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Keeping Business In the Family Way

i -

I.R.S. rumored to be slightly backing off
proposed attack on family business

¥ Earlier in May, Cathy Hughes, an attarney- adviser for

the Estate and Gift Tax Palicy Office for the United States
Department of the Treasury. sentshockwavesinto the tax
and estate planning community by announcingthat new
requlations would be implemented to make it much mare
difficult for famities to transfer a family business to the next
generation utilizing business valuation discounts.

8efore, family business owners had been effectively using
valuation discounts for decades, citing “lack of marketability”
and “1ack of control.” among others, to transfer their business
to thelr children ar ather family members, and lessen or avoid
the estate taximpact on their death.

The Internal Revenue Service would love to do away with
these discounts. but it has faced varied resuitsin the U.S.
Tax courts — and because of the tack of clear precedent.
the |.R.S. would need assistance from the Department
of the Treasury to do away with the discounts. Because
the community has not seen movement to act on these
measures, recent ruinors are that the cequlations may not
be as far-reaching as thel.R.S. originally desired. Howevey, if
thel.R.S. were to receive the requlations. it would strongly
curtail the tax-favorabletransfers of businesses to the next
generation and generate morerevenue for the Department
of the Treasury through increased coltection of estate taxes.
vithout the requlations, thel.R.S.believes discounting inay
continue to be abused.

CURRENT BUSINESS ESTATE TAX LANDSCAPE

The types of valuation discounts under question by the
I.LR.S.and the Department of the Treasury are based upon
general business principles. which is why theyare struggling
to comeup with the new requlation.

In 3 non-familial sale of abusiness. the discounting benefits
the buyer to the detriment of the seller. as less profit is being
received from the sale. On the other hand, in an Intra-family
sale (ar gift), while the seller would still receive less profit from
thesale.itis presumed that the seller would still be satisfied.
asit benefits not onty their children but aiso avaids estate tax
upon their death.

Toillustrate the effectiveness of valuation discounts.
assume that parents owned a family business worth $4
million and wished to gift or sell a 25-percent interest to their
children. The book vatue of that 25-percent interest wouldbe
$1 million. However, due the “lack of marketability” and “lack
of control” of the family business. a 3S-percent discount is
warranted in the gift or sate. Consequently, the 25-percent
Interest in the company could be transferred to the next
generation at avalue of $650.000. If the net worth of the
parents were subjec t to federal estate tax. currently atarate
of 40 percent. the transfer of the 25-percent interest would
avoid imposition of an estate tax of $140,000.
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Where taxpayers view this as an advanced estate planning
technique, the |.RS. believes that these discounts have been
abused. For example, families have gone so far as creating
family businesses solely for implementing the technique,
where the family contributes marketable securities, cash
or other liquid assets to the newly formed business and
then gifts or sells fractioral shareinterests at discounted
rates shortly thereafter. While one would assume that the
I.R.S. would be successful in challenging taxpayers abusing

valuation discounts, the results within the U.S. Tax Court have
been mixed, generally titting in favor of the taxpayers.

WHAT THIS MEANS FOR BUSINESSES

Theextentof the Department of the Treasury's aid to the
I.R.S. hasremained 3 mystery, but the Iatest rumors from
Washington, D.C., have led tax practitioners to believe the
new requlations willapply onty to the “abusiveuse” of the
law. and discountingwould stillapply to legitimate operating
businesses in which the taxpayer is actively involved.

Perhaps the Department of the Treasury was swayed by
the scathing open letter to the |.R.S. by a prominent Chicago
attorney. who used 30 pages to criticize propasals limiting
or ellminating discaunts in family business transfers. Or
perhaps the |.R.S. saw potential difficultiesin litigating against
taxpayers with the new requlations \where more time was
needed to refine the requlations.

Whatever the reason for the delay in the release. business
owners whodesire to transition their business tathe next
generation ar potentially lessen their estate-tax burden
should contact their trusted tax and legal professionals to
discuss whatimpact these rumored requlations may have on
their family. Furthermore. it is recommended that families
sit down to discuss estate £lanning and business matters,
which often is beneficial to the process and couid avoid
misunderstandings upan the transition of a business. Ik




