
USE OF LLCs IN ESTATE PLANNING

The Limited Liability Company (LLC) has become the entity of choice in the US for small businesses that are not publicly owned.  It combines some of the best attributes of corporations and partnerships.  It combines the limited liability of corporations with the flexibility and single taxation of partnerships.

HISTORY.   The LLC is a fairly recent phenomenon.  It grew out of some Internal Revenue Service rulings in 1989-1992, and was further ratified by a federal statute and regulations in 1996.  Prior to the advent of the LLC, many wealthy families used the family limited partnership as an estate-planning vehicle.  The LLC is superior to the family limited partnership in many ways, the most important being that you don't need a general partner who is fully liable for the debts of the entity.  In an LLC, all of the members can have limited liability.

The family limited partnership and, later the LLC, was used by families as an estate-planning device to transfer their equity in the family business to the next generation.  They were able to do this while still keeping control of the entity, either as the general partner in a limited partnership or as the managers in the LLC.  The core of the estate-planning advantage was that the parents could transfer memberships to the next generation at a substantial discount from their current market value.

DISCOUNT CALCULATION.   For gift purposes, the memberships were transferred based on an adjusted market value that was calculated by applying two discounts.  The first was a discount because the company was not publicly traded, and the second was a discount because the shares given to the heirs were minority shares.  The discounts meant that the original market value was reduced by a percentage amount.  If, for example, the discount was 25 percent, the current market value was reduced by a 25 percent figure.  By applying those two discounts, people could reduce the value of their memberships between 25% and 50%.  . If the business shares or memberships were transferred after death pursuant to a will, the business would be valued at its full market value without the discounts.  Right there you can see the financial advantage.

OTHER ADVANTAGES OF THE LLC.  Another advantage of both entities was that they provided a way so the parents could gradually bring the next generation into the operation and management of the business.  Starting out with a small number of shares, they would have a smaller role.  Gradually, as their shares grew and they grew older, they would take a more active leadership role in the business, and take it over when the parents retired.

If the LLC is also paying out regular income subject to income taxes, some of the income could be transferred to the second-generation children.  This would allow a shift of income from the higher income-tax brackets of the parents into the lower income-tax brackets of the children.  They could use it for graduate school, home purchases, foreign expeditions etc.

TIME & MANNER OF TRANSFER.  The grantor parents could transfer a small number of memberships each year and take advantage of their annual exclusion from gift tax of $11,000 per child per year from each parent.  Thus, for two parents and two children, that would be a maximum allowable nontaxable gift of $44,000.  Or, in the alternative, the parents could transfer a large number of memberships during one year and simply reduce the value of the amount transferred above $44,000 from their lifetime estate tax exemption.

ESTATE TAX EXEMPTION.  The Chart below shows each person’s lifetime exemption from estate taxes.  As your estate grows beyond the exemption your potential estate tax bill increases from 55% to 66%.

	YEAR
	WA Exempt
	US Exempt

	2005
	$1,500,000
	$1,500,000

	2006-8
	$2,000,000
	$2,000,000


STRUCTURING THE LLC.  One of the key features of this device was the parents’ desire to remain in control of the business while the children were still young and learning the business.  The family limited partnership and the LLC facilitated this very nicely.  In the LLC, the owners could use the manager alternative and appoint themselves as managers in the LLC organizational documents.  Even if they chose to go with a simpler member-managed alternative, there were still many devices for retaining control.  For example, they could have two different classes of memberships: one with voting rights, and one without.

There is a great deal of flexibility in structuring the membership’s rights in an LLC.  In addition to different voting rights, you can also have special allocation rules regarding the sharing in profits and losses and the cash flow.  In other words, just because a member had 10 percent of the memberships in the company did not necessarily mean he/she must share in 10 percent of the profits and in the cash flow.  A different percentage could be assigned.  This is known as a "special allocation."  This must be set forth in the LLC agreement.

SHIFTING SALE PROCEEDS TO HEIRS.  In the preceding paragraphs we discussed the use of the family LLC as a device for transferring control of the business to the next generation, who would be the future operators.  This doesn’t necessarily have to be the case.  One could also transfer control to the next generation by using the discounted gift device simply for purposes of sale.  The control could be transferred when a future sale is contemplated; so the proceeds of the sale would flow to the next generation rather than being included in the parent's tax bill.

LIMITS FOR SERVICE BUSINESSES.  There are some restrictions you need to be aware of.  The major one is known as the Family Partnership Rule.  Under this rule the ability to do the discounted transfer to the next generation is not available if the business is primarily a "service business".  The business must be a capital-intensive business.  This requires investment in real property, inventories, or equipment.  Strictly service businesses do not qualify for the discounted transfer.  If your business has a combination of personal services and capital your CPA will have to review the entire situation carefully.  A mixed business may not qualify.

The second requirement is that the grantee family member who receives gift shares must have a real capital interest in the LLC.  This means that he/she must have the ability to sell his/her interest and receive the proceeds of the sale, to vote on certain major decisions, and have other attributes of membership.  We can do the special allocations, but we can’t take away all of the grantee members’ rights.

DO YOU NEED A FAMILY LLC?  One of the key considerations in deciding whether to use the LLC for wealth transfer is the size of your estate.  Take a look again at the chart above.  Notice how the lifetime exemption of each spouse starts at $1,500,000 in 2005 and goes up to $2,000,000 in 2008.  For two spouses, those numbers are doubled.  If your total marital estate is well below those exemptions, you will have less concern about considering the use of the LLC as a wealth-transfer device.  You simply don’t need it at this time.  However, estates are growing over time, and there is always the possibility of inheritance from older generations; these need to be taken into consideration.  We could do some minimal structuring in the LLC to leave the door open for this kind of planning in the future.

NON-FAMILY MEMBERS.  Another consideration is that the Family LLC device is used primarily when the family business is wholly owned by members of the family.  It is possible to have one with non family members, but it is awkward.  This is something that needs to be worked out openly and carefully.  Certainly, the non-family member(s) would have to be comfortable with the prospect of the future transfer of the parent's interest in the LLC to their children.

COMMUNITY PROPERTY LAWS. The Family LLC does not change any of the applicable community property rules.  All of the earned income of both spouses is community property under Washington state law, unless you specifically agree otherwise.  An inheritance specifically naming just one of you will be separate property, unless you agree otherwise.  When existing assets are transferred into a Family LLC these normally should be community property assets.  Separate property can be converted to community property by agreement of the spouses.
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