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Why is it important for a family owned business to
have a succession plan?

Much of the wealth and income of the typical family
business owner is in the business. The death of the
founding owner often challenges successors to
preserve the business value and to maintain family
harmony. A good succession plan will increase the
likelihood of either a successful transfer to the next
generation or a favorable sale.  A family business
owner faces the following challenges:

• Minimizing federal estate taxes - Although the 
future of the federal estate tax is uncertain, under 
current law, a decedent’s estate worth more than 
$2 million may be subject to a 46 percent tax due 
nine months after death. A family business owner 
can reduce the estate tax by transferring or freezing 
business value through gifts, fair market value 
sales, grantor retained annuity trusts and option 
transfers. The estate tax may be reduced further by 
creating minority interest discounts, using all 
available exemptions and deductions, and, in some 
circumstances, paying the tax in installments over 
15 years. Coordinating use of the various lifetime 
techniques and the testamentary federal and state 
tax exemptions, deductions and deferral 
opportunities is critical.

• Generating sufficient liquid assets for taxes, expenses 
and business continuation - The key here is to 
avoid a forced sale of the business, especially in a 
start-up situation or a down business cycle. A 
variety of lifetime and testamentary techniques may 
generate the necessary liquidity. For example, if 
there are multiple owners, a buy-sell or shareholder 
agreement may be appropriate. If the business has 
cash or access to cash and the decedent’s interest 
meets certain requirements, it may be possible to 
redeem part or all of the estate’s equity without 
income tax consequences. Often a simple solution 
is to obtain life insurance or to recapitalize the 
company to reduce estate tax exposure.

• Providing for interim management - Whether the 
business will remain in the family or be sold after 
the founder’s death, there should be a plan for 
continuation of the business. In addition to 
providing for interim management, a succession 
plan also may specify incentives for maintaining the 
value and profitability of the business, retaining key 
employees, and keeping important customers. If no 
family member is able and willing to step 
immediately into management, it will be necessary 
to identify someone to manage the business until it 
is sold or a family member is ready to assume a 
leadership role. If there is not an obvious candidate, 
some founders choose to appoint a committee 
composed of family members, trusted advisors and 
other family business owners to manage the 
business on an interim basis. Even if family members 
are obvious choices for management, a 
committee may be advisable to assist in decisions 

concerning management compensation and 
division of duties.

• Determining how to divide interests among surviving 
family members - If no beneficiary of the founder is 
active or likely to become active in the family 
business, then the goal generally is to maintain the 
value of the business until a favorable sale - 
sometimes through an option to top management - 
is completed. Alternatively, if the ultimate goal is to 
transfer the business to the founder’s children, the 
planning challenges may be more difficult, 
especially when there are some children who are or 
may become active in the business and some 
children who are not. Often, there are conflicting 
desires to treat all of the children equally but to give 
the actively involved children control of the business 
and all or a substantial portion of the equity, so they 
will have an incentive to perform their best. Multiple 
techniques are available to address the resulting 
issues. For example, special allocation provisions in 
the founder’s estate plan could be used to correct 
any imbalance in the shares of active and non-active
children. If sufficient non-business assets are not 
available, the children who are active in the business
could purchase additional equity interests from their 
siblings on terms prescribed by the founder. If it is 
desirable or necessary to allocate at least a portion 
of the business to children who are not actively 
involved, business recapitalization, for example, 
with voting common interests for the active children 
and non-voting preferred interests having a 
reasonable coupon for the non-active children, may 
permit sharing of value and control as the founder 
believes will achieve the best result.

Is it ever too early to create one?
Not if you desire to preserve your business and help
your family.  Moreover, the less valuable the company
at the time a succession plan is created, the easier it is
to reduce tax and provide liquidity.

What key areas should a solid plan address?
It should address: (i) estate tax minimization and/or
deferral, (ii) whether the business should be retained in
the family or sold, or, if not decided, a framework for
others to decide, (iii) interim management, including
incentives for key people to stay with the business, (iv)
if the business is to be retained, allocation of control
and equity among the beneficiaries, (v) whether
beneficiaries should receive assets in trust (to provide
asset protection, achieve tax benefits, ensure ultimate
passage to the intended beneficiary, etc.) or outright
(to provide more control, increase efficiency, reduce
expenses, etc.), and (vi) titling of assets between
spouses to balance sometimes competing asset
protection and tax minimization objectives.

What are the common mistakes?
Procrastination is the biggest. Succession planning is
sometimes delayed if there is not an obvious choice for
successor management, in order to avoid making

difficult (and sometimes painful) choices between
children, or because of a here and now focus that can
arise due to the most urgent demands of the business.
Procrastination not only creates a risk that the founder
could die without a succession plan, but if the business
appreciates significantly during the delay, it also could
result in lost opportunities to minimize estate tax.
Another relatively common mistake is to rule out the
use of life insurance because it is perceived as a poor
financial investment.

How often should you review a succession plan?
Since family and business circumstances, as well as
tax laws, undergo rapid and unpredictable change, you
should review your succession plan every three to five
years.
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