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SMALL STEPS, BIG RETURNS

Baby boomers can capture tax savings by transferring ownership in businesses

By JOHN H. KRAMER
and JOHN S. PAVLOVICH

s baby boomers who own businesses
head toward their retirement years,
transferring ownership interest in their
businesses to family members is increas-

ingly showing up on their “to do” lists. This
is one task where pausing from a busy
schedule to map out a transfer plan that can
yield significant tax savings is well worth
the time.

Transferring minority, or non-control-
ling, ownership interests in a closely held
business is a successful tax planning strat-
egy. By making smaller transfers of owner-
ship over time, rather than transferring the
entire business in a single gift, the tax
impact of the transfers can be reduced or
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eliminated since minority interests are typ-
ically worth less than a pro rata share of the
business as a whole.

Additionally, by making small gifts over
time, the value of the gifts may even fall
below the annual gift tax exclusion, which is
currently $12,000 per donee, eliminating

the need to tap into any of the donor’s life-
time gift exclusion amount of $1 million.

In order to properly support the gifting
of ownership interests in a closely held
business, a qualified business appraiser
should be used. Attorneys working with
clients who require third-party business
appraisal services should be aware of new
mandatory standards instituted by the
American Institute of Certified Public
Accountants (AICPA).

Effective Jan. 1, 2008, the AICPA requires
CPAs issuing business appraisals for tax
planning and other purposes to adhere to
its Statement on Standards for Valuation
Services No. 1.

The difference in value between whole

businesses and minority interests in busi-
nesses provides an opportunity to transfer
wealth in a way that minimizes estate and
gift taxes by making relatively small gifts
over a number of years. Under current fed-
eral tax rules, a donor can gift $12,000 per
year ($24,000 with spousal gift splitting)
without using any of the donor’s lifetime
gift tax credit.

A minority interest in a business lacks
certain prerogatives of control over the
business. A controlling interest in a busi-
ness is valued at a premium relative to
minority interests for many reasons.

For example, a minority interest
investor cannot make unilateral decisions
on salary levels, dividends and distribu-
tions, asset or business sales, or important
decisions concerning the ongoing man-
agement of the business. Based on numer-
ous well-documented studies, minority
interest investments are sold for much less
than an equivalent proportionate share of
the business.

Minority interests in closely held busi-
nesses also are difficult to sell, beyond the
lack of control concept briefly described
above. When valuing a minority interest in
a closely held business, a lack of marketabil-
ity discount is typically applied in addition
to a discount to reflect a lack of control in
order to determine the true fair market
value of the interest.

Small Transfers Add Up

Take for example a company valued at
$2.5 million with 100,000 shares of common
stock outstanding. The pro-rata value per
share is $25. In this case, the appraiser has
determined that there is an estimated 45 per-
cent combined discount to reflect the lack of
control and relative lack of marketability for
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