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Small business succession planning

Succession planning is more important than ever.

In an average year, about 600,000 establishments go out
of' business, according to the Federal Reserve. The advent
of the pandemic was feared to boost that figure sharply,
which led to Congress adopting the Paycheck Protection
Plan. The legislation appears to have softened the blow of
the pandemic on business, because as of last April there
were only about 200,000 excess business closings, again
according to Federal Reserve data. About 70,000 of those
were units of major companies that did not themselves
go out of business, and 130,000 were separate businesses.
Personal services businesses were hardest hit.

The full effects of the pandemic continue to be felt, as
in the severe supply chain disruptions across the econo-
my. There could yet be more “excess” business closings.
But even in normal times, many small businesses fail.
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Sound successio
planning must
integrate business
strategies with
estate planning.

Sound succession planning must integrate business
strategies with estate planning. Such planning often
includes powerful emotional overtones and family issues
that are not easy to resolve with ordinary business logic.

Leadership for the future

A typical succession plan will have three goals: find
and motivate talented successor management, treat all
children (including those who don’t participate in the
business) equally—or fairly—and keep death taxes to a
minimum. How can these potentially conflicting goals
be reconciled?

Situation: A daughter is working hard in the family
business and has the talent to take it over in a few years.
Her brother, a busy doctor, likes to offer occasional sug-
gestions but won't materially participate in the business
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operations. The “business child” doesn’t want to build up
the value of the business only to have to share that value
equally with her brother after the parents die. A second-
ary problem is that the estate tax will be due on the full
value of the business at the parents’ deaths, even though
much of the value is attributable to the daughter’s efforts.

Possible solution: The daughter purchases a 50%
interest in the business today, giving the parents an inter-
est-bearing installment note. The note provides the par-
ents with a retirement income; following their deaths, the
note passes to the son. Thus, each child is treated equally.

The remaining 50% of the business can be given to
the daughter, her husband and their two children. By
regularly using the “annual exclusion” from the gift tax
every year and splitting their gifts, the parents can give
the daughter and her family most or all of her share of
business equity with relatively little gift tax cost.

Estate tax rvesult: The value of the business will be
removed from the estate if the gifting program is complete
before the parents’ death. The value of the note will be
taxed, but this value will not increase over time, which
effectively “freezes’ the estate tax exposure.

Situation: Two sons work for the business, but they
can't get along. Someone needs to be made the boss, but
the parents are afraid of the potential for an abuse of
authority. If one son obtains control, he might adjust his
salary and control the business so as to eliminate profits
to share with his brother. On the other hand, a son with a
minority interest might use lawsuits to challenge business
decisions, which could paralyze and perhaps destroy the

What if you prefer to sell your business?

business itself.

Possible solution: This is an especially difficult prob-
lem, but the best result all around might be for the parents
to give the entire business to one son and purchase a life
insurance policy on their own lives to create a comparable
inheritance for the other child. The child being forced
out of the business should be the owner and beneficiary
of the insurance to shield the proceeds from estate tax.

Situation: Two daughters will inherit a business as
equal partners, and they get along just fine. However,
the parents do not want any portion of the business ever
to fall into the hands of a son-in-law—they don’t want the
business to be vulnerable to a son-in-law’s creditors, or
the business to be impacted by a future divorce.

Possible solution: Create a living trust to own the
business, naming the parents as co-trustees and family
members as beneficiaries. As long as they are alive, the
parents will run the business as before. At their deaths, a
corporate fiduciary (such as us) will take over, managing
the shares for the benefit of both families.

Start now

These fictional thumbnails only scratch the surface of
the possibilities in business succession planning. A sound
plan typically will utilize the talents of lawyers, accoun-
tants and trust officers, and takes time to develop and
implement.

We have worked closely with business owners and
their professional advisors in developing succession plans.
Our experience is at your service. [

Perhaps you don’t have family members to bring into the business. Maybe you’d rather simplify your estate and retirement planning by
cashing out entirely. The Small Business Administration has prepared a guide to introduce you to the process and issues of a business
sale: (https://www.sba.gov/sites/default/files/files/PARTICIPANT_GUIDE_SELLING_SUCCESSION_PLANNING.pdf). Questions to consider before

undertaking the sale:

Do you have a history of strong profits?
A financially strong business has a lot to
offer a new owner. If your business
is struggling financially, the busi-
ness will not be as attractive
to buyers. Sometimes
a business does not
even have a market

value beyond the assets of the business.

Is the business in a location convenient

to potential buyers? Location is important

to many businesses. Some businesses can
be easily moved, others cannot.

Are your assets in good shape? Having
assets in good condition, with significant
market value and remaining useful life,
adds to your business’ value.

Do you have quality inventory and good
supplier relationships? A prospective
- <. buyer wants to see quality (e.g., fresh)
= N inventory and solid relationships with
suppliers.

Do you have a solid customer
base? A healthy list of returning cus-
tomers makes your business more

Q\ =
' valuable and attractive.

= Do you have a healthy balance sheet?
A combination of good retained earnings

” and net worth, low debt, and collectible

o accounts receivable makes for an attrac-

tive business that is worth purchasing.

© 2021 M.A. Co. All rights reserved.


https://www.sba.gov/sites/default/files/files/PARTICIPANT_GUIDE_SELLING_SUCCESSION_PLANNING.pdf

Important 2022 retirement
planning numbers

A long period of mild inflation has come to an end, and so a range of inflation
adjustments will be put into effect in 2022. These may play a role in your

own retirement planning.

SOCIAL SECURITY

Benefit increase
Wage base
Maximum benefit at full retirement age

Earnings limit before full retirement age

Earnings limit the year of reaching full retirement age

factsheets/colafacts2022.pdf 4 3 '

Catch-up contribution for 50 and older
SIMPLE plan contribution limit
SIMPLE catch-up limit

Defined benefit annual benefit limit
IRA contribution limit

IRA catch-up

The Washington Post reported that
for the period ending in September
2021, the number of retirements
among workers age 65 to 69 rose
5%, based upon Bureau of Labor
Statistics data. Yet the Social Security
Administration reported that the
number of workers starting their
Social Security benefits fell by 5%
during the same period. It was the
largest annual drop in 20 years.

Apparently more and more peo-
ple are retiring but delaying their
benefits. The Post article suggests
that several factors may contribute
to the trend:

Elective deferrals [401(k), 403(b), most 457 plans]

2021 2022
1.3% 5.9%
$142,800 $147,000
$3,148 $3,345
$18,960 $19,560

$50,520 $51,960

g/

2021 2022
$19,500 $20,500
$6,500 $6,500
$13,500 $14,000
$3,000 $3,000
$230,000 $245,000
$6,000 $6,000
$1,000
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federal stimulus checks and
expanded unemployment bene-
fits may have allowed retirees to
meet financial obligations in the
short term;

pandemic-related restrictions

at Social Security field offices
around the country reduced
access to in-person assistance in
getting benefits started; and

soaring stock market and home
prices may have enabled more
people to defer starting to
receive their benefits.

Delaying the benefit start will
result in a permanent increase in
monthly benefits for the rest of the
retiree’s life. For those born after
1943 the increase is 8% per year of
delay beyond normal retirement
age, until age 70 is reached. Normal
retirement age for the 1943-1954
age bracket is 66, so a full delay will
increase benefits to 132% of the
benefit at normal retirement age.
For someone born in 1960 or later,
normal retirement age is 67, so the
benefit increase is 124% (three years
of deferral instead of four to reach
age 70). O


https://www.ssa.gov/news/press/factsheets/colafacts2022.pdf
https://www.irs.gov/pub/irs-drop/n-21-61.pdf

PHILANTHROPY

Direct charitable gifts from an IRA

A “charitable IRA rollover” is still available to those who

have reached age 70V2. Up to $100,000 may be transferred

directly by the IRA custodian to the charity. When han-
dled properly, there are two favorable tax consequences:

The gift is not included in the donor’s taxable income, but

it does count toward satisfying his or her required min-

imum distribution (RMD) for the year. (The RMD rule
doesn’t kick in until the owner is 72, but the charitable

IRA rollover rule still uses the 70%2 age.) Many retirees

simply have directed their RMDs to charity.

The income tax exclusion for a transfer to charity from
an IRA might not seem like such a big deal. After all, one
always has been allowed to follow an IRA withdrawal by
a charitable contribution and claim an income tax deduc-
tion. But it is a big deal, because the full benefit of that
deduction is not available to all taxpayers.

e Nonitemizers. Only an estimated 10% of all taxpay-
ers still itemize their deductions. Retirees typically
have lower incomes, and so are more likely to be
using the standard deduction.

e Big donors. Percentage limits on the charitable
deduction mean that some donors can't take a full
charitable deduction in the year that they make a
gift. They can carry the deduction forward to future
years, but the charitable IRA rollover is much better.
There are no percentage limits (just the $100,000
cap), and the excluded amount is not aggregated
with other charitable gifts for the year in determin-
ing whether the percentage cap has been breached.

e Social Security recipients. An increase in taxable
income may cause an increase in the tax on Social
Security benefits for some taxpayers. The direct gift
from an IRA avoids this problem.

Watch out!

A few caveats to keep in mind.

e The donor may not receive anything of value in
exchange for the gift from the IRA. If something of
value—even as little as $25—is received, the entire
exclusion from income is lost.

e The gift must happen after the donor has reached
age 70%2, and not merely be made during the year
the donor reaches that age.

e The exclusion is only available for direct charitable
gifts from traditional and Roth IRAs, not from other
tax-qualified retirement plans.

e Married couples may exclude up to $200,000 for
direct gifts, but only if each spouse has an IRA as
the source of the donation.

e Inherited IRAs may have RMDs for younger tax-
payers. They don't get the benefit of this charitable
transfer rule. A charitable rollover may be made
from an inherited IRA, but only if the beneficiary
has reached age 70V%.

Be sure to consult with your tax advisors before
making any decisions that you might not be able
to reverse. [

Let us help you choose
the best options for
preserving your wealth.

Utilizing life insurance, revocable
living trusts, investment management
accounts and more products, our
Trust Division has a variety of options
to help you preserve your assets for
the next generation.

For more information, call
(870) 793-4441.
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