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Transferring the Business to Children or 

Employees: A Recipe for Disaster? 
(Step Five)

 
How do you successfully transfer your business to a child, key employee or co-
owner? The most successful method is to follow a recipe that mixes, in equal 
measure, three key ingredients: 

l One part: the ability, experience and dedication of the prospective new 
owners;  

l One part: a company with strong, consistent cash flow and little debt; 
and  

l One part: a transaction designed to prevent income taxes from eroding 
the cash flow available to you, the seller.  

It should be obvious that a business cannot be successfully transferred unless 
the new ownership is capable, nor can we expect the transfer to be successful 
if the business itself lacks the ability to provide an ongoing stream of income 
with which to pay for the business acquisition. What may not be so obvious; 
however, is the corrosive affect of income taxation upon the transfer of a 
business to "insiders" — children, key employees or co-owners. Let's look at 
two key facts associated with transferring business to an insider. 

First, your children or key employees may not have cash to buy you out. 
Therefore, any sale may take many years to complete — a potentially risky 
prospect. Further, all of the cash used to purchase your ownership may come 
from one source: the future cash flow of the business after you have  
left it. 

Second, without planning, the cash flow can be taxed twice. It is this double 
tax, (sometimes totaling more than 50 percent) that can spell disaster for many 
internal transfers. Through effective tax planning, however, much of this tax 
burden can be legally avoided. Witness what Karl Clark did. 

Karl Clark agreed to sell his company to a key employee, Sharon Smith, for $1 
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million. This value was based on the company's annual $250,000 cash flow, 
which Karl historically took in the form of salary. While Karl understood that 
Sharon could not pay $1 million (nor could she secure financing), he did think 
that she could buy out the company over a five- or six-year period, using the 
available cash flow of the company. 

Karl's calculations were way off the mark. The time needed for a buy out was at 
least 10 years. But why were his calculations so off base? In a word, taxes — 
actually in two words, double taxation. Without proper planning, this is what 
happens if Sharon buys the company (and what can happen to you when you 
attempt to sell your business to your children or employees): 

1. Sharon receives the cash flow ($250,000 per year) and is taxed on it at 
a combined federal and state tax rate of 40 percent (These rates may 
vary dependent on total income and your state's tax rate).  

2. Sharon pays $100,000 in taxes (40 percent of $250,000). This is the 
first tax on the business's cash flow.  

3. Sharon pays the remaining $150,000 (net after tax) to Karl.  

4. Karl pays a 20 percent capital gains tax on the $150,000 he has 
received for the sale of his ownership interest, or $30,000 in taxes. This 
is the second tax on the original stream of income from the business. 
The result?  

5. The company distributed $250,000 of its cash flow, but Karl was only 
able to put $120,000 in his pocket.  

Without proper tax planning, you too may experience an effective tax rate 
that could be excess of 50 percent on the company's available cash flow 
used to fund your buyout. This is likely to prevent, as it did for Karl and 
Sharon, a consummation of the sale of the business. 

How might you avoid disaster and design your sale to minimize taxes and 
maximize the opportunity for success? 

1. Plan. Like Karl, you should have a plan that yields you a greater after-
tax amount for the sale of your company. Since the cash flow of the 
company may likely increase, the key is to provide Uncle Sam a smaller 
slice of the available cash flow.  

2. Use an experienced advisory team, usually consisting of a business 
attorney, CPA and insurance or financial professional. They should 
understand the importance of tax sensitivity to both seller and buyer in 
order to make more money available to you.  

3. In addition, you and your advisors should use a modest, but defensible 
valuation for the company. Because a lower value is used for the 
purchase price, the size of the tax bite is correspondingly reduced. The 
difference between what you will receive from the sale of your business, 
at a lower price, and what you want to be paid to you after you leave 
the business is "made good" through a number of different techniques 
to extract cash from the company after you leave it.  

Tax planning for the transfer of your company to an insider takes time, it takes 
planning, it takes knowledge, but it can possibly save a tremendous amount of 
money. Take time now to begin the planning process. 

l Learn as much as you can about how to best accomplish the transfer of 
your business.  

l Seek the advice of your advisory team sooner rather than later.  

l Act sooner rather than later. Taking action sooner rather than later may 
help your business transfer recipe provide a tastier result. Bon appetit!  

Subsequent issues of The Exit Planning Review™ discuss all aspects of Exit 
Planning. The provider of this Newsletter (Hank Weatherby) offer you unbiased 
information about what you may need to know — How To Run Your Business 
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So You Can Leave It In Style™. 

^Top 
 

  

 
DISCLAIMER: The information contained in this article is general in nature and is not legal advice. For information regarding your particular 
situation, contact an attorney or tax advisor. This newsletter is believed to provide accurate and authoritative information related to the subject 
matter. The accuracy of the information is not guaranteed and is provided with the understanding that none of the providers of this newsletter, 
including Business Enterprise Institute, Inc., is rendering legal, accounting or tax advice. In specific cases, clients should consult their legal, 
accounting or tax advisors.  
 
The example provided is hypothetical and for illustrative purposes only. It includes ficticious names and does not represent any particular person 
or entity.  
 
Circular 230 Disclosure: To ensure compliance with requirements imposed by the IRS under circular 230, we inform you that any U.S. Federal 
tax advice contained in this communication, unless otherwise specifically stated, was not intended or written to be used, and cannot be used, for 
the purpose of (1) avoiding penalties under the Internal Revenue Code or (2) promoting, marketing, or reccommending to another party any 
matters addressed herein.  
 
Pursuant to recently-enacted U.S. Treasury Department Regulations, we are now required to advise you that, unless otherwise 
expressly indicated, any federal tax advice contained in this communication, including attachments and enclosures, is not intended or 
written to be used, and may not be used, for the purpose of (i) avoiding tax-related penalties under the Internal Revenue Code or (ii) 
promoting, marketing or recommending to another party any tax-related matters addressed herein.  
 
© 2006 Business Enterprise Institute, Inc. All Rights Reserved.  
 
Our mailing address is Bloomfield CT 06002-2463.  
 
Exit Planning Information & Education for America's Business Owners 
 
Unsubscribe to this newsletter 
 

  

Page 3 of 3Issue 6 - Transferring the Business to Children or Employees: A Recipe for Disaster? (Step Five)

http://exitplanningforadvisors.com/product_issue_display.aspx?product_id=7&issue=6&advisor_id=4601

