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Transferring Your Company to a
Business-Active Child

Lao Tzu, the ancient Chinese philosopher, may not have been a

closely held business owner, but he had it right, 2,500 years ago,

when he said that “A journey of a thousand miles must begin with a

single step.” Many family business owners face such a journey – a

journey that begins with the decision to transfer the business to

children and ends only when the final ownership interest is

transferred.

So, when you decide to transfer your ownership to a business-

active child, which exit path should you follow? Fortunately, there

are a variety of options available to meet each business owner’s

unique needs. This newsletter addresses some of the most

common business-active child transfer techniques – gifting

ownership, selling ownership and transferring ownership via a stock

bonus.

Choosing the most appropriate technique begins with establishing your overall ownership transition

objectives — this is the real starting point for any kind of owner-based Exit Planning. In Exit Planning, it is

critical for business owners to identify their objectives and resources before proceeding with the Exit

Planning Process.

The resources available to you may include the current value of your business, the projected future cash

flow (excess profit) that your business is likely to generate, and the base value and likely income stream

generated by your non-business assets. A successful plan design should use these available resources to

satisfy your financial requirements and objectives of not only transferring a business interest to a child, but

also helping to ensure your financial security during and after the ownership transfers to the business-active

child.

To determine your exit objectives, you should answer the following questions:

• How much longer do you want to stay involved with (and in control of) the business?
• How much money do you want or need after you no longer own the business?
• To whom do you want to transfer the business?
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If you wish to transfer your business to an employee or to a child, you also should review the following

questions:

• How important is it that your successor owner experience the financial strain often associated with
the early years of business ownership (the same way that you did)?

• Should your successor be expected to “pay” for part or all of the business?
• How important is overall estate, gift and income tax minimization to you?
• How do you want to balance the distribution of your total estate at your death (among your family

members, charities and other beneficiaries)?
• How quickly do you want to transfer “meaningful” ownership to the business-active child?

The answers to these questions provide the basis for determining which transfer technique is most

appropriate for your specific situation – whether it’s gifting ownership, selling ownership or transferring

ownership via a stock bonus. Each transfer method typically has different tax and other consequences.

To best illustrate each type of transfer method, we will look at the case study of business owner Ted Stevens

and his business-active child Sharon O’Meara throughout this series of articles.

When Ted Stevens approached his advisor about transferring his $5 million S corporation to his business-
active child, Sharon O’Meara, he told his advisor that he wished to transfer 20 percent of his ownership to
Sharon as soon as possible and he did not need any money from this initial transfer of ownership. Ted’s
business had a free cash flow of $1 million per year. (It’s important to note that “free cash flow” refers only to
the profit of the business that is available for use in planning – i.e., does not have to be retained by the
business or used to fund future growth, so it is usually distributed to the shareholders in the form of S
distributions.) Ted’s business was somewhat mature and stable, so in his case all of the profit of the
business was able to be distributed to owners.

A valuation specialist determined that the value of 20 percent of Ted’s business, after using appropriate
discounting techniques, was $650,000. The company’s owners expect an ordinary income tax rate of 40
percent, a capital gains tax rate of 20 percent (15 percent federal and 5 percent state) and the gift tax rate is
45 percent.

After gathering the details of the business and assessing Ted’s objectives, his advisor reviewed Ted’s

transfer options with him, which included a stock sale, a transfer using a gift or a stock bonus.

The information contained in this article is general in nature and is not legal, tax or financial advice. For information
regarding your particular situation, contact an attorney or a tax or financial professional. The information in this newsletter is
provided with the understanding that it does not render legal, accounting, tax or financial advice. In specific cases, clients
should consult their legal, accounting, tax or financial professional. This article is not intended to give advice or to represent
our firm as being qualified to give advice in all areas of professional services. Exit Planning is a discipline that typically
requires the collaboration of multiple professional advisors. To the extent that our firm does not have the expertise required
on a particular matter, we will always work closely with you to help you gain access to the resources and professional
advice that you need.

This is an opt-in newsletter published by Business Enterprise Institute, Inc., and presented to you by our firm. We
appreciate your interest.

Any examples provided are hypothetical and for illustrative purposes only. Examples include fictitious names and do not
represent any particular person or entity.
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