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Th e Concept…
 ■ Estates are highly taxed. In 2016, the top federal estate tax rate is 40% and the applicable 

exclusion amount is $5,450,000.

 ■ Family business owners can reduce their potential estate tax liabilities by transferring the 
business to younger family members who want to manage and grow the business.

Technique: Lifetime Gift s…
 ■ Business owners can use lifetime gifts to transfer a business interest. To reduce the 

federal gift tax, owners can take advantage of the federal gift tax exemption, gift tax annual 
exclusion, gift splitting between spouses, and the gift tax marital deduction.

 ■ The federal gift tax exemption allows an individual to make taxable lifetime gifts and 
taxable estate transfers up to the exemption amount ($5.45 million for 2016) without 
incurring tax. This means a business owner can make a partial or complete transfer of the 
business to the next generation sheltered from gift taxes.

 ■ The gift tax annual exclusion lets an individual give up to a certain amount per year 
($14,000 in 2016) to an unlimited number of individuals free of federal gift tax. It must be a 
gift of a present interest to qualify.

 ■ Gift splitting allows married couples to treat gifts made from the separate property of one 
spouse as if each spouse gave half of the gift. This eff ectively doubles the gift tax annual 
exclusion amount (to $28,000 in 2016).

 ■ The unlimited marital deduction allows a business owner to transfer a business interest 
to a spouse completely sheltered from the gift tax. This marital transfer shifts some or all 
business growth to the spouse’s separate estate. 

Technique: Private Annuities…
 ■ A business owner can sell the business interest to family members in exchange for a 

private annuity or an installment promissory note. This technique shifts future appreciation 
of the business to the buyer and assures the seller of a future stream of income

 ■ This technique also spreads the seller’s taxable gain on the sale over the payment period. 
However, if proposed regulations issued by the IRS on October 17, 2006, are made fi nal, 
the seller will have to recognize any gain on the transfer of property in the year of the 
transfer instead of spread out over the annuitant’s life expectancy.
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Technique: Changes in Business Form…
 ■ Changing the form of a business (e.g., to a family limited partnership or limited liability 

company) or restructuring the capital of a closely-held business (corporate recapitalization) 
can freeze the value of an older family member’s business interest at its current level.

 ■ Business owners may use such changes to reduce the estate tax value of a business 
interest while shifting the business’s future growth in value to the younger generation.

 ■ A business owner must have professional help to navigate special IRS valuation rules 
designed to regulate estate-freezing techniques.

Technique: Equalizing Inheritances…
 ■ Often, a business owner will have some children who are actively involved in the day-to-

day operation of a family business and some who are not. Because the business is likely to 
make up the majority of the estate, if the owner bequeaths the business to those who are 
active participants, there is a need to equalize the inheritances for those working outside 
the business (assuming remaining estate assets are insuffi  cient to provide this balance).

 ■ Life insurance provides a solution. The owner can purchase insurance on his or her own 
life and name non-participating family members as benefi ciaries. The face amount should 
represent the amount needed to equalize their inheritances.

 ■ The business owner may also encourage non-participating children to purchase the 
policies themselves, then make gifts of the annual premiums using the gift tax annual 
exclusion.

 ■ Inheritances are not identical, but are equitable, which preserves family harmony. Children 
active in the business are freed from the burden of having to buy out inactive family 
members when the business can least aff ord it. Children outside the business receive cash 
instead of a business asset they need to sell—a win-win scenario.

Th e Bottom Line...
Shifting business interests to younger family members can have the dual benefi t of saving 
estate taxes while assuring the younger generation that their involvement in the business will 
continue into the future. 
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Summary
A family business is a sizable asset—often large enough to expose the estate to the federal estate tax. In 
2016, the applicable exclusion amount is $5,450,000 and the top federal estate tax rate is 40%. Because 
this tax can be diffi  cult or even devastating for the heirs and the business, owners of family businesses 
often seek to reduce potential estate tax liabilities by shifting the future growth of their businesses to 
younger generation family members.

Techniques for Shifting Future Growth
The various techniques for shifting future business growth can be grouped under three general 
categories. A lifetime gift of a business interest to family members can take advantage of gift tax 
exclusions and deductions, eff ectively reducing the size of the business owner’s estate. The sale of a 
business interest to family members can be made in exchange for a private annuity or installment note. 
A change of business form can freeze the value of an older family member’s business interest at its 
current level.

Lifetime Gifts
With a unifi ed exemption amount at $5.45 million in 2016, a business owner can pass along partial or 
even complete ownership of the business to children free of gift taxes. The annual gift tax exclusion 
($14,000 for 2016) limits the amount the business owner can give each individual recipient per year free 
of federal gift tax. To qualify for the exclusion, it must be a gift of a present interest.

A married business owner can elect to split the gift with a spouse, eff ectively doubling the amount that 
can pass free of the federal gift tax each year (to $28,000 in 2016). This strategy applies even if the gift 
is solely the property of one spouse. 

A married business owner can also choose to shift some of the business growth to the spouse’s 
separate estate. The unlimited marital deduction will shelter these marital transfers from the gift tax.

Private Annuities, Installment Sales
A business owner can shift future appreciation of the business to the younger generation by selling 
a business interest in exchange for a private annuity or installment. This assures the seller of a future 
stream of income and spreads any taxable gain on the sale over the payment period. However, 
proposed regulations issued by the IRS on October 17, 2006, if fi nalized, would cause the seller to 
recognize any gain on the transfer of property in the year of the transfer instead of spread out over the 
annuitant’s life expectancy.
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Changes in Business Form
Changing the structure of the business can freeze the estate-tax value of an older family member’s 
business interest by shifting the business’s future growth in value to younger family members. 
Techniques include changing the business to a family limited partnership or limited liability company, or 
undertaking a corporate recapitalization.

Equalizing Inheritances
Business owners face a dilemma in passing a business to multiple children if they are not all actively 
involved in day-to-day operations. Inactive children may not want the hassle of selling their interest for 
needed cash, and active children may struggle to come up with the cash to purchase their siblings’ 
unwanted interests. 

One solution is for the business owner to bequeath the business to those children active in the business, 
then equalize inheritances for inactive children (assuming the remaining estate assets do not equal the 
value of the business) through a purchase of life insurance. The business owner can buy the policy and 
name those children as benefi ciaries, or the children can buy the policies with the owner gifting them the 
annual premiums under the annual gift tax exclusion. Either way, the inheritances, while diff erent, will be 
of equivalent value.

When considering any of these techniques for transferring business interests to save estate taxes, it’s 
a good idea to seek professional help in deciding which works best in a given family situation. This is 
particularly true in considering a change in business form, which can run afoul of strict IRS valuation rules 
designed to regulate the use of estate-freezing techniques

.

Page 5 of 6



Copyright © 2004-2016, Pentera Group, Inc. 921 E. 86th Street, Suite 100, Indianapolis, Indiana 46240. 
All rights reserved.

This service is designed to provide accurate and authoritative information in regard to the subject matter covered. It is 
provided with the understanding that neither the publisher nor any of its licensees or their distributees intend to, or are 
engaged in, rendering legal, accounting, or tax advice. If legal or tax advice or other expert assistance is required, the 
services of a competent professional should be sought.

While the publisher has been diligent in attempting to provide accurate information, the accuracy of the information 
cannot be guaranteed. Laws and regulations change frequently, and are subject to diff ering legal interpretations. 
Accordingly, neither the publisher nor any of its licensees or their distributees shall be liable for any loss or damage 
caused, or alleged to have been caused, by the use of or reliance upon this service.

U.S. Treasury Circular 230 may require Pentera Group, Inc. to advise you that “any tax information provided in this 
document is not intended or written to be used, and cannot be used, by any taxpayer for the purpose of avoiding 
penalties that may be imposed on the taxpayer. The tax information was written to support the promotion or marketing 
of the transaction(s) or matter(s) addressed and you should seek advice based on your particular circumstances from an 
independent tax advisor.”

Page 6 of 6


	Section: Business
	TITLE: TRANSFERRING A GROWING BUSINESS TO FUTURE GENERATIONS
	date: January 2, 2017
	Presented for: Client Name Fillable
	Presented by: Agent Name Fillable
	Contact Info 1: Line 1 Contact Information
	Contact Info 2: Line 2 Contact Information
	Contact Info 3: Line 3 Contact Information


