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THE ESTATE PLAN

The first step for business owners is
to develop a comprehensive estate
plan. A comprehensive estate plan
includes a Last Will and Testa-
ment, Revocable Living Trust,
Durable Power of Attorney (for fi-
nancial affairs) and Patient Advo-
cate Designation (for medical af-
fairs). The estate plan will also con-
sider current tax laws.

Each person, or married couple,
and especially a business owner,

should utilize a Revocable Living
Trust as part of his or her planning.
A Revocable living Trust enables
the business owner to transfer as-
sets such as corporate stock, mutual
funds, real estate and life insurance
proceeds to heirs without probate
court supervision. A Trust provides
flexibility related to the age your
heirs receive their inheritance. A
properly designed Trust also pro-
vides asset protection for your chil-
dren from “in-laws, outlaws, preda-
tors and creditors.”

A Revocable Living Trust should
stipulate how the business should
be distributed, and to whom, al the
death of the business owner. Often-
times, the business interests are “set
aside” to the child who intends to
remain in the business and is the
heir apparent to the daily opera-
tions of the business. However, a
question remains as to whether the
other children are to be “equalized”
with the child who receives the
business, or whether the remaining
children merely share in the re-
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THE PLAN
DEVELOPMENT

Business succession planning, as
it is typically described, contem-
plates current ownership and
leadership roles of the business
entity, as well as how to transfer
the ownership to the next gener-
ation and how to fill leadership
positions as part of that process.
Proper business succession
planning involves a team of pro-
fessionals to handle the inter-
twined legal, financial, tax and
family dynamics that are always
part of the process. A strong
team of professionals that are
experienced in these matters is
critical to a plan that will be
properly developed and will ulti-
mately succeed when the plan is
implemented.

Estate and business succession
planning involves multiple
steps, and each step builds upon
the previous one. The building
blocks of a proper plan typically
include a blend of the following:

@ A Comprehensive
Estate Plan
Irrevocable Trust

@ A Funded Buy-Sell
Agreement

@ Family Limited Liability
Company

© A Business Audit
6]

7]

(]

Gifts Of Family Business
Interests

Family Meetings

Let’s briefly review each of
these steps as part of the overall
planning process.
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maining assets (after the business
is distributed to the heir appar-
ent), which would result in a low-
er inheritance value for the re-
maining children. Oftentimes, the
children who did not inherit the

business are “equalized” with oth-
er assets based on an appraised
value for the business at the time
of death of the business owners.
An important consideration for
the business owner is what ap-
proach to take with the distribu-
tion of estate assets, and if there is
going to be an equalization to the
other children, how that bequest
is going to be satisfied.

It is critical that your Revocable
Living Trust is “funded” in the
most efficient manner. This
means that your assets are proper-
ly owned by your Revocable Liv-
ing Trust or name the appropriate
beneficiaries, including the Revo-
cable Living Trust. It is a very
common error for clients that
their Revocable Living Trust is
“unfunded.” This simply means
that the assets are not owned by
the Trust. Ultimately, if the Trust

is unfunded, all of the assets
would be probated and would be-
come part of the public record at
the Probate Court. It is important
that you continuously review the
funding of your Revocable Living
Trust with an estate planning at-
torney and financial advisor.

Irrevocable Trusts

An Irrevocable Trust is estab-
lished to receive gifted assets
from the givers of the gift (the
“Grantor”) to hold for the benefi-
ciaries. The typical approach is
what is referred to as an Irrevoca-
ble Life Insurance Trust (“ILIT”).
In this arrangement, an insurance
policy is owned by the ILIT and
the business owner insured makes
a premium payment out of per-
sonal monies to pay for the insur-
ance policy. The payment of the
premium constitutes a gift to the
beneficiaries because the client
does not own the insurance poli-
cy. The result is superb; the insur-
ance proceeds, at the death of the
client, are transferred to the ILIT
beneficiaries completely tax-free.

In particular, the insurance pro-
ceeds pass to the heirs, pursuant
to the ILIT, estate, Capital Gains
and income tax free. In addition,
the insurance proceeds provide
liquidity to pay any potential es-
tate taxes due and owing within
nine (9) months of the business
owner's death. In addition, the in-
surance proceeds can act as the
equalizer referenced above to the
children who are not inheriting
the family business.

It is important that the business
owner works with an insurance
professional experienced with
business planning. There are nu-
merous insurance policy designs
available; it's important to get it
right the first time.

Buy-Sell Agreements

Estate planning for the privately
held business is critically impor-
tant to ensure that the disability
or death of a shareholder will not
unduly disrupt the operations of
the business. Far too often, busi-
ness owners do not properly plan
for such a catastrophic event. The



result is that, more often than not,
the business will not survive such
an event.

There are various planning op-
tions that are available for the
business owner, including a prop-
erly prepared and well thought
out Buy-Sell Agreement. This
comprehensive document, if pre-
pared properly, will provide how
the business will be transferred
and/or maintained in the event of
various “trigger events”, including
disability, death, as well as divorce
or other unanticipated events of a
shareholder. It is also important
that the appropriate valuation
provisions are included in the
document and that the Buy-Sell
Agreement is properly “funded”
with life insurance as well as dis-
ability insurance.

Family LLC

Oftentimes, business owners op-
erate their business enterprise in a
commercial building owned and
operated by the business owner.
An excellent technique is to place
the ownership of the real estate in

a separate entity, typically a limit-
ed liability company (an “LLC”).
A family LLC (“FLLC”) pro-
vides excellent asset protection
because this shields the business
owner from personal liability. In
other words, if an event occurred
on the commercial property that
triggered lawsuit exposure, the
lawsuit would likely be filed
against the building owner (the
FLLC) and the result is that the
business owner's ongoing busi-
ness as well as the business own-
ers personal assets would be pro-
tected from exposure.

Business Audit

It is a good business practice for
the business owner to have a
“business audit” performed by an
estate and business planning at-
torney to verify that the business
is properly structured, the shares
of the corporation are properly
funded to the Revocable Living
Trust, the Trust has the appropri-
ate tax provisions to own the cor-
porate stock, and the Buy Sell
Agreement is current and reflects
the current distribution and suc-
cession goals of the business own-
er.

A business audit should also in-
clude a review of other corporate
documents, including the Em-
ployee Handbook, Employment
Agreements, Non-Compete
Agreements, as well as all con-
tracts used in the day-to-day op-
erations. Properly designed legal
documents will reduce the likeli-
hood (and expense) of disputes
later.

Gifts of Business Interests

Gifts of interest in family owned
businesses are a very common
transfer technique for the busi-
ness owner. The gift of ownership
in the business enterprise or the
FLLC is a very simple and
straight forward transaction. The
lifetime transfer of shares of stock
in the business enterprise or the
FLLC allows the business owner
to keep the business interest in
the family and involves less docu-
mentation than a traditional sale
of business interest. Also, the

business owner can create two
shares of stock, voting and non-
voting shares, and will typically
elect to gift non-voting shares of
stock in order to retain control
over the day-to-day operations of
the business. As a result, the busi-
ness owner might only retain a
small portion of the membership
interest of the FLLC while re-
taining 100% of the voting inter-
est of the FLLC. Given the fact
that the business owner would no
longer own 100% of the FLLC
due to the transfer or gifting of
non-voting membership interest
to the children, the remaining
membership interest of the
FLLC would receive a discount
in value. In valuing family busi-
ness interests in general, and the
ownership interest for the busi-
ness owner in the FLLC in par-
ticular, substantial discounts are
normally allowed for lack of con-
trol (minority discount) and lack
of marketability. Courts have up-
held discounts ranging from 10%
to 60% of the normal value of the
business. This is an excellent re-
sult but must be planned for in a
proper and meticulous way.
Gifting interest in a family
business enterprise also needs to
be carefully coordinated with
death transfer planning. Gifts of
family business enterprise interest
or FLLC interest can be arranged
to take advantage of the
$14,000.00 a year annual exclu-
sion from Gift Tax. The use of
the annual gift exclusion can save
a substantial amount of tax at the
time of the business owner's
death. A husband and wife team
may elect to split gifts to take ad-
vantage of the $28,000.00
amount that a husband and wife
team is entitled to use together.

Family Meetings

The estate plan (Revocable Trust)
and Buy-Sell Agreement general-
ly cover what happens in the case
of death, disability or an unex-
pected tragic event of the current
owner. Separately, the succession
plan covers changes in ownership
as well as changes in the manage-
ment of the corporation prior to

the death of the current owner. It
is important that management
succession planning also includes
the various steps to insure that
the proper family members are
slotted in critical leadership roles.
Ongoing family meetings will
help to develop a plan to bring
the children (and grandchildren)
into positions of authority with
the least amount of argument
(and surprise).

When family meetings are initi-
ated, children begin to learn
about the family business. During
the selection phase, the leaders for
the next generation are chosen.
Family meetings also include ed-
ucating and developing the skills
needed by the successors. Finally,
the transition of authority and ac-
countability to the successors is
implemented, most commonly by
way of gifting programs (dis-
cussed above). Of course, docu-
menting officers and directors in
the corporate By-Laws and man-
agement agreements is critical
from a legal standpoint. Family
meetings are critical to set the
foundation for transitioning the
business to the next generation in
a predictable, planned manner.

In summary, business owners
face certain unique planning chal-
lenges that are critical to the sur-
vival of the business itself. An ex-
perienced estate and business
planning attorney may provide an
invaluable service in proactively
advocating proper planning for
the family business owner. The
estate and business planning at-
torney will have the technical
tools to assist with this compli-
cated transaction, and should also
have the appropriate family coun-
seling skills to help the business
owner and his family complete
the important planning tasks at
hand. o
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