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1 0 P i t f a l l s t o A v o i d w i t h S u c c e s s i o n

o f a F a m i l y R u n B u s i n e s s

A staggering 90 percent of

American businesses are family

owned or controlled. These range

in size from two-person

partnerships to Fortune 500 firms

and together they generate about

half of the nation's Gross National

Product1.

Unfortunately, less than one-

third of family-owned

businesses survive the

transition from the first

generation of ownership to the

second - and only 13 percent of

family businesses remain in the

family over 60 years.

Why such challenging longevity

statistics? It could be in part to the

added challenges that come with

running a family owned business

or, quite possibly, the many

hurdles that can come with

succession of that business.

Following are the top 10 pitfalls

that owners of family run

businesses should avoid when

planning their succession:

I. Transferring when the

parents are not financially

ready

Being a parent, you want the best

for your children. Some

business-owner parents who have

children that are ready, willing

and able to take over their

business sometimes put their

children’s needs above their own

and rush into succession. For

parents who are not financially

stable to transfer a business, this

premature move could be

devastating to their retirement

planning and financial security.

There are also some business

owners who may feel financially

ready but have retirement plans

that require significant funding,

which may draw from the

business impeding possible

growth. Waiting until you, the

owner, are financially prepared

for a transition is of utmost

importance to your retirement

and the success of the business.

HIGHLIGHTS

I. Transferring when the

parents are not financially

ready

II. Transferring before the

parents are mentally ready

III. Transferring to children

who do not know how to run a

business

IV. Not taking advantage of

gifting opportunities

V. Failing to document the

Terms of Agreement in

writing

VI. Trying to give everyone an

equal share

VII. Not adequately preparing

the transfer for a potential

audit

VIII. Not having your

children invest any money

into the business

IX. Not taking the time to

protect your business if the

unthinkable happens

X. Failing to review, revise

and update your succession

plan
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II. Transferring before the parents are

mentally ready

Waiting to transition until you are financially

ready is one thing – but understanding when you

are mentally ready is another story. Before a

business owner transfers ownership, they need to

assess how mentally prepared they are for an

exit.

Exiting a business that has been built by

years of hard work and dedication can be a

difficult emotional hurdle.

How involved are you in the day to day

operations of the business? What will you do

with your time when you are no longer running

the business? These answers will become the key

to understanding if you are ready to move

forward into the next stage of your life.

III. Transferring to children who do not know

how to run a business

It goes without saying that many family

members have been involved one way or another

in the family business their whole life. But being

involved and being in charge are two very

different things. Many small business owners

forget to realize that the new owners, aka most

often their children, must possess or obtain very

critical skills and experience to successfully run

the business they are taking over. If key skills

and responsibilities are missing from the

background of a successor, then a part of your

succession planning needs to be developed with

the goal to train and develop that successor into a

better and more qualified person.

IV. Not taking advantage of gifting

opportunities

There are a number of lifetime gifting strategies

that can be implemented by the business owner

to minimize, or possibly eliminate, estate taxes.

For parents who plan to transfer the business by

lifetime gifts or at their death, gift and estate

taxes will apply based on the value of the assets

transferred. To transfer the most assets at the

least tax cost, it is important to use all of the

discounts that are available. Experienced

appraisers, attorneys and accountants can help

maximize these discounts for tax purposes with

minimal impact on the family.

V. Failing to Document the Terms of the

Agreement in Writing2

Many business owners assume that when dealing

with family members there is no real need for a

formal agreement, while others find it a difficult

subject to broach, so many times there is no

written agreement. The reality is that there is less

of a chance of running into future problems if

family business owners clearly define the nature

of their relationship in writing. In the unfortunate
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event of litigation, more often than not, the

family members will find themselves arguing

over the terms of their oral agreements. With as

many recollections of "the agreement" as there

are family members involved, the opportunity is

ripe for more confusion, frustration, and anger.

VI. Trying to give everyone an equal share3

While this is a nice idea in theory, dividing your

business equally may not be in the best interest

of your business.

Management and ownership are separate

business succession planning issues.

It may be fairer for the successor(s) you have

chosen to run the business to have a larger share

of business ownership than family members not

active in the business. Or it may be best to

transfer both management and ownership to your

chosen successor and make other financial

arrangements to benefit your other children.

Trying to keep everything equal may actually

prove to be more unfair in the end.

VII. Not adequately preparing the transfer

for a potential IRS audit

For preparing the transfer of ownership, it is

important to properly value the amount being

transferred for the event of a potential audit. The

IRS has a statute of limitations of 3 years to

challenge the value gifted. It would be in your

best interest to have he business professionally

appraised before the transfer to avoid paying

more taxes at a future date. If you are audited

and cannot document the value of the business at

that time, it will be left up to the IRS to

determine the market value.

VIII. Not having your children invest any

money into the business

When you started your business you worked

hard to invest your time, money and passion to

help it grow. Some family business owners may

be tempted to offer an easier road for the next

generation – but the truth is that a vested interest

is a necessity. Families that simply gift their

businesses to their children typically destroy

their businesses and their families - usually in

that order. On the other hand, founders of family

businesses that sell their holding to family

members are typically poised for success.

When a child borrows money to invest in a

family business they are assessing their own

ability to make money and grow the

business.

IX. Not taking the time to protect your

business if the unthinkable happens

You want to give or sell interests in the family

business to family members, but you don't want
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those interests to stray outside the family if there

is a divorce or a death. Granted, we never want

to think the unthinkable, such as outliving one of

our children, but taking the time to plan for

various scenarios is beneficial to both the family

and the business should anything happen. Either

a trust or a buy-sell agreement can keep the

interests in the family regardless of future events.

X. Failing to review, revise and update your

succession plan

Some businesses make the mistake of believing

that after a succession plan is written there is no

need to revise it. This is a major oversight

mistake since succession planning is a dynamic

process that is always evolving. One child who

fully intended to take over the business may have

found a different direction or maybe a child who

never expressed interest is now involved.

Therefore succession plans must remain current

and should be periodically updated and revised.

Conclusion

Many of these ten (10) pitfalls can be avoided

with some forethought and some advanced

planning towards your family transfer of your

business. Don’t fall victim to these pitfalls as

all-too-many other businesses will. Rather, be

proactive with your planning and address these

issues in an open and honest manner. In the

long-run this will benefit all parties involved

with the family business.
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