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Introduction

ransferring a business you have built

over the years to your son, daughter or

other family members could be some-
thing that you have been considering for some
time. After thinking about it for a while and
evaluating all your other options for an exit strat-
egy, you may have concluded that a family suc-
cession makes the most sense. You reason that
leaving the business to your children presents
you with the best of both worlds because it will
allow you to secure your financial independence
and pass on a family legacy at the same time.
You dream of the day when your children will
follow in your footsteps, take control and con-
tinue with the family business.

In reality, however, there are a number of sur-
veys which show that although two-thirds of
business owners wish to transfer the business
to their family members, less than one third ac-
tually accomplish this objective. There are vari-
ous reasons for this including the impact of
taxes, the ability and commitment of the chil-
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dren to run the business, and intervening family
issues among others. Nevertheless, the real
reason why business owners fail to transfer the
business to their children is that they are not
clear on how to approach the process of transi-
tioning the business. This is particularly critical
in an industry where the principal means of pro-
duction involves the management of human
capital.

If you are planning on transferring the business
to your heirs, there are number of issues you
should carefully consider, among them:

e Wil this type of exit strategy create conflicts
within the business or my family?

e Wil | be financially secured after transfer-
ring control?

e Can the transfer be implemented in such a
way that is tax efficient?

e For how long should | remain involved with
the business to ensure a smooth transition?

e Are family members interested in taking
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charge?

e Can | effectively transfer my experience and
skills to the next generation?

Understanding Problems and Obstacles

In the Staffing Services industry value is derived
primarily from the efficient deployment and
management of human capital. This intrinsic
characteristic presents unique challenges be-
cause the successful operation of a business in
this industry requires the development of spe-
cialized management skills ranging from project
management to human relations. Consequently,
the successful implementation of a family transi-
tion should be seen more as a carefully orches-
trated process than a one-time event.

In addition to the inherent operational issues
that may result from having family members
take over who do not have the appropriate moti-
vation, skills and experience, there are other
important factors to consider in evaluating this
type of exit strategy. Business owners need to
carefully consider both the obstacles that stand
in the way of attaining their financial objectives
and a plan to overcome three common prob-
lems: taxation, family disputes and premature
death.

With regard to taxes, rates can reach as high as
55 percent and above on the transfer of an
ownership interest if it is conveyed to heirs by
means of a sale or gift during the owner’s life-
time or at death if transferred by will. Hence, the
most logical strategy to deal with taxation issues
is to establish the lowest defendable price for
the business if it is to be transferred. This is a
critical issue because few family businesses
can withstand large tax drains on their cash
flows. The objective then is to plan and imple-
ment various valuation minimization techniques,
such as optimizing the owner/seller's pre and
post transaction compensation, which will
lessen the immediate tax impact on the value of
the ownership interest to be transferred and
allow greater cash flow to the seller/owner.

Another common problem in family successions
is figuring out a way to transfer the business

when not all the children are active in it. While
given equal amounts of the business to each
child may seem to be the most logical solution,
this approach can potentially lead not only
heated family disputes, but also to the deterio-
ration of the business’ performance. As a result,
deciding how to allocate the business to your
children is an issue that requires careful plan-
ning and consideration. Among the many differ-
ent options available to the business owner,
one alternative would be to pass both opera-
tional as well as ownership control to the active
child while making sure that the non-active chil-
dren get a fair share of the estate from other
estate assets. This option will avoid the situation
where the non-active children end up with non-
marketable interests in a business in which they
are unable (or unqualified) to make decisions
on issues impacting its management and future.

In the event that the family business is not
transferred to other family members, or sold to
outsiders for that matter, during your lifetime,
you need a plan to minimize the impact of es-
tate taxes—probably the most confiscatory tax
in the U.S. tax code. It is simply amazing the
number of business owners that fail to consider
the possibility of a premature death given the
substantial impact that such an event could
have on the business, not to mention their fami-
lies. Just the fact that estate taxes can run be-
tween 37 percent and 55 percent and that pay-
ment is due within nine months after death
should be enough motivation for any business
owner to be proactive in this area. The good
news regarding estate taxes is that they can be
minimized considerably if not totally avoided.
According to experts in estate planning this ob-
jective can be achieved through various tech-
nigues including making full use of marital de-
ductions and family trusts.

Achieving Financial Security

Most often the only source of cash for both the
departing owner and the children is the future
income stream of the business. Consequently,
in designing the succession plan the business
owner needs to address two key issues: (a)
when to transfer full control of the business to
insure that the projected income does not de-
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cline, and (b) how to extract the maximum income
from the business with the least tax impact.

For the most part, business owners should avoid
transferring control until they are quite certain that
they are giving control to the child that has both the
capability and the commitment to operate the busi-
ness successfully. An important consideration at
this point is that the business owner should remain
ready to step in and take whatever measures are
necessary at the first sign that the projected earn-
ings stream are beginning to diminish. In fact, one
relatively simple mechanism available to business
owners to deal with the issues of control is to form
a new company owned by the children who will run
it. The old company, under the control of the par-
ents, will lease its assets to the new company. If
the new company succeeds, it can eventually buy
the assets from the company owned by the par-
ents.

Dealing with the issue of extracting the most in-
come from the business with the least tax impact
requires the planning and implementation of tax
minimization strategies. In essence, a tax minimi-
zation strategy involves three separate elements:
(a) taking advantage of the differences in tax rates
between entities and an individual or between indi-
viduals, (b) applying the maximum tax deductions
available for expenses, and (c) deferring the pay-
ment of taxes for as long as possible to benefit
from the use of those funds in the interim. Imple-
menting any one of these elements can advance
you toward your desired goal of attaining financial
security. Implementing all three simultaneously
constitutes the foundation of a sound tax minimiza-
tion strategy.

Conclusion

Transferring the business to your heirs can be a
positive and rewarding process for all the parties
involved, if it is managed correctly. The secret to a
successful family business transition is structuring
a comprehensive plan for the takeover. In addition
to addressing issues related to taxation and finan-
cial security, this plan should take into account
non-monetary aspects such as the transitional pe-
riod for the management of the business, a devel-
opmental program for the new owner, and the
careful definition of the appropriate roles for the
family members involved.

When there is a single heir, son or daughter, suc-
cession planning is the least complicated model,

particularly when they have the ability and interest
to run the business. When there are multiple heirs,
however, some experts suggest that the planning
process should involve two elements: a family
council, to define the responsibilities and qualifica-
tions for the successor, and an outside advisor to
identify the potential successors and keep the
process moving forward. Once the successor has
been identified, the developmental plan will provide
him or her with the knowledge, skills and experi-
ence necessary to take over and run the business.

Without a doubt, transferring a business to your
heirs is a process that should not be underesti-
mated or undertaken in haste given the significant
impact it will have on the business, the family and
on your financial security. It is indeed a difficult
process that requires preparation and a great deal
of patience, but the end results of ensuring your
financial security as well as a family legacy are
sure worth the effort.




