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AN MPI SPECIAL BULLETIN

THE TAX COST OF CONTROL OWNERSHIP

Estate planning isn’t easy for owners of closely held construction companies.  Many steps often used by nonconstruction companies won’t work because of the restrictions set by bonding companies on contractors.  This is particularly true of controlling shareholders.  

Control is truly a “Catch-22” for many owners.  Without control, the surety company may limit bonding coverage.  With control, the IRS can and will take an unreasonable position on shareholder values for gift and estate tax planning.  This is because the IRS will, upon death of a controlling shareholder, take the position that the equity interest is worth the proportionate share of a company’s sale or merger value and not the normally defendable discounted minority interest value.  The difference can often result in a 50% to 100% higher value for the controlling interest.  

On a recent consulting assignment with a long-time contractor client of Management Planning, we were asked to advise on the steps for reducing potential estate taxes of the controlling shareholder and CEO.  For many years, surety companies had insisted on this executive’s personal guarantee on all bonding matters.  With the company’s growth and increasing national prominence, the surety companies encouraged, if not insisted, on the development of a responsible management succession plan.  

With our knowledge of the company over the years and our valuation expertise, we were able to substantiate the advantages of his gifting 6% of the stock to bring his total voting interest to slightly under 50%.  The critical point here is that by making transfers that consisted of gifts totaling approximately $100,000 in voting stock, the CEO significantly reduced his overall estate tax exposure because the IRS could no longer apply a majority or control value to the remainder of stock in his company in an estate tax situation.

This CEO and controlling shareholder felt comfortable making this gift because of the development and substantially greater responsibility taken on by two of his children, who were active in the business.  He also made gifts of nonvoting stock to the same children and to children who were not active in the business.  

The end result was a significant reduction in estate tax exposure with nontaxable gifts of voting and nonvoting shares.  (The gifts were well within the unified gift limits of the executive shareholder.)  

Note:  The amount of stock required to exercise absolute control of a company depends on the corporation laws of the state in which the entity is incorporated.  If the state is New Jersey, or 24 others, for example, absolute control requires only a simple majority of the shares entitled to vote.  If the state is Ohio or 24 other states, on the other hand, absolute control often requires two-thirds of the voting power.  
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