1. What is a Qualified Family-Owned Business Interest deduction?

To save space, let’s call it a QFOBI.  A QFOBI is a benefit that Congress passed to reduce estate taxes on decedents who owned a qualified business interest.  In effect, and simplified in the interest of avoiding confusion, if the decedent’s estate qualifies, the QFOBI rule increases the otherwise tax exempt amount of a decedent’s estate, $675,000 in 2000 and 2001, to $1,300,000.  As an example, in 2000 and 2001, the tax exempt amount is $675,000, that means that the maximum value of a qualified family-owned business deduction is $625,000 because $625,000, the QFOBI deduction, and the tax exempt amount of $675,000 equals $1,300,000. In 2006, when the tax exempt amount is $1,000,000 the maximum QFOBI deduction will be $300,000.  If the decedent’s estate was in the maximum estate tax bracket of 55%, the maximum benefit of the QFOBI in the year 2006 is $165,000 ($300,000 x .55).  Some suggest the complicated nature of qualifying for the QFOBI deduction makes the purchase of a life insurance policy, owned by someone other than the decedent or his or her spouse, in the amount of $165,000, the estate taxes otherwise saved and forgetting the QFOBI.  If early planning is done, I favor the insurance route myself.

2. What is a Qualified Family-Owned Business Interest?

I was afraid you were going to ask that.  Essentially, there are several components that must all be present before the business interest at issue, whether corporate stock, partnership interests, LLC interests or a sole proprietorship, will be considered a qualified family-owned business interest that will allow a deduction under the QFOBI rules.  The components are:

· Ownership and Trade or Business Requirements: In addition to a requirement that an amount of the business interest equal to at least 50% of the decedent’s adjusted gross estate pass to qualified heirs, a QFOBI is any interest in a trade or business located in the U.S. and owned: (i) at least 50% by one family, (ii) at least 70% by two families, or (iii) at least 90% by three families.  However, if the business is owned by more than one family, the decedent’s family must own at least 30%.  Without regard to the math, you can see this is intended for the smaller business.  It is important to understand that even if the business is owned in the proper percentages, it must be a trade or business.  Trade or business generally requires an active, as opposed to passive, rental or investment, activities.

· Participation Requirements:  The decedent, or members of the decedent’s family must have owned and materially participated in the trade or business for at least five of the eight years preceding the decedent’s death.  

· Recapture Requirements:  In addition to all of the above requirements, the heirs receiving the interest in the qualified-family owned business must continue to be actively involved for a period of ten years after the decedent’s death, or a percentage of the original estate tax savings must be returned to the government.  The recapture schedule is based upon when a qualified heir is no longer materially participating in the operations of the business.  The recapture schedule is:

i. Operation Less than 6 years:  100% recapture

ii. Operation Stops Year Seven:  80% recapture

iii. Operation Stops Year Eight:  60% recapture

iv. Operation Stops Year Nine:  40% recapture

v. Operation Stops Year Ten:  20% recapture

3. Is this really worth the effort?

You can see why I suggested simply purchasing a small life insurance policy to provide the cash to pay the estate taxes that would have been saved.  However, $200,000 or so is a lot of money, and if no prior planning had been done, using the QFOBI deduction might be the only method to reduce the taxes.

4. What does the estate planning attorney do in these engagements?

Actually, many estate planning attorneys work in concert with the decedent’s accountant to run all of the numbers necessary to determine qualification.  In addition, one very important duty of the estate planning attorney is to make very sure that the heirs understand that they are personally responsible for the estate taxes that were saved if they do not continue to operate the business for ten years following the decedent’s death.  Even if the business fails, the estate taxes are still due.  This is one aspect that some overlook, but my office is very concerned that the heirs make a fully informed decision to save the estate taxes.  If planning is done ahead of time, there are advanced estate planning techniques that may make the necessity of using the QFOBI unnecessary.  You might want to ask for the Advanced Estate Planning Brochure so that you can see what is available.

5. What does the client do in these engagements?

If there was no prior planning, the client needs to fully understand the benefits and burdens that the QFOBI holds.  If there is prior planning, the client needs to understand that there are other estate planning techniques that may save as much or more than the QFOBI, without requiring the decedent’s heirs to assume a ten year tax guarantee to the IRS.
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