FOCUS SMALL BUSINESS PLANNING

Rescuing Retained Earnings
And Mitigating The Double Tax

BY ROCCY DEFRANCESCO

HOUSANDS OF C CORPORATION
T owners get hit every year with both

corporate and ordinary income taxes
because they have retained earnings. What
options are there to remove those earning
from the company so as to mitigate this
double tax?

The solution is to leverage a pre-
ferred/non-preferred limited liability com-

A schematic detailing how the LLC
works is shown in the chart.

What happened in the schematic? First,
the company invested $1,000,000 of re-
tained earnings in the LLC (1). The compa-
ny then paid back its $1,000,000
investment, plus a long-term rate of return
pegged to the long-term AFR interest rate
{using simple interest). The return is guar-
anteed by a preferred life insurance policy

does not have to repay the loan out of
pocket (4)(4a)).

What was accomplished? The owner of
the C corporation removed 85 cents on the
dollar of retained earnings so the money
could grow tax-free and come out of the life
insurance policy tax-free when the owner is
retired. Without using the above tech-
nique, the owner would have had to take
the retained earnings home as W-2 income,
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ferred LLC in two ways
to remove the retained

managing member of the LLC.

These options are superior to one with
which most clients and advisors are famil-
iar: having the company pay the owners a
year-end bonus. That bonus is deductible
for the company but 100% taxable income
for the employee. Bonusing out retained
earnings is painful because the company al-
ready paid a sizable corporate tax on the
earnings when retained.
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on the employer/owner’s life, which LLC
purchased using 15% ($150,000) of the re-
tained earnings invested (2).

Next, the owner invested $850,000 of
the $1,000,000 in retained earnings in a
cash value life insurance policy on the em-
ployer/owner’s life, the purpose of which is
to build wealth. The employee/owner, as
managing member of the LLC, used the
LLC to borrow the money from the life in-
surance policy income tax-free (usually
during retirement (3)). The LLC passed the
tax-free borrowed money to the employ-
ee/owner through special allocations (3a).

The loan from the life insurance policy
is then paid back to the life insurance com-
pany at the death of the key employee
through a reduction in death benefit
{meaning the owner/employee or his estate
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earnings in a tax-favorable manner.

Option 1: Transfer the retained earnings via
the LLC to a son or daughter who is a non-pre-
ferred managing member. Most pre-retirees
who choose this option stand to pay a large
estate tax. They also have no need for addi-
tional retirement income and can't gift
enough money out of the estate to lessen
the estate tax.

If a child becomes the non-preferred
managing member, using his/her life to
purchase the insurance, an estate transfer
can be accomplished. The parent business
owner who would normally remove the re-
tained earnings through a bonus from the
company (which is income taxed), sets up
a situation where the children (as the non-
preferred managing members) can access

» continued on page 38
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EARNINGS AND TAX

| continued from page 34

the cash value in the policy owned by the
LLC without gift, income or estate taxes.
This is a powerful estate planning solution
that guarantees an investment return to
the C corporation.

Option 2: Make the non-preferred manag-
ing member an irrevocable life insurance trust
(ILIT). Again, the business owner probably
has a large estate and estate tax issue. The
conventional way to obviate estate tax—
purchasing life insurance—is a problem in
most traditional estate plans because the
client has to pay large premiums. This also
creates gift tax problems when gifting the
premium to an ILIT.

When using the preferred/non-pre-
ferred LLC structure, instead of buying a
cash building policy for retitement income,
the LLC would buy the largest guaranteed
death benefit possible on the life of the re-
tiring business owner. When the business
owner dies, the LLC (which the ILIT par-
tially owns) will receive a large death bene-
fit that will pass income and estate tax-free
to the heirs.

The use of an ILIT in the LLC structure

with retained earnings has two powerful
benefits:

» The premium for the life policy in the
LLC is paid for with pre-tax dollars (re-
member that the business owner would
normally have taken the retained earnings
out and paid tax on it before gifting it to an
ILIT); and

» There is no gift tax issue when funding
the life policy in the LLC. Normally when a
client funds a sizable premium for a policy
owned by an ILIT, the client must use
his/her gift tax credit or pay a large gift tax.
There is no gift when implementing the
LLC technique and, therefore, no gift tax is-
sues.

CONCLUSION

With the preferred LLC structure, clients
can remove approximately 85% of the re-
tained earnings from the company without
tax, giving the business owner access to the
money income tax-free in retirement.

In the event the business owner is too
old to use life insurance as a retirement
tool, the LLC structure could be used to
move money to a child income and estate
tax-free by making a child or an ILIT the
non-managing member.

TRIPLE LEVERAGED FLPs

continued from page 32

The key numbers for comparison pur-
poses are the internal rates of return
(IRRs), which demonstrate the efficiency
of premium financing over non-financed
insurance. In addition, the difference be-
tween the annual outlays for financed in-
surance and non-financed insurance can
be invested in the FLP's assets to further
increase the value.

We have demonstrated how to achieve
triple leverage with the FLP by:

» Reducing the taxable estate by transfer-
ring properties at a discount to the FLP
(only the general partnership interest of
$76,000 (1% of $7,600,000) will be includ-
able in the estate);

» Purchasing life insurance inside the FLP
to increase FLP assets to $7.6 million from
$2.6 million; and

» Leveraging the life insurance purchase
using a premium financing strategy.

The end result is that a significant per-
centage of assets can be transferred outside
the taxable estate and can be leveraged to
grow in value for the benefit of future gen-
erations. [
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