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Succession planning

Transferring ownership
to the next generation

Family businesses rarely last after the second gen-
eration. So, if you want your business to continue
to thrive — even after you’ve retired — you need
to develop a succession plan for the future. One
important step in the succession planning process
is determining the best way to transfer ownership
interests to the next generation.

All in the family — or not

The first thing many business owners think

of when it comes to succession planning is
selecting a successor, and your choice likely
will have an impact on your ownership-transfer
strategies. If multiple family members are com-
peting for the job or if a nonfamily member

is best suited to take the reins, conflicts could
occur. Allowing family members to participate
in the succession planning process will help
ensure a smooth transition.

Another thorny issue is how to divide your
wealth between family members who work in

the business and those who don’t. If you want to
divide your estate equally among your children
or other family members and you have significant
nonbusiness assets, you can leave the business

to those who are active in it while still treating
everyone fairly.

If most of your wealth is tied up in the business,
remember that “equal” distribution of ownership
interests isn’t necessarily “fair.” A child who’s
spent years helping you grow the company may
object to sharing control with family members
who weren’t involved. One way to share the
wealth without diluting management control is
to give voting stock to children working in the
business and nonvoting stock to the rest.
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From one generation to the next

From a tax perspective, succession planning is
critical because the way you transfer the business
to the next generation can have significant gift
and estate tax implications. You can minimize
estate taxes by transferring business interests
during your lifetime.

With proper planning, you’ll be able to remove
these assets from your estate today without
negative gift and estate tax consequences and also
avoid gift and estate taxes on any future apprecia-
tion in value. But make sure you balance the ben-
efit of reducing transfer taxes against your desire
to maintain management control and your need
to continue to receive income from the business.

If you’re comfortable relinquishing control over the
business, the simplest strategy is to begin making
regular gifts of ownership interests, taking advan-
tage of the $13,000-per-recipient annual gift tax
exclusion and the lifetime gift tax exemption. The
increase in the lifetime exemption to $5 million
that went into effect this year provides a powerful
incentive to make lifetime gifts.




The exemption is scheduled to return to $1 million
in 2013. So if you can afford to do so, you may
want to lock in this tax savings by transferring
interests in your business by the end of 2012.

Be sure to document gifts of ownership interests
with appraisals and business valuations. They
can help avoid an IRS challenge down the road.

Other strategies

A more complex strategy to consider is transfer-
ring business interests to your family through a
family limited partnership (FLP). This can allow
you to retain some control over the business and
benefit from enhanced valuation discounts. Keep
in mind that FLPs are complex entities, and they
must be structured and operated carefully in order
to avoid an IRS challenge.

Alternatively, you might want to sell the busi-
ness to family members. By using a self-canceling
installment note (SCIN), you can even provide
for the buyers’ payment obligations to terminate
on your death without adverse tax consequences.

Tick, tock, tick, tock

This strategy can be risky, however, so be sure to
work with your tax advisor.

Finally, consider implementing an employee stock
ownership plan (ESOP). It’s a qualified retire-
ment plan similar to a 401(k) plan except that it’s
required to invest primarily in the company’s stock.
(Often the company stock is its sole investment.)

If your business is eligible, an ESOP can be a tax-
efficient means of transferring stock to employees,
whether family members or others. At the same
time, it enables you to remove some of your
equity from the business, so you can finance your
retirement or create a source of liquidity to pro-
vide for family members outside of the company.

Planning is key to survival

Family businesses come and go. Some last for gen-
erations; others fall apart quickly. To ensure your
family business continues to thrive for decades to
come, work with your tax and business advisors
and your attorney to effectively address ownership
transfer in your succession plan.

Time is running out to disclose
“hidden” foreign accounts

From time to time, the IRS offers “deals”

to taxpayers that have unreported income from
undisclosed foreign accounts and other foreign
assets. The current program — the 2011 Off-
shore Voluntary Disclosure Initiative (OVDI) —
expires Aug. 31.

The program isn’t just for “tax evaders.” Many
taxpayers unknowingly violate federal tax laws
by failing to report income from foreign accounts
or assets.

What the law requires

As a general rule, U.S. citizens and
residents are subject to federal tax
on all of their income, regardless
of the source. This includes foreign
income, subject to certain exemp-
tions and exclusions.

Whether foreign income is tax-
able or not, you’re required
to file annual information




returns reporting the existence of foreign bank
and investment accounts if their aggregate value
exceeds $10,000, as well as the existence of
certain interests in and transactions with
foreign trusts, corporations and partnerships.

Failure to comply with these requirements can
result in substantial civil penalties and even
criminal charges.

The benefits of coming clean

Voluntary disclosure provides three significant
benefits:

1. It generally eliminates the risk of criminal
prosecution.

2. It reduces the severity of civil penalties.

3. It enables you to calculate, with a
reasonable degree of certainty, what it
will cost you to become current with
your federal tax obligations.

Even if your failure to comply was inadvertent,
taking your chances with an IRS civil or criminal
investigation can be risky. If you qualify for the
OVDI program, you can settle your tax obligations
by paying your unpaid taxes, interest and accuracy-
related penalties, plus a penalty equal to 25% of
the highest aggregate balance or value of foreign
accounts and assets during the period covered by

the program (2003 to 2010) — unless the penalties
that would otherwise be imposed are lower.

In its “Frequently Asked Questions and Answers”
about OVDI, the IRS provides an example involv-
ing a taxpayer with foreign accounts. These
accounts have an aggregate value ranging from
$1,050,000 in 2003 to $1,400,000 in 2010.

Under OVDI, the taxpayer pays $140,000 in
unpaid taxes (plus interest), a $28,000 accuracy-
related penalty, and a $350,000 additional
penalty ($1,400,000 x 25%), for a total of
$518,000 plus interest. If the taxpayer doesn’t
come forward voluntarily and the IRS discovers
the foreign accounts, the taxpayer will face up to
$4,543,000 in taxes and penalties — plus interest.

Smaller penalties available

The OVDI also offers smaller penalties under
certain mitigating circumstances. For example, if
the highest aggregate balance or value of foreign
accounts and assets is less than $75,000, a tax-
payer will qualify for a 12.5% penalty instead of
the 25% penalty. And a 5% penalty is available
under certain circumstances, such as inheritance of
a foreign account with minimal account activity.

To take advantage of OVDI, you must meet sev-
eral requirements by Aug. 31, 2011, including
providing copies of previous federal income tax
returns; providing amended returns for tax years
covered by the voluntary disclosure; filing required
information returns; and paying all required taxes,
interest and penalties.

Making the next move

If you have undisclosed foreign accounts or assets,
consider participating in OVDI to preclude crimi-
nal prosecution and keep monetary penalties to

a predictable minimum. Be aware that OVDI is
designed for taxpayers who have underreported
foreign income. If you reported all of your foreign
income on previous years’ returns, but neglected
to file required information returns, you may be
able to avoid penalties by filing the delinquent
returns by Aug. 31.




Have you researched
the research credit?

In 1981, a tax credit for increasing research
activities was introduced. Congress has renewed
this “temporary” credit multiple times over the
last three decades. And as they’ve done before,
Congress has extended it for two more years,
from Jan. 1, 2010, through Dec. 31, 2011.

Although you may think this credit — also
known as the “research and development,”
“R&D” or “research and experimentation”
credit — is just for scientists or engineers, it’s
actually available to companies in a wide range
of industries, including manufacturing, health
care, technology and even retail and finance. If
your company develops new products, software
or process improvements, researching your
eligibility for the research credit can pay off.

Which activities qualify?

To qualify for the credit, research activities must:

Be designed to discover technological
information, including research in the
physical or biological sciences, engineering
and computer science,

Relate to a new or improved business
component — that is, a product, process,
software, technique, formula or invention,
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Strive to eliminate uncertainty concerning the
development or improvement of a business
component, and

Be part of a “process of experimentation.”

These activities extend beyond laboratory experi-
ments to include a variety of activities designed
to develop or enhance product performance or
functionality, manufacturing processes, or infor-
mation technology.

Simply conducting research isn’t
enough. Remember: The credit is
for increasing research activities.

There are some exceptions, however. The Internal
Revenue Code (IRC) excludes certain activities
from eligibility for the research credit, including
research conducted after commercial production
begins; research used to adapt or reproduce exist-
ing business components; market research; and
research related to style, taste, cosmetic or seasonal
design factors.

How much is the credit?

Expenses eligible for the research credit — known
as qualified research expenditures (QREs) —
include W-2 wages, supplies and a portion of
certain consulting and contract research fees
related to qualified research activities. But simply
conducting research isn’t enough. Remember: The
credit is for increasing research activities.




So, the traditional credit is equal to 20% of the
amount by which your QREs in a given tax year
exceed a base period amount. The base period
amount is calculated by first determining your
fixed-base percentage — the ratio of QREs to
gross receipts for the period 1984 through 1988 —
and then multiplying that percentage by your
average annual gross receipts (AGR) for the four
tax years preceding the current year. (But your
base period amount can’t be less than 50% of
your current-year QREs.)

For example, let’s say:

From 1984 to 1988, your company had
$200,000 in QREs and gross receipts
of $5 million, resulting in a fixed-base
percentage of 4% ($200,000/$5 million),

In 2011, your AGR for the preceding
four years is $2.5 million, so your
base period amount is $100,000
(4% x $2.5 million), and

Your QREs for 2011 total $175,000,
exceeding your base period amount by
$75,000 ($175,000 - $100,000).

Your research credit would be $15,000
(20% x $75,000).

This approach may not be effective for companies
that didn’t have at least three years of QREs and
gross receipts during the 1984-t0-1988 period.
These companies can follow the “start-up” rules
for determining the fixed-base percentage and
base period amount.

For companies otherwise ineligible for research
credits because of rapid growth in their gross
receipts, the alternative simplified credit takes
gross receipts out of the equation. This method
allows you to claim a credit equal to 14% of
the amount by which your current-year QREs
exceed 50% of your average QREs for the pre-
ceding three tax years. If you had no QREs dur-
ing those years, you can claim a credit equal to
6% of current-year QREs.

Get the credit you deserve

If you invest in activities that may qualify as
research, consult your tax advisors to determine
whether claiming the research credit would ben-
efit your company. It may also be worthwhile to
review research activities in previous years and, if
appropriate, file amended returns to claim missed
tax credits. This is particularly true for 2010. (See
“Enhanced research credit for 2010” below.)

Enhanced research
credit for 2010

If you believe your company is eligible for
research tax credits (see main article), take a
close look at your research activities in 2010.
Last year’s Small Business Jobs Act (SBJA)
lifted certain restrictions on claiming general
business credits, including the research credit,
for eligible small businesses.

Ordinarily, a business can claim research cred-
its only against the amount by which its regular
tax liability exceeds its alternative minimum
tax (AMT) liability. The SBJA eliminated this
restriction for 2010 (or, for fiscal-year taxpay-
ers, the first tax year starting in 2010). The

act also allows you to carry back 2010 credits
five years — instead of one year — creating an
opportunity to claim refunds for those years.

Eligible businesses include sole proprietor-
ships, partnerships and nonpublic corpora-
tions with average gross receipts of $50
million or less for the prior three years.
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Can you deduct an expense
If someone else pays it?

The answer is “yes,” at least according to a recent
U.S. Tax Court ruling. In Lang v. Commissioner,
the court permitted a daughter to deduct medical

expenses and real estate taxes that her mother had
paid on her behalf.

Because the mother
wasn’t legally obligated
to pay her adult daugh-
ter’s expenses, the court
found that she’d made
the payments with
“donative intent.” In
substance, therefore, the
transaction was the same as if the

mother had given the money to her daughter
who, in turn, used it to pay her expenses.

Going green with less green

A recent IRS Revenue Procedure makes it
easier and cheaper for commercial building
owners to claim tax deductions for energy-
efficient improvements placed in service in
previous years. Instead of amending prior
years’ returns, owners can take advantage of
these tax breaks with an automatic “change
of accounting method” and simply adjust
income and expense on their 2011 returns.

In addition to helping taxpayers avoid the cost
of filing amended returns, Revenue Procedure
2011-14 allows owners to reach back further
in time — potentially to the 2006 tax year. An
amended return is allowed only for the most
recent three tax years.

Borrowing against a
life insurance policy

Because interest payments are low and, in most
cases, there’s no fixed repayment schedule, bor-
rowing against a life insurance policy’s cash value
can be attractive. But if you’re not diligent about

Tibe

paying back these loans, they can generate an
unexpected tax bill. In a recent U.S. Tax Court
case — Sanders v. Commissioner — a taxpayer
learned this lesson the hard way.

The taxpayer had paid more than $10,000 in
premiums on a $25,000 life insurance policy.
Over the years, he borrowed more than $7,000
against the policy’s cash value. But he never
repaid the loans. Eventually, the insurance com-
pany terminated the policy. At the time, the

loan balance, including interest, was more than
$17,000, which exceeded the policy’s cash value.

The insurance company applied the cash value
toward the loan, which was economically equiv-
alent to the taxpayer receiving a distribution and
using it to repay the outstanding loan balance.
Even though the
taxpayer received

no cash or property,
he was subject to tax
on the approximately
$7,000 by which this
“constructive dis-
tribution” exceeded
his investment in the
policy.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other
professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2011 TXIjall
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Developments Affecting California Taxpayers

California Individual Net Operating Losses (NOLs) Are Suspended for 2010 and 2011: California NOLs are suspended for
individuals with federal modified Adjusted Gross Income (AGI) of $300,000 or more for the 2010 and 2011 taxable years. Federal
modified AGI is AGI without regard to any federal NOL. California does not allow carrybacks of NOLs. The current year's AMT
net operating loss is limited to 90% of the taxpayer’s current AMT income.

Beginning in 2011, a taxpayer is considered to be doing business in California if it meets any of the thresholds listed below: (1) the
taxpayer is organized or commercially domiciled in California; (2) the taxpayer has sales in California in excess of the lesser of $500,000
or 25 percent of its total sales; (3) real and tangible personal property of the taxpayer in California exceed the lesser of $50,000 or 25
percent of the taxpayer’s total real and tangible personal property; (4) the amount paid in California by the taxpayer for compensation
exceeds the lesser of $50,000 or 25 percent of the total compensation paid by the taxpayer; or (5) for the conditions above, the sales,
property, and payroll of the taxpayer include the taxpayer’s pro rata or distributive share of the passthrough entity’s (partnerships,
S corporations, and limited liability companies treated as partnerships) factors. In Legal Ruling 2011-01, the California Franchise Tax
Board admitted that the expanded definition may cause corporate limited partners previously subject to the corporate income tax to
now be subject to the corporate franchise tax, including the minimum tax.
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