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Key Planning For Business Owners
• Many clients set up their own legal entity. They use do it yourself
legal programs, or they purchase templates online after setting it up
with applicable state agency.
• These entities often lack important language because they are not
state specific and do not come with instructions.
• Choosing the right jurisdiction;
• Registering to do business in a foreign jurisdiction;
• Charging only language where applicable;
• Manager managed LLC;
• Putting all assets in one entity;
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Key Planning For Business Owners

• Member dies or becomes incapacitated;
• No one explains what happens to company when someone dies from probate
standpoint and valuation standpoint;
• There is no assignment into their revocable trust if they have one;
• Circumstances under which other members lose eligibility to remain members,
shareholders, or partners;
• How profits and losses are split among the various owners. Pro-rata may not be
the best or most equitable way;
• Finally, advantages to certified women owned, minority owned, veteran owner,
disabled veteran owned, and/or 8A certifications.
• Some clients can do this on their own but many cannot. It is complicated but can
help a young business become successful. For any of these certifications the
entity documents must be written a certain way.
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Key Planning For Business Owners
• What actions leave them more vulnerable to losing an audit. Lack of
good corporate housekeeping is a major problem and many business
owners are sloppy about it.
•
•
•
•

Having a separate bank account;
Not paying for personal things with business account;
Not keeping minutes even for LLCs which are not required;
Taking deductions for items that are not legitimate business expenses;

• When these businesses are audited by the IRS; lack of corporate housekeeping is
one of the ways the auditors can walk back the deductions. If the
member/shareholder/partner writes off a trip to France for an annual meeting
and there are no minutes for the annual meeting it is very likely that deduction
will be denied.
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Key Planning For Business Owners
• If clients do not have documents for their entity, then they are
reliant on state statutes and case law as to what happens if
someone leaves the company.
• It may not be what is most advantageous for the remaining
members.
• For example: partners in some state have to close the
partnership and open up a new one in order to oust a
partner unless the partner declared bankruptcy; acts of
moral turpitude; was convicted of a felony, not for things like
you do not like him or she is not pulling her weight.
• Again, clients when they are setting up entities on their own
do not understand the importance having proper
documents.
3/24/2020
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Tax Advantage to Different Entities

• Tax advantages
• It depends on what will happen in future.
• That answer is not always known.

• Explain the benefits to the clients
• C-corporations are the easiest to sell. Most buyers are of companies of
C-corporations. Businesses have to be successful to be sold or have a very good
product.
• 1202;
• CRT option; and
• Double taxation is less of an issue because TCJA changed C-corp rate to 21%.
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LLCs and Partnerships
• Partnerships are taxed as a pass-through. A
K-1 is issued to the partners at the end of the
year. Generally the partners share in the
profits and the losses of the partnership.
Partners can be paid on a draw. Most
partnerships are a limited liability
partnership.
Although partnerships are
generally not as popular as Limited Liability
Companies, in some states professionals are
prohibited from having LLCs, and in some
states partnerships have to be used as LLCs
are taxed at a certain income level.
• Limited Liability Companies are extremely
popular. They can be taxed as anything and
can be changed as the company grows.
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Taxes
• With both limited partnerships and LLCs, if a member
or partner wants to sell, the appreciated value can be
sold in a CRT to eliminate capital gains on the sale.
• S-corporations can be set up from the start or elected
while being an LLC.
The benefit is the
shareholder/member can pay itself a reasonable
salary. That amount is not determined by the IRS. The
remainder can be paid in a dividend. The owners save
on social security and Medicare.
• 199A 20% deduction from the profit of the
business as long as the salary of the taxpayer
qualified is $157,200 single and $315,000 married
filed jointly. It must be a qualified business. There
are also limits to the deductions to service
businesses and qualified service businesses.
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Charitable Remainder Trust
•

To Minimize Gain highly appreciated C-Corp stock,
Partnership or Membership needs to be sold in the
Charitable Remainder Trust before any sales documents
are signed;

•

A Charitable Remainder Trust (CRT) 25 U.S. Code §664 is
an irrevocable trust typically funded with highly
appreciated assets which are sold in the trust to avoid
paying capital gains. The proceeds from the sale are then
invested to produce income to the non-charitable
beneficiary. The CRT is structured so there is a current
non-charitable beneficiary, who is either the donor or a
named individual, and a remainder beneficiary which is a
qualified charity described in IRC §170(c). Upon the
termination of the trust the remaining interest in the trust
will go to the qualified charity.
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CRT Continued

• The benefit of a CRT is the potential for immediate income and the charitable
deduction is usually between 30% and 50% but the deduction can be taken over
5 years.
• It is normally 30%
• The income beneficiaries need to take out between 5% and 50% a year; there
are various types of CRTs but Uni trusts work best and they should have a
requirement to be recalculated before each distribution.
• The CRT can last a person’s single lifetime or 20 years.
• At least 10% of the remainder interest needs to go to a charitable beneficiary.
• The trust should allow for early termination if it will not have the 10% remainder
interest.
• CRTs taxes are paid as follows: ordinary income, capital gains, principal. The
principal is not taxed.
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1202

• A Qualified Small Business Trust is another way to save on capital gains for those
businesses that qualify. In fact, it allows a 100% exclusion from federal tax on the first
$10M of capital gain when the stock is sold.
• The requirements are as follows:
• The entity must be a US domestic C-corp.
• Stockholder must have held the stock for a minimum of five years.
• After September 27, 2010, the stockholder must have acquired the original stock price, in
exchange for cash or property other than cash or stock, or services.
• The aggregate gross assets of the corporation that issued the stock cannot have exceeded
$50 million at any time before (and including the time immediately after) the issuance of
the stock to the taxpayer. This is generally measured by the corporation's adjusted tax
basis in those assets.
• During substantially all of the stockholder’s ownership period, at least 80 percent of the
corporation's assets must actively be conducting one or more qualified trades or
businesses.
• The corporation must not have engaged in redemptions of its own stock during specified
periods before or after the date of issuance of the stock to the shareholder.
• This technique is very effective and can be used individually and in trusts. We can set up
multiple trusts depending on your situation. The ideal time to use this technique is before
C-Corp is sold or before an IPO.
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Valuation Issues
• With lack of marketability and lack of control it allows the
shareholder to get two discounts ranging from 20% to 40%.
• It is important for a proper valuation to be obtained. The IRS
recognizes valuations from person with certain certifications.
Some CPAs have it. There are companies that only do
valuations. It is important if you are going to use a valuation
discount that you get the proper valuation report to support
the amount of the discount.
• The only discount you can do on your own is for real property
at the death of a client. You can take a 25% discount if there is
joint ownership without getting a valuation discount as long
as there is a proper real estate appraisal. This must be done
by an appraiser. You cannot use a real estate agent to write a
letter as to the value of the property.
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Valuation Issues

• Discount for the Lack of Control Definition
• Minority owners generally do not have enough voting authority to
enact decisions regarding the company’s strategies and
operations. Depending on the situation, a minority owner also
might not have the power to influence the election of the
directors. They may even lack the control over the sales of their
ownership interest or the amount it is sold for depending on the
company documents. All these disadvantages attached to the
minority ownership reduces the value of minority shares against
the total valuation of the company. Most buyers are not
interested in buying a minority interest unless there is the
possibility of buying the majority interests.
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Valuation Issues
• Lack of Marketability
• Marketability is the extent to which the ownership interest
can be converted to cash rapidly, without significant
expense, and the ability to get a fair price for the entity.
• There are two approaches to do this:
• Comparison with discounts involving the sale of restricted
stock of public companies.
• Comparison with discounts derived from the price differentials
between the private stock sale transactions of companies that
offer their stock to the public shortly thereafter.
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Estate of Powell (2017)

• Family Limited Partnership or Family LLCs are under special scrutiny if they
are used to reduce estate tax. As estate planners, although they have been
under attack for some time, they are still a very good planning tool if done
correctly.
• Estate of Powell (2017) (Strangi)
• The decedent’s son, acting on his Mom’s behalf using her power of attorney, contributed
approximately $10.0M of cash and marketable securities to a limited partnership (FLP) in return
for a 99% limited partnership (LP) interest. Her two sons contributed unsecured notes in return
for the 1% general partner (GP) interest. The partnership agreement allowed for the dissolution
of the partnership with the written consent of all partners. On the same day, the Agent (son)
transferred the Mom’s 99% LP interest to a charitable lead annuity trust (CLAT) paying an annuity
to charity for the Mom’s life with the remainder passing to her two sons (the remainder interest
was discounted assuming a 25% discount for lack of control and marketability of the 99% LP
interest). The power of attorney only authorized gifts to the principal’s issue up to the federal gift
tax annual exclusion amount so the Agent did not have the authority to do what he did.
However, in tax court the son argued that gifts were authorized under the power of attorney
under state case law where the gifts were consistent with the estate plan.
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Powell Cont.

• Mom died 7 days after this very complex transaction was
completed. Mom’s death was not expected, she was
hospitalized for a broken hip and died of sepsis. When the
transaction was done Mom was not septic and the medical
opinion was there was a greater than 50% likelihood that she
would live for about a year.
• The IRS argued the $10.0 M of assets contributed to the
FLP were includible in the decedent’s estate under
§§2036(a)(1) (retained enjoyment or income), 2036(a)(2)
(retained right in conjunction with any person to designate
who could enjoy the property or its income), or 2038
(power to alter, amend, revoke, or terminate the transfer at
the decedent’s death), or under §2035(a) (transfer of
property within three years of death that otherwise would
have been included in the estate under §§2036-2038 or
2042) if the transfer to the CLAT was valid.
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Powell Majority Opinion
• The IRS went after the taxpayer with everything. In the end the
taxpayer’s estate stipulated to the IRS’ position that the decedent’s
power, exercisable in conjunction with her sons to terminate the FLP,
constituted a retained right subject to Section 2036(a)(2). This case is
significant because the holding is consistent with an aspect of the Tax
Court’s holding in Strangi — that Section 2036(a)(2) can be triggered
merely by virtue of a taxpayer’s ability to vote to liquidate a
partnership.
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Bongard v. Commissioner
• Bongard v. Commissioner 124 TC 95 (2005)

• This is an old case but if it is followed it can save FLP, FLLC from losing in tax court.

• Why you did what you did when you set up this company?
• Must be for a legitimate and significant tax purpose.

• Examples of successful non-tax purposes that pass muster with IRS
•
Asset consolidation or preservation to the assets together, preserve an
investment benefit;
•
Changing management to younger people, educate younger
generation;
•
Do not want disruption of legacy assets;
•
Want to bring professional to manage issues for family;
•
Protection from creditors and ex-spouses, family disputes;
•
Prevent beneficiary dissipation of assets (must include spendthrift
provision); and
•
Family harmony

3/24/2020
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Thank You

Rhonda A Miller

Circular 230

Pursuant to the rules of professional conduct set forth in Circular 230, as promulgated by the
United States Department of the Treasury, nothing contained in this communication was
intended or written to be used by any taxpayer for the purpose of avoiding penalties that may
be imposed on the taxpayer by the Internal Revenue Service, and it cannot be used by any
taxpayer for such purpose. No one, without our express prior written permission, may use or
refer to any tax advice in this communication in promoting, marketing, or recommending a
partnership or entity, investment plan or arrangement to any other party.
For discussion purposes only. This work is intended to provide general information about the
subject matter. The author, or anyone forwarding or reproducing this work shall have neither
liability nor responsibility to any person or entity with respect to any loss or damage caused, or
alleged to be caused, directly or indirectly by the information contained in this work. This
work does not represent tax, accounting, or legal advice. The individual taxpayer is advised to
and should rely on their own advisors.
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Overview

Transitioning management and ownership
of every business is inevitable. Both
transitions must take place either during
lifetime or upon death.
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Overview

The need for the business owner to map out
the future management and ownership is
essential for the continued success of the
business and the owner’s personal financial
goals. This is true regardless of whether the
transition is to the family, key employees or a
third party.

28

Overview

According to the National Association of
Corporate Directors, fewer than one in four
private company boards say they have a
formal succession plan in place.
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Overview

Without formal succession plans, “many
business owners do not carry out a managed
transition to a successor leadership team. In
the case of family-owned businesses, only
30 percent survive into the second
generation, 12 percent survive into the third,
and only about 3 percent operate into the
fourth generation and beyond.”
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Overview

“An unprepared new management group, or
even a poorly managed transition to
competent management, can trigger
significant loss in value.”
So, how do we help our clients take the next
steps?
31

Overview

Business
Valuation

Estate
& Trust
Planning

Succession
Planning

Ownership
Succession

Personal
Planning

Management
Succession
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Overview

Business
Valuation

Estate
& Trust
Planning

Planning for orderly transition
during life and upon death

Succession
Planning

Ownership
Succession

Structuring the transfer of the
Company to the successors

Identifying the Company’s
transferable value

Personal
Planning

Personal liquidity and net worth
Ensuring the family’s lifestyle

Management
Succession

Identifying and developing
key successors
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Overview
Another lens to
evaluate is
seeing our
Client
clients
“wholistic
wearing
perspective”
three hats

Business

• Business valuation
• Corporate
Structuring
• Management talent
assessment

Shareholder

Family

• Shareholder
agreement
• Compensation
planning
• Stock transfer
technique

• Goals and desires
• Estate and gift
planning
• Life insurance
analysis
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Beginning Conversation Topics
with Business Owners
1.

How long do you plan to retain control of the
business - until retirement, disability or death?

2.

When you transfer control of the business do
you plan to transfer to your children, key
employees or a third party?

3.

Who will you transfer key management roles to
and what is your timeline for that transfer?

4.

What do you estimate the value of the business
to be and how did you come up with that value?
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Beginning Conversation Topics
with Business Owners
5.

Based on your personal net worth, how
much value do you want or need to get out
of the business to maintain your lifestyle and
tend to family desires?

6.

Do you desire to treat all children
“identically” or “fairly”?

7.

Would the ownership be transferred only to
children active in the business and other
assets used to treat the inactive children
“fairly”?
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The 1st Level of Succession Planning
for Business Owners
Business
Valuation

Estate
& Trust
Planning

Succession
Planning

Ownership
Succession

Personal
Planning

Management
Succession
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Level One: Business Valuation
 The value of the business is essential to many
aspects of the succession plan.





Including, estate planning, ownership transfer
techniques, and personal financial planning.
“To move forward effectively, any decision
about succession planning needs to
incorporate an accurate plan for valuing the
business.”
In separate conversations, a CEO named a
business value 3x the amount the CFO stated
as the business value. Company leaders
need a common approach to determine the
business value.
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Level One: Business Valuation
 Identify the estimated value of the business:
 Most likely, the owner has not recently
obtained a business valuation.
 Could the owner and key employees
estimate the value of the business?
 Could the CPA provide an estimated
value?
 Could an older business valuation be
updated?
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The 2nd Level of Succession Planning
for Business Owners

Business
Valuation

Estate
& Trust
Planning

Succession
Planning

Ownership
Succession

Personal
Planning

Management
Succession
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Level Two: Personal Planning
 Create sufficient personal liquidity and net worth
to fund lifestyle and tend to family’s interests.
 How the owner structures the ownership
transition can have a substantial impact on their
personal finances:
 Will ownership be gifted or sold?
 If sold, how will purchase be financed?
 Are the payments consistent with cash flow
needs?
 Is there a need for life insurance to replace
asset value as a result of the transfer of
ownership out of estate?
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The 3rd Level of Succession Planning
for Business Owners
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Level Three: Management Succession
 Nothing is more crucial to the ongoing success
than the quality of the current and future
management team.
 Who from the current management team will
continue under the succession plan?



Does this include owner’s family members?
Does this include non-family key employees?

 What is the owner’s timeline:
 How long will owner remain in a management role?
 What’s the plan to train, mentor or hire the new
management team member to replace the owner?
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Level Three: Management Succession
 Will actively involved child(ren) be ready to
manage the business upon the owner’s
retirement, disability or death?
 If not, what options are available to retain the
key employees during the transition period:





Employment agreements with profit-sharing
provisions.
Stock option plans (but this dilutes the family’s
equity).
Change of control agreements.
Non-qualified deferred compensation (NQDC) plans.
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Level Three: Management Succession
 Overview of NQDC plans:
 Owner and Key Employee (“Key”) agree that a
portion of the Key’s compensation will be paid in
the future.
 Key remains a general unsecured creditor of the
employer.
 The amounts distributed will be ordinary income to
the Key and deductible by the employer at the time
of payment (not the time of deferral like qualified
plans). Key’s taxes are deferred.
 The group of employees covered by the plan must
be a select group of management or highlycompensated employees.
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Level Three: Management Succession
 Overview of NQDC Plans (cont.):
 The plan must be “unfunded” for executives to
achieve tax deferral on plan contributions.
 The plan is “unfunded” if all plan assets are
paid from the general assets of the employer,
which remain subject to the claims of the
employer’s general creditors.
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Level Three: Management Succession
 Funding Options.
 Pay-as-you-go:
• Benefits are paid from the general assets of the
employer, so employer maintains use of funds.
• But executive is at risk for payment.
 Sinking fund:
• Plan assets are placed in a designated account
or fund (with after-tax dollars).
• Employer controls, but at least there is an
identifiable asset for satisfaction of future
liabilities, subject to risks.
• Requires time to accumulate funds.
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Level Three: Management Succession
 Funding Options (cont.)
 Business Owned Life Insurance (BOLI);
• Employer is owner, beneficiary and
premium payer of policies on the key
executives.
• Premium is not deductible, but generally:
– Cash value builds on tax-deferred basis.
– Cash value can be accessed on tax-free basis
(unless a modified endowment contract
“MEC”).
– Death benefit is not taxable when received by
the company (unless a transfer for value
occurred).
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Level Three: Management Succession
 Use Life Insurance for Plan Security:
 Allows the plan to make payments to an
executive who is disabled prior to retirement.
 Allows the plan to make payments to a named
beneficiary in the event of the death of the
executive.
 The purchase of BOLI to “informally” fund the
NQDC plan will make the executive more
confident that the future obligation will be met.
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The 4th Level of Succession Planning
for Business Owners
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Level Four: Ownership Succession

 Ownership succession is the structuring of
transfers of the business shares/interests to the
successor.
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Level Four: Ownership Succession
 Topics to discuss with the owner:
 How to transfer ownership (for wealth transfer
purposes) but retain control for personal and
business purposes (use voting/non-voting shares).
 Should active child(ren) be gifted the stock or pay
for it?
 The impact on employees, creditors and customers.
 The costs and potential risks of delay. Federal
estate tax is only vulnerable to lifetime gifting.
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Level Four: Ownership Succession
Topics to discuss with the owner:
(1) Equalization between active and inactive child(ren):





What does “equal” or “identical” mean?
Does owner really mean “equal” or just “fair”?
When should equalization occur?
True equalization for inactive child(ren) is
sometimes difficult to accomplish.
• Can it be handled with other existing assets?
• If not, an Irrevocable Life Insurance Trust (“ILIT”)
is recommended.
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Level Four: Ownership Succession
Topics to discuss with the owner:
(2) Options for securing business owner’s retirement:
 Retain control of company, thereby maintaining access
to a salary and bonus.
 Sell (as opposed to gift) company to active child(ren).
 Life insurance on owner’s life owned by an ILIT for the
benefit of spouse.
 A non-qualified deferred compensation plan to provide
owner with a pre-retirement death, disability or
retirement benefit (with survivor benefits for spouse).
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Level Four: Ownership Succession
Topics to discuss with the owner:
(3) Whenever there is more than one owner, then a
Buy-Sell Agreement is needed.
 Guarantee a Buyer.
A buy-sell agreement benefits the selling owner’s
family by providing a guaranteed buyer for what
otherwise would be a non-marketable asset.

 Create Liquidity.
Upon a business owner’s death, his/her family may
have a need for cash to pay ordinary living
expenses, as well as any tax liability.
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Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Set a Fair Selling Price.
 Once a business owner has left the business,
negotiating a fair sales price can be problematic.


Maintain Harmony.
 A buy-sell agreement can protect the owners and
the business from problems that arise when a
deceased owner’s family joins the business.



Fix Estate Tax Value.
 A buy-sell agreement negotiated at arm’s length
ordinarily determines the business valuation for
estate tax purposes.
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Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Funding a Buy-Sell Agreement.
 Borrow funds.
• The business or the remaining owners may have
difficulty obtaining a loan after the death or
retirement of a key owner.
 Sinking fund.
• If an owner dies soon after the arrangement is
executed, this strategy will not enable the
business to accumulate the necessary funds to
fulfill its redemption obligation.
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Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Funding a Buy-Sell Agreement (cont.).
 Installment Purchase.
• This strategy puts a strain on cash flow that
can be especially dramatic when the
interest being purchased belonged to a
majority or key owner.
 Life Insurance.
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Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Why use life insurance to fund buy-sell
agreements?





Creates a lump sum of cash when needed.
Results in a quick settlement of the buy-sell
transaction.
Generally, an income tax free death benefit.
Income tax free access to cash values for a
lifetime buy-out.
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Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Triggering Events
 Death
 Disability
 Retirement

 Purchase Price
 Appraisal
 Formula

 Payment Terms
 Down Payment
 Interest Rate
 Number of installments
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Level Four: Ownership Succession
Insurance
Company

Buy-Sell
Agreements
(continued):

During
Owner’s
lifetime:

Business

Pays Premiums

Business
Owner

Agreement

Pays Premiums

Active
Child or Trust

Business Owner Obtains Life Insurance on Active Child(ren)’s Life
Trust Obtains Life Insurance on Business Owner’s Life
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Level Four: Ownership Succession
Insurance
Company

Buy-Sell
Agreements
(continued):
At owner’s
death.

Pays Death Benefits

Business
Option to
Must
Purchase Purchase

Business
Owner

1st

Active
Child or Trust

3rd

Stock Passes

Option to Purchase

Business
Owner’s
Living Trust

2nd

62

Level Four: Ownership Succession
Buy-Sell Agreements (continued):
 Cash flow (may hinder business).
 Sinking fund (may not be enough time).
 Borrow (interest increases purchase
price).
 Installments (interest increases purchase
price).
 Life insurance (best option).
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The 5th Level of Succession
Planning for Business Owners
Business
Valuation

Estate
& Trust
Planning

Succession
Planning

Ownership
Succession

Personal
Planning

Management
Succession
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Level Five: Estate & Trust Planning
 It is essential to integrate the business owner’s estate plan
with their business succession plan.
 The business is often the largest asset, and it may produce
the most significant cash flow to the owner.
 The succession plan of changing the owner’s management
role and the owner’s ownership interest will dramatically
affect the owner’s balance sheet and cash flow.
 Estate planning helps to plan for the family legacy as the
owner transitions business management and ownership.
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Level Five: Estate & Trust Planning
 Important goal of planning – transfer noncontrolling ownership initially and controlling
ownership later:
 Recapitalize the company’s ownership into
voting and non-voting interests.
 Gift or sell non-voting interests.
 Non-voting interests may also qualify for
valuation discounts.
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Level Five: Estate & Trust Planning
 A few highly effective planning opportunities
for business owners to transfer ownership:
 Outright lifetime gifts of business interests.
 Installment Sale to Intentionally-Defective
Grantor Trust (“IDGT”).
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Level Five: Estate & Trust Planning
Annual Exclusion (“AE”) gifts of $15,000 (single) or
$30,000 (couple) or lifetime gifts in excess of AE gifts
of $11.58M (single) or $23.16M (couple).
2020

2020

2026

2026

Exemption
Single Person

Exemption
Married Couple

Exemption
Single Person

Exemption
Married Couple

Rate on
Excess

Estate Tax

$11,580,000

$23,160,000

$5,590,000

$11,180,000

40%

Gift Tax

$11,580,000

$23,160,000

$5,590,000

$11,180,000

40%

GST Tax

$11,580,000

$23,160,000

$5,590,000

$11,180,000

40%

Gifted assets remove income related to the gifted assets
and the future appreciation from the owner’s estate.

Level Five: Estate & Trust Planning
 Lifetime gifts of business interests could be
made outright to the child.
 Alternatively, business interests could be
transferred to an irrevocable dynasty trust for
the benefit of owner’s children, grandchildren,
great-grandchildren and beyond.
 Utilizes discounted values for non-voting
interests.
 May use a beneficiary-controlled option to
allow child to serve as a co-trustee.
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Dynasty Trust –
Overview of Technique
Grantor

Lifetime gifts of
ownership interest

Dynasty Trust

No transfer tax paid.
Discretionary Distributions
to Children for Life

Advantages
•Creditor protection
•Divorce protection
•Estate tax protection
•Assets remain in bloodline
•Dispositive plan protection
•Spendthrift protection
•Consolidation of capital
Gift should take advantage
of any remaining lifetime
gift exclusion and lifetime
GST exclusion

No transfer tax paid.
Discretionary Distributions
to Grandchildren for Life

No transfer tax paid.
Discretionary Distributions
to Great-Grandchildren
for Life

No transfer tax paid.
Future Generations

Level Five: Estate & Trust Planning
 Another planning opportunity to transfer
ownership interest is the IDGT.
 Lifetime gifts of business interests could be
made to an IDGT - irrevocable defective
grantor trust - for the benefit of owner’s
children, grandchildren, great-grandchildren
and beyond.
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Level Five: Estate & Trust Planning
 What is an IDGT?
 For estate tax purposes, the trust effectively
removes assets from the grantor’s estate.
 For income tax purposes, however, the trust is
defective, and the grantor is taxed on the
trust’s income.
 The IDGT’s income and appreciation
accumulates inside the trust and can pass
generation-skipping tax free.
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Level Five: Estate & Trust Planning
 Common grantor trust triggers:
 The trust includes a power exercisable by the
grantor (in a non fiduciary capacity) to
reacquire trust assets by substituting assets of
equivalent value. IRC Section 675(4)(C).
• This can be used strategically to reacquire certain
assets prior to death in order to get a step-up in
basis upon death.

 The trust includes a power to enable the
trustee to loan money or assets to the grantor
from the trust without adequate security. IRC
Section 675(2).
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Installment Sale to
Intentionally-Defective Grantor Trust
1. Gifts $1M
NV interest

Grantor/
Insured

2. Sells $9M
NV interest
3. $9M Note to Grantor
Balloon Payment in 9 Years

IDGT

5. Excess Cash
Flow/Premiums
6. Death Proceeds
(Income and Estate
Tax Free/Leverages
GST Exemption)

Life Insurance
Company

4. $171,900 annual interest
(Interest Rate 1.91%)
Advantages:
 Valuation Discounts: Possible valuation discounts for assets gifted and sold; and for promissory note in
Grantor’s estate. The gift and sale transfers lock in a discounted value.
 Arbitrage: Value of loan proceeds frozen at 1.91% for nine years (interest rate changes monthly).
 Tax Burn: Grantor’s estate further reduced by the income taxes paid on behalf of the trust.
 Dynastic: The trust property escapes estate taxation in perpetuity.

Level Five: Estate & Trust Planning
 Why an installment sale to an IDGT works:
1. No capital gains tax on sale. Rev. Rul. 85-13.
2. Valuation discounts increase effectiveness of
technique.
3. Arbitrage. Freezes value of appreciation on assets
sold at the AFR.
4. Tax burn. Payment of IDGT’s income taxes by
grantor leaves more assets in the IDGT – gift tax
free. Rev. Rul. 2004-64.
5. Back end-loading (i.e., interest only with a balloon
payment).
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Level Five: Estate & Trust Planning
 Why an installment sale to an IDGT works
(cont.):
6.
7.
8.
9.

Interest payments not taxable to grantor.
Possible discount for value of note in seller’s estate.
IDGT is an eligible Subchapter S shareholder.
Lower interest rate than the Section 7520 rate used
in GRATs.
10. An IDGT can purchase an existing life insurance
policy on the life of the grantor without subjecting the
policy to taxation under the transfer-for-value rule.
Rev. Rul. 2007-13.
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Level Five: Estate & Trust Planning
 Additional Estate & Trust Planning Opportunities
 Prepare a flowchart that demonstrates the following:
• Retirement accounts with beneficiary designations.
• Other beneficiary designated assets (life insurance, annuities).
• Personally owned assets (bank and investment accounts).
• Revocable Living Trust assets.
• ILITs funded with policies .
• Other estate planning irrevocable trusts.
 Preparing the detailed flowchart will require an examination of
assets and status of funding the trust.
 Overall organization improves as well as pre-death trust
administration planning.
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Level Five: Estate & Trust Planning
Bryant Family Planning – March, 2020
Retirement

Beneficiary

Living Trust

-

-

-

IRA $1.5M
401K $1.5M

Insurance $3.5M
(bene is trust)

L/T Invest
Business

Joint Assets
$1.0M
$5.5M

-

Home
$1.5M
Checking $100K

Bob’s death

Retirement

Family Trust

Spouse’s Living Trust

spousal rollover
IRA $1.5M
401K $1.5M

f/b/o surviving spouse
L/T Invest $1.0M
Business
$5.5M
Insurance $3.5M

Joint assets moved to
spouse who moves to LT
Home
$1.5M
Checking $100K

Rachel’s death

Accumulation
Trust f/b/o kids
-

3.0M

GST Trust - f/b/o kid #1

GST Trust - f/b/o kid #2

-

-

$5.8M
HEMS distributions

$5.8M
HEMS distributions
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Level Five: Estate & Trust Planning
 Additional Estate & Trust Planning Opportunities
 Organizational steps for business owners
• Update record book.
• Make sure company and properties are funded into the
revocable living trust.
• Review promissory notes to ensure payable to the living
trust rather than a probate asset.
• If the business owner owns the real estate personally
and leasing to the Company, then discuss using LLCs.
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Level Five: Estate & Trust Planning
 Additional Estate & Trust Planning Opportunities
 Management Committee trust provision
• A key provision in the living trust for business owners is
identifying the management committee.

 S Corporation and QSST election
• Post-death QSST election for S Corp entities.

 Personal lifestyle expenses
• Determine if and how the business owner is using business to
finance personal lifestyle expenses. This may be dramatically
affected after death. Trusts owning the business probably will not
finance surviving spouse’s expenses the same.
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The 5 Levels of Succession Planning
for Business Owners

THE END
THANK YOU
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