?
5. Can Family Member transfer stock to member of his family without the consent of the other shareholders or the Business?
6. Should there be a mandatory purchase of Family Member stock by Business or other shareholders on death, disability or termination of employment?
C. Employment of Family Members in Business
Family Members guaranteed job in Business?


If job guaranteed, will Family Member be in management or is job based upon skill level?

D. Compensation of Family Members in Business
Will all Family Members receive the same compensation or will compensation levels vary based upon position and responsibilities, experience, performance, length of service, etc.

E. Other Business Activities

Will a Family Member be restricted from pursuing other business activities outside the Business while employee of Business? 

1. If allowed to pursue other business activities, compensation adjustment?
2. If allowed to pursue other business activities, can they compete (i.e. Non-Competition provisions)?
F. Management Succession Plan

1. Can other than Family Member be the Chief Executive Officer of Business?
III. KEY NON-FAMILY EMPLOYEE BENEFIT ALTERNATIVES 
Phantom Stock/Stock Equivalency/Stock Appreciation Plan 

Non-qualified deferred compensation contract…services to business rewarded with business promise to pay equivalent of pre-determined equity like interest in the business, including future profit distributions.  
Voting Stock/Non-Voting Stock 

Provides equity interest in business … unattractive to family business for that reason.   Unattractive to employee because the value of stock income taxable to employee upon receipt.  

Phantom Stock/Stock Equivalency /Stock Appreciation Plan
Business - Advantages

1. Key employee – no ownership interest in business.
2. Rights paid for income tax deductible.
3. Key employee leaving business not affect business stock ownership.
4. Key employee has financial interest in future growth of business – “Golden Handcuff”.
5. Simple… only contractual agreement and directors’ resolution, without regulatory restriction for discrimination as to its selectiveness.
Key Employee – Advantages

1. No discounting value of plan benefits.
2. No income tax consequences until the rights are paid.
3. No cash outlay, tax or otherwise, by key employee to gain rights. 

Key Employee – Disadvantages
1. When paid, plan benefits are income taxable at ordinary income rates.    Capital gain rate is lower –more income tax paid by key employee than if owned stock.

IV. DEVELOPMENT OF FAMILY WEALTH OBJECTIVES STATEMENT 
(AKA FAMILY WEALTH MISSION STATEMENT)
[LETTER FROM TRANSFERRING GENERATION, WITH OR WITHOUT SUCCESSOR GENERATION INVOLVMENT]

A. What Is A Family Wealth Mission Statement?  

Representation of Family philosophy… wealth, each Family Member’s involvement, and training and development each generation.  Wealth constitution of Family …create the environment for decision making review.

B. Questions To Be Answered To Develop Family Wealth Mission Statement
1. Philosophy and Ultimate Objectives of Family Wealth – Andrew Carnegie – “surplus wealth is a sacred trust which its possessor is bound to administer for the good of the community.”

2. Family Participation in Management of Family Wealth – current and future generation participation in Family Wealth management.
3. Family Asset Allocation and Diversification – low risk …high risk.
4. Methodology For Maintenance of Family Wealth through Succeeding Generations-  Structure Family Wealth to allow maintenance through succeeding generations most tax advantageously…. protect assets from creditors, marital discord events, investment mismanagement and inappropriate asset consumption.
5. Voluntary Philanthropy (Charities) Participation in Family Wealth - that passed to charity is removed from Family consumption (except reasonable compensation)…. many Family objectives can be accomplished through Family asset transfer to charity.  
V. Tools of the Succession and Estate Planning Process

A. The Will
B. The Trust  (Transfer Tax Deferral/Exclusion Tool)
1. By Pass Trust (Transfer Tax Exclusion Tool)
2. Marital Trust (Transfer Tax Deferred Tool)
3. Generation Skipping Trust (Transfer Tax Exclusion Tool)

C. Charitable Gift Opportunities – (Transfer Tax Exclusion Tool)
1. Gifts of Split-Interest
2. Charitable Gift Annuities
3. Gift of Remainder Interest in Personal Residence or Family Farm
4. Charitable Lead Trusts   
5. Charitable Remainder Trusts  
D. Charitable Gift Structures  - (Transfer Tax Exclusion Tool ) 
1. Public Charity Outright Gift to Public Charity – with or without restrictions
2. Public Charity Advise and Consult Fund
3. Private Non-Operating Foundation
4. Private Operating Foundation
E. The Annual  Exclusion Gift – (Transfer Tax Exclusion Tool)
F. The Unified Credit/Lifetime Exemption Gift (Transfer Tax Exclusion Tool)
G. The Installment Payment of Federal Estate Taxes – (Transfer Tax Deferral Tool) Tax on value of business allowed to be paid in installments if more that 35% of decedent’s AGE is business.  First installment paid not more than 5 years after the due date for paying federal estate tax (not including extension).  Interest 45% of rate for under payment of tax.  Deferred tax paid in equal annual installments over 10 years (total deferral period is 15 years.)
H. The Buy and Sell Agreement – contact among a corporation and/or its owners places transfer restrictions on stock.

1. Primary purposes – 
a. Limit ownership to an agreed group.
b. Establish predetermined circumstances/ procedures for stock transfer.
2. Two Primary Types – Entity Redemption /Individual Cross Purchase.
3. Apply to life or death transfer.

The Family Business Valuation
VI. CHOOSING A BUSINESS ENTITY IN TODAY’S BUSINESS WORLD
Introduction - Not long ago choosing business entity easy….want limited liability - incorporated.  If limited liability not important - sole proprietorship or general partnership.  Today, choice of business entity complex:  sole proprietorship, general partnership, limited partnership, C or S corporation, or limited liability company.  
Types of Business Entities

A. Sole Proprietorship
1. Overall – business operated by single individual
2. Practical Operation Issues – Business owner individually liable proprietorship debts and obligations.  Simplest but most liability risk
3. Tax issues – income classified as self-employment income
B. General Partnership       
1. Overall – collection of individuals/entities operating together.
2. Practical Operational Issues – Each general partner jointly/severally liable for general partnership debts/obligations.
3. Tax Issues – Income flows to partner, subject to self-employment tax if partnership’s income from operations would have been self employment income.      
C. Limited Partnership
1. Overall. – Use in family planning to transfer wealth at discounted rate…has tax flexibility.  General partner should be corporation, limited liability company or another limited partnership because general partner is liable for limited partnership debts/obligations. Limited partners have no liability for operations unless they participate in the management of partnership business.
2. Tax Issues.  Income/ losses flow through to partners based upon their profit/loss sharing percentages …not normally subject to self-employment tax like in general partnership or in a limited liability company.

D. Limited Liability Company

1. Overall.  Combines features of corporation/partnership.  Owners (members) have liability protection from operations.  For federal income tax purposes, treated as a partnership, unless elect to be taxed as a corporation.  Members run operations unless delegate to managers.
2. Practical Operational Issues.  Articles of Organization for corporate Articles of Incorporation…Regulations or Operating Agreement for corporate Bylaws - hybrid of Bylaws/Partnership Agreement….annual meetings not required.....Creditor can only recover an assignee interest in LLC.
3. Tax Issues – Single member LLC - no federal income tax return required.  Two or more owners… partnership unless the owners elect association (corporation) treatment.  IRS proposed regulations flow through income of LLC subject to self-employment tax for the members/managers involved in the operations, even though beyond normal amount that would be paid for compensation.
E. S Corporation
1. Overall- Shareholders elect taxation so that all income/deductions to flow to shareholders based upon stock ownership.  Can only be one class of stock but do allow differences in voting rights.
2. Practical Operational Issues – Regular corporation for state law purposes.  If S corporation previously C corporation, could be tax issues related to built-in gains or passive investment income tax issues.  Changes of ownership to nonqualified S corporation shareholders can terminate S corporation status.  Shareholders have ability under state law to enter shareholder agreements regarding operation control, succession planning and buy-sell arrangements.
3. Tax Issues - Unlike LLC, income flows to shareholder, not subject to self-employment tax under IRS proposed regulations.  If S corporation distributes assets to the shareholders, it will recognize income at the S corporation level that flows through to the shareholders.
F. C Corporation 


Overall - C corporation is regular corporation created under state law like the S corporation…..income/losses dealt with at the corporate level. Distributions (dividends or liquidating distributions) to the shareholder, other than compensation, taxable at the corporate and shareholder levels.  C corporations are disadvantageous on a sale of corporation’s business as most buyers want to buy assets not stock.  An asset sale causes double taxation to the shareholders if they want to receive the proceeds of the sale, i.e. a corporate tax at the C corporation level and an individual tax shareholder level.
VII. TAX FREE DIVISION: FAMILY BUSINESS SUCCESSION PLANNING FOR THE DYSFUNCTIONAL FAMILY
A. Introduction

1. Intra-Generational Conflicts
2. The Role of Entity Form - crucial in divisive succession planning…more entity form “tax-friendly” Partnership/ LLC; Corporation less “tax friendly”.  Corporate assets distributed to shareholder treated as sale at Corporate level. Partnership/LLC not recognize gain on asset distribution to partner.  Section 355 of Code allows tax-free division of businesses within a corporate form.
3. Tax-Free Corporate Division


Tax free corporate divisions three basic forms:

a. A “Spin-Off”… existing corporation (“Distributing Corporation”) distributes its subsidiary stock (“Controlled Corporation”) to all of its shareholders without any surrender of stock by them.
b. A “Split-Off”…. Distributing Corporation distributes the stock of Controlled Corporation to some/all of shareholders for some/all of their stock in Distributing Corporation.  
c. A “Split-Up”…. stock in two or more Controlled Corporations is distributed by the Distributing Corporation to its shareholders completely liquidating the Distributing Corporation.

B. Tax-Free Partnership/LLC Division

Partnership/LLC division - one resulting partnership considered continuation of prior partnership and other partnership(s) considered new.   

1. “Assets-Over” division, original partnership (“Prior Partnership”) deemed to contribute certain assets/liabilities to recipient partnership (“Recipient Partnership”) in exchange for Recipient Partnership interest, followed by distribution Recipient Partnership interest to some/all the Prior Partnership partners in partial/complete redemption their partnership interests.
2. “Assets-Up” division, Prior Partnership deemed distribute certain assets/liabilities to some/all its partners in partial/complete liquidation partners’ interest in Prior Partnership, followed by contribution by such partners of distributed assets/liabilities to Recipient Partnership in exchange for interests in Recipient Partnership.

C. Requirements of a Section 355 Tax-Free Corporate Division

1. Distribution to a Shareholder with Respect to the Shareholder’s Stock



Distributing Corporation must make distribution to shareholder with respect to shareholder’s stock in Distributing Corporation.
2. Distribution Must be of Stock in a Controlled Corporation.   

Distributing Corporation must distribute stock in Controlled Corporation that Distributing Corporation controls immediately before the distribution.  

a. “Control” means

i. Own 80% of Controlled Corporation voting powers; and 
ii. Own 80% of shares all classes of Controlled Corporation stock.
b. Controlled Corporation stock constituting Control must be distributed to Distributing Corporation shareholders.
3. Distribution cannot be a “Device.” 


Transaction cannot be principally used as “device” for distribution of earnings/profits of Distributing Corporation, Controlled Corporation, or both. 

a. Cash out soon after tax-free division – evidence of a device, unless significant change in economic conditions post separation. 


D.
Active Business Requirement


Distributing Corporation, directly/subsidiary must be engaged in active trade or business in five years prior to distribution.  Further, Distributing Corporation and Controlled Corporation must each be engaged immediately after the distribution, in active trade or business which was not acquired within prior five years in a taxable transaction; control of corporation can not be acquired in a taxable transaction in same five year period.  


E.
Significant Corporate Business Purpose.

Division must be for corporate business purposes that must be real/substantial non-federal tax purpose. Division purely for shareholder purposes will not meet requirements.  However, shareholder purpose for a transaction may be very close to a corporate business purpose. Under this view “shareholder dispute” corporate business purpose exists which underlies family business succession motivated division.

F. Continuity of Propriety Interest
Met if one or more persons who were owners prior to distribution, own 50% of stock in each of the modified corporate forms in which the enterprise is conducted after the division.   

G. Continuity of Business


Met if the business(es) that existed before the division still exists in the modified structure after the division.

VIII. Family Limited Partnerships/Limited liability company
Planning tool to own and transfer from one generation to succeeding generations family businesses, real estate interests and investment assets.  It can be custom designed to meet each particular family situation.  Top ten (10) reasons for selecting the family limited partnership as a planning tool in ascending order of importance:

· Limitation of Payroll Taxes.

· Accumulation of Wealth.

· Family Training in Management and Growth of Assets.

· State/Federal Taxes Tax Flexibility.

· Valuation Discount.

· Consolidation of Assets.

· Asset Protection – Inside and Outside of Family Limited Partnership.

· Separate Property Maintenance/Pre-Marital Planning.

· Continuity of Management.

· Control, Control, Control.

Increasingly subject to challenge by the Internal Revenue Service based upon the ability to transfer assets owned by the family limited partnership to succeeding generations at a discounted value.  Of particular concern are family limited partnerships utilized to transfer investment assets to the next generation at a discounted value.  Areas of possible attack by the Internal Revenue Service include the following:

· Lack of Bona Fide Business Purpose/ Withdrawal Rights.

· “Applicable Restriction” under Section 2704 of the Internal Revenue Code.

· Formalities of Partnership.

· Gift Upon Creation.

· Step Transaction Doctrine.

· Single Testamentary Transaction.

· Bona Fide Sale/Adequate, Full Consideration – 2036 (a)

IX. GRANTOR RETAINED INTEREST TRUST: 

 “GRIT”, “GRAT”, “GRUT”,”PRT”, OR “QPRT”

· An irrevocable trust of which:
· The grantor is the owner of the trust for income tax purposes
· The grantor is not the owner of the trust for estate tax purposes unless the grantor dies during the trust term
· The grantor is the owner of the trust for GST tax purposes until the end of the trust term
· Gift to the GRT migrates wealth to the next generation at a leveraged gift tax cost if grantor retains a qualified interest
· If the grantor survives the end of the GRT term and GRT investment goals are met, the value of the gift to children upon the creation of the GRT is significantly less than the value of the assets when the GRT is terminated 
A. Intentionally Defective Grantor Trust (“IDGT”)
An irrevocable trust of which:
· The grantor (or in certain cases beneficiary) is the owner of the trust for income tax purposes
· The grantor is not the owner of the trust for gift, estate or GST tax purposes

B. Intentionally Defective Grantor Trust (“IDGT”)-Gift/Sale
A part sale/part gift transaction of which:
· The grantor creates the IDGT
· The grantor funds the IDGT with an amount at least equal to 10% of amount to be purchased through a deferred payment option – “coverage”
· The grantor (or in certain cases beneficiary) sells assets to the IDGT in exchange for cash or a deferred payment option - promissory note, SCIN or private annuity
· Promissory note – flexible terms, interest rate must be at least the appropriate applicable federal rate; unpaid balance of note in estate upon death; certain income tax issues upon death
· Self-canceling installment note – premium paid for self-canceling feature;  no estate inclusion but certain income tax issues upon death
· Private annuity – no estate inclusion or income tax issues upon death
· Migrates wealth to the next generation at a leveraged transfer tax cost

260604

260604


3

