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Business Owner Exit Options—Selling to Family Members

Selling a business to children or family members may be an option if the owner would rather not sell the business to outsiders.
Since an owner typically has invested so much both financially and emotionally in the business, selling to a family member may
provide security and peace of mind not otherwise provided when selling to a third party.

Advantages of Selling to Children/Family Members:

e Family members may be more familiar with the business and can carry on day-to-day operations with little or no
interruption.

e Customers and clients may feel more comfortable knowing that the business has remained in familiar and
satisfactory hands.

e Astrongrelationship between owner and family member will likely foster an owner’s continued involvement,
especially during any critical transition period.

Disadvantages of Selling to Children/Family Members:
e Resentment between family members might limit the growth of the business.
e Relatives may not be qualified or interested in maintaining the business.
e Mayrequire the owner to remain active in the business longer than expected.

e Can create an unexpected change in family dynamics that wasn't present before.

Tax Treatment

Similar to selling to an outsider, an owner who wishes to sell his or her business directly to a family member may engage in a
stock/equity sale or asset sale.

Corporation

Stock Sale:

If the stockholder sells his or her stock to a family member, the stockholder will recognize gain or loss to the extent the
amount received exceeds his or her basis in the corporation.

Asset Sale C Corporation:

If a C corporation sells the assets of the corporation, the corporation will recognize gain to the extent the amount received
exceeds the corporation’s basis in the asset. The nature of the gain or loss, capital or ordinary, will depend upon each
individual asset. Amounts distributed to a stockholder upon liquidation will be treated as payments in exchange for the
stockholder’s stock, and the stockholder will recognize gain to the extent the distribution exceeds the stockholder’s basis in
the C corporation.

Asset Sale S Corporation:

If an S corporation sells the assets of the corporation, the taxation will depend on whether the corporation has built-in gains.
Built-in gains are accrued on assets of a former C corporation, and are triggered if assets are sold within five years of an S
corporation election. If the corporation has no built-in gains, any gain upon the corporation’s disposition of assets will pass
through to the stockholders, pro rata, increasing the stockholder’s basis in the stock of the corporation. The nature of the
gain, capital or ordinary, will depend upon the assets sold. If the corporation has built-in gains, tax at the entity level may be
generated. Amounts distributed to a stockholder upon liquidation will be treated as payments in exchange for the

LIFE PLAN FOR YOUR BUSINESS® | SELLING TO FAMILY MEMBERS Page 2 of 4



stockholder's stock and the stockholder will recognize gain to the extent the distribution exceeds the stockholder’s basis in
the S corporation.

Partnership/LLC

Asset Sale:

If the partnership/LLC sells assets, gain associated with the sale of the assets will pass through to the owner. The nature of
the gain, capital or ordinary, will depend upon the assets sold. There is generally no taxable event upon the distribution of
proceeds to the owner since his or her basis increased upon the recognition of gain when the assets were sold.

Equity Sale:

The owner will recognize gain or loss to the extent the amount received exceeds the owner’s basis in the partnership/LLC.
Generally, the gain upon the disposition of partnership/LLC interests will be taxed at capital gains rates; however, an
exception to this rule exists with respect to gain attributable to unrealized receivables and inventory.

Options When Selling to Family Members

Intra-Family Installment Sale

In an intra-family installment sale, cash flow from the business may be used to make installment payments. The note can be
structured with lower payments in the initial years. If the arrangement meets Tax Code requirements, the owner may pay
income tax as he or she receives installments. Generally, interest constitutes ordinary income, and the balance is split
between capital gain (if any) and a return of basis. As with a gift, a sale can be made to an asset protected trust for a family
member’s benefit.

Private Annuity

A private annuity is a sale in exchange for a promise to make payments to the owner. The business is transferred to family,
and the family member in turn makes an unsecured promise to make periodic payments to the owner for the rest of his or her
life. Since a private annuity is a sale and not a gift, it allows the owner to remove the business assets from his or her estate
without incurring gift or estate tax.

Self-Canceling Installment Note

A self-canceling installment note (SCIN) is an installment note sale with a provision in the note stating that at the owner’s
death, remaining payments will be canceled. Unlike private annuities, SCINs give the owner a security interest in the
transferred business without triggering gain upfront. Each payment represents a return of basis, capital gain, and interest
income.

This material includes a discussion of one or more tax-related topics. This tax-related discussion was prepared to assist in the promotion or marketing of the
transactions or matters addressed in this material. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that
may be imposed upon the taxpayer. Taxpayers should always seek and rely on the advice of their own independent tax professionals. This writing is provided
for informational purposes only. We must necessarily insist that everyone seek and rely upon the guidance of their own professional counsel for such advice
and that such advisors must form their opinions on these matters based upon their independent knowledge and research. The cash value in a life insurance
policy is accessed through withdrawals and policy loans, which accrue interest at the current rate. Loans and withdrawals will decrease the cash surrender
value and death benefit. New York Life Insurance Company, its agents or employees may not give legal, tax or accounting advice and none is intended nor
should be inferred from the forgoing information. The Nautilus Group is a service of New York Life Insurance Company. SMRU 1677326 (Exp. 03/16/2024)
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