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Our business practice continues to
grow despite the stressful economic
times. In our capacity as general coun-
sel to closely-held, middle-market com-
panies, we are helping clients position
themselves for the rebound of the
economy.

We are enthusiastic about the expan-
sion of the firm’s services to clients in
complex real estate transactions in-
cluding purchases, sales, financing and
leases; corporate tax strategies; merg-
ers and acquisitions; employment law
and business litigation; tax and suc-
cession planning; and international
taxation. Many of our lawyers have ad-
vanced degrees or expertise in complex
business and tax issues faced by
closely-held companies. We also have
a wealth of experience representing
successful entrepreneurs. Our broad-
based knowledge and superior tax ex-
pertise allow us to design creative so-
lutions for clients’ complex business
transactions.

We are pleased to announce that Brad
Tabach-Bank has joined the firm as Of
Counsel. Brad has expertise in real es-
tate matters and was recently named
Chairman of the Board of Vista Del Mar
Child and Family Services, one of the
nation's leading child services centers.

As our firm continues to develop, there
are increasing opportunities for law-
yers who represent middle-market busi-
nesses to join in the growth of our firm
and expand their practices. We welcome
inquiries from those attorneys or your
referral of them to us.

Lay-offs and Plant Closings:
Make Informed Choices and
Avoid Claims

Problem: A large
science and manufac-
turing client was
about to undergo a
mass lay-off—a re-
duction in force
(RIF)—in one of its
divisions. While the
company had to take

this drastic measure to protect its future,
it wanted to be as fair as it could to em-
ployees selected for the RIF and did not
want to get sued.

Solution: A well thought out and imple-
mented RIF can achieve both the business
and liability avoidance objectives of the
company. The following are some of the
key issues to consider.

Business Need. Courts seldom question
the business need for a large RIF. Typi-
cally, the division or operating unit af-
fected is not performing financially, has
lost regulatory approval, or is in an indus-
try where growth prospects look dim.

Employee Selection. The more objective
the selection criteria, the easier it will be
to support those decisions in court. First,
senior management should identify both
the specific business needs that will re-
main after the RIF and the worker skills
required to fulfill those needs. Next, de-
termine what job positions are needed for
each of the required skill sets. Only then,
consider which employees would fit into
those jobs.

Favor employees with multiple necessary
skills over those who have limited skills.
In addition, favor employees with positive
prior written job evaluations over those
whose performance has not been re-
viewed in the past. Be cautious about se-
lecting employees with claims pending
against the company. Such action could
result in accusations by employees that
their selection was retaliatory and illegal.

Do not consider any “protected class” fac-
tors such as age, race, national origin, gen-
der, disability, or religion in your selection.
A valid business reason for layoffs can still
give rise to employee claims if the selec-
tion process exposes a discriminatory
motive or effect. With a preliminary RIF
list in hand, only then look at protected
class factors to make sure that the
company’s objective criteria have not un-
intentionally impacted a protected class.

Communications to Employees.  Once
selection decisions have been made, man-
agement will need a communications plan
both to shore up the confidence of those
who will remain employed and to inform
those who will lose their jobs. The Cali-
fornia “W.A.R.N.” Act requires 60 days
advance notice or 60 days pay by employ-
ers with 75 or more employees where 50
or more employees are subject to lay-off,
relocation or termination within a 30-day
window. Federal law imposes similar re-
quirements for employers with 150 em-
ployees. These rules are more complicated

By Mark Terman (MarkTerman@Reish.com)
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Rewarding and Retaining
Key Employees with Incentive
Stock Options
By Adam Cohen (AdamCohen@Reish.com) and
Jon Karp (JonKarp@Reish.com)

Problem: An ambi-
tious management
team is in the early
stages of purchasing a
company from the
founding shareholders
through an Employee
Stock Ownership Plan
(ESOP). The manage-
ment team wants to in-
duce a key executive
employee (Executive),
whose continued in-
volvement and contri-
bution to the business
is critical, to remain
loyal to the Company.

In order for Executive to feel like an
“equal” member of the management team,
the parties want to increase Executive’s
relatively small stock ownership (3%) to
equal that of the other members of the ex-
isting management team (14%). However,
for personal financial reasons, Executive
is unable to pay full price for the shares.
How can the Company increase
Executive’s ownership interest and secure
his continued loyalty, without giving away
too much immediate control, and fit within
Executive’s limited budget?

Solution: To facilitate Executive’s pur-
chase of stock, the board of directors (the
current management team) proposed is-
suing additional shares to Executive at a
40% discount with the understanding that
all the shares will be held in escrow for a
period of two years and be subject to for-
feiture if Executive resigns or is terminated
for cause. Since Executive is purchasing
the shares at a substantial discount and the
shares are subject to forfeiture, the nor-
mally advantageous route of making a IRC
Section 83(b) election would impose a sig-

nificant tax liability, which he is unable to
bear. As an alternative, the Company plans
to establish an Incentive Stock Option Plan
(ISO Plan) that will grant Executive incen-
tive stock options (ISOs) that will in es-
sence increase his potential stock owner-
ship to 10% without triggering any imme-
diate tax consequences. The ISOs will be
exercisable in two years, which is the tar-
get date for the management team to pur-
chase the Company from the founding
shareholders. Immediately following the
grant, the Company will issue Executive
an additional 4% interest in the Company
at the 40% discount. These shares will be
held in escrow and bear the tax conse-
quences described above, which, at the
4% level, are affordable to Executive.

Benefit: Under this arrangement, Execu-
tive will become a 7% shareholder and his
percentage will increase to 14% within
two years. In order to alleviate Executive’s
financial burden, he will purchase the ad-
ditional 4% of stock at a 40% discount with
a small yet manageable tax payment pur-
suant to an 83(b) election. However, since
such shares are held in escrow for a two-
year period and are subject to forfeiture,
Executive is induced to remain with the
Company.

Immediately preceding the planned man-
agement succession, Executive will pur-
chase the additional 7% interest in the
Company by exercising his ISOs at an ex-
ercise price that is expected to be much
lower than the then current fair market
value of the Company. Executive will not
pay any taxes on such additional shares
(other than a possible alternative minimum
tax) until he sells them, which, in order to
avoid adverse tax consequence, will not
be for at least another year.

than described here and should be re-
viewed with counsel.

Severance for Releases. If the company
has the economic resources to do so, a
severance program in exchange for a re-
lease of claims is an effective way of help-
ing workers transition to other
employment. It also cuts off potential
claims by, for example, underperformers
selected in the RIF who may be lying in
wait to assert some type of claim. An ob-
jective formula for calculating severance
should be uniformly applied (e.g., one
week for each year of employment up to
a certain maximum amount).

Security.  Before announcing the RIF, con-
sider who has access to the company’s
confidential, proprietary and trade secret
information. Plan steps with counsel to
protect that information from theft by un-
happy employees. Also plan for computer
and other plant security measures, includ-
ing the potential for workplace violence.
Don’t forget to consider the employee
benefit plan aspects of the RIF, including
partial termination, blackout and other is-
sues.

Benefit: Our client followed the forego-
ing and other steps we recommended.
Most importantly, our client provided ev-
eryone subject to the RIF a dignified exit
even in difficult times. Nearly all laid-off
employees signed releases and received
severance packages. One worker initiated
a claim, but we negotiated a modest addi-
tional amount to be paid in exchange for a
release. No lawsuits have been filed.v

Thus, a mechanism has been put in place,
which provides that if the Executive re-
mains with the Company for another three
years, he will be an equal member of the
management team that owns the Company
on a tax-favored basis. Furthermore, Ex-
ecutive will be able to purchase his shares
over a time frame that better fits his per-
sonal finances. It’s a win for the Execu-
tive and a win for the Company.v

Lay-offs
(Continued from page 1)
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Are Family Limited Partnerships
Still Viable Estate Planning Tools?
By David Schwartz  (DavidSchwartz@Reish.com) and
Michael Luftman (MichaelLuftman@Reish.com)

Problem: The family
limited partnership
(FLP) is a popular estate
and wealth planning
technique that may
substantially reduce the
tax cost of transferring
assets to or for the
benefit of family mem-
bers and later genera-
tions. However, recent
court cases have made
it clear that FLPs must
be properly set up and
managed, and clients
need to be more vigilant
than ever in how their

FLPs are administered. Translation: a person
cannot simply set up an FLP and then for-
get about it, or use the FLP as his or her
personal bank account. Otherwise, under
Internal Revenue Code Section 2036(a)(1),
the value of assets transferred to the FLP
(rather than the discounted value of the in-
terest in the FLP) will likely be included in
the transferor’s estate for estate tax pur-
poses, and the costs of creating and admin-
istering the FLP prior to the transferor’s
death, as well as any discounted gifts of
FLP interests for the purpose of satisfying
the transferor’s annual exclusion gifts, will
have been wasted.

In addition to the operations of FLPs, the
Tax Court has challenged the extent of the
transferor’s ability as general partner to
control the beneficial interests in the FLP.
Specifically, the Tax Court has suggested
that, where the transferor retains control
over distributions of FLP income, without
significant restraints or oversight, it is pos-
sible that the assets transferred to the FLP
will be included in the transferor’s estate
under Section 2036(a)(2).

Solution: Recent cases provide a roadmap
of how an FLP should be set up and main-
tained to ensure, to the extent possible, that
it will be respected and its benefits allowed.

The solution can be divided into two cat-
egories: FLP operations and FLP manage-
ment.

FLP Operations. In order to avoid inclu-
sion in the transferor’s estate under Section
2036(a)(1), individuals who already have or
are considering creating an FLP should fol-
low this list of “do’s” and “don’ts”:

• DO establish valid, non-tax reasons for creat-
ing the FLP, such as liability protection,
creditor protection and unified management
of assets.

• DO keep accurate books and records reflect-
ing the FLP’s operations and make sure that
all actions are taken in the name of the FLP.

• DO ensure that assets transferred to the FLP
are retitled in the name of the FLP (e.g.,
deeds to real property and title to securities).

• DO comply with the FLP agreement, includ-
ing amending the agreement to reflect
changes in circumstances.

• DO establish and maintain separate FLP
bank and other accounts and make sure all
FLP receipts and disbursements flow
through them. Any cash generated by assets
transferred to the FLP, such as rents, divi-
dends or interest, should be deposited into
the FLP account and managed according to
the FLP agreement. The transferor’s per-
sonal bills should not be paid from the FLP
account and the transferor’s other assets
should not be commingled with FLP assets.

• DON’T transfer assets that the transferor
will continue to use personally, such as his or
her residence.

• DON’T contribute all or substantially all of
the transferor’s assets to the FLP.

• DON’T make distributions from the FLP
unless they are made pro-rata to all partners
(or otherwise in accordance with the terms
of the FLP agreement).

• DON’T liquidate the FLP until well after
any estate or gift tax audit period ends.

FLP Management. It is not clear from the
recent cases how much control the transf-
eror is entitled to assert over the FLP assets
before the IRS will claim that the transferor

has too much control for purposes of Sec-
tion 2036(a)(2). However, the Tax Court has
suggested that the presence of the follow-
ing “favorable” factors might cause the
transferor to avoid inclusion of the FLP as-
sets in his or her estate:

• If there are unrelated owners with greater
than a de minimis interest in the FLP, the
general partner will have a fiduciary duty that
should be a sufficient constraint on the right
to control distributions.

• If other owners have made substantial contri-
butions to the entity, whether or not related
to the transferor, the “bona fide sale excep-
tion” should apply.

• If the transferor does not have control over
distributions, Section 2036(a)(2) should not
apply.

• The transferor’s status as a limited partner
should avoid appl icat ion of  Sect ion
2036(a)(2), as long as there is no evidence of
an implied agreement that the transferor will
continue to control the FLP distributions.

• If the transferor makes significant gifts of in-
terests in the FLP to family members, a court
might find that the fiduciary duty of the
transferor, as general partner, is a sufficient
to avoid inclusion of the FLP assets in the
transferor’s estate.

Benefit: The courts have applied a balanc-
ing test to weight how many of the “do’s”
have been complied with relative to the
“don’ts,” which have been breached, to de-
termine whether the FLP should be included
in the transferor’s estate. Clearly, the more
“do’s” and the less “don’ts,” the greater the
likelihood that the FLP assets will not be in-
cluded in the transferor’s estate.

The FLP is not likely to have many of the
management characteristics described
above that are arguably necessary to avoid
application of Section 2036(a)(2). In most
situations, there will not be unrelated own-
ers, and the transferor will typically insist on
being general partner.  These factors could
be dangerous from a Section 2036(a)(2) per-
spective. Since it is unclear how the court
or IRS will act with respect to each distinct
set of circumstances, anyone who currently
has an FLP, or anyone considering setting
up an FLP, should have his or her situation
reviewed, because it is a different world
than it has been in the last few years. v
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ADDRESS CORRECTION REQUESTEDADDRESS CORRECTION REQUESTED

Brad Cohen presented a “Tax Update” to the Business Managers Committee of the Los Angeles Chapter California Society of
CPAs on August 4th. Jon Karp taught all-day seminars on August 4th and 19th on “Succession Planning for the CPA Firm” for the
California CPA Education Foundation. Jon presented “Ten Traps for the Unwary in the Sale of a Business” to the Members in
Industry Committee of the California Society of CPAs on August 20th. Jon also spoke to the CPA/Law Forum in Santa Monica and
Pasadena on “Exit Strategies” on August 27th and 28th.

In addition, Jon spoke at the California CPA Education Foundation’s Flow-Through Entities Conference on “Exit Strategies” in San
Francisco on July 28th and in Los Angeles on July 29th. Mark Terman spoke on June 25th to the CalCPA Society L.A. Managing
Partners group on “2003 Employment Law Developments that Accounting Firms Need to Know About.” David Schwartz co-
presented “Tax Planning in Light of the 2003 Tax Act” with Brad Cohen on June 25th and with Mike Foster on June 26th to the CPA/
Law Forum in Santa Monica and Pasadena. Lee Reicher was a member of the planning committee for the California CPA
Education Foundation’s 2003 Real Estate Conference in May. He was also a speaker at the conference on “Tax Traps in Loans and
Property Transfers.”

Mark’s article on “Trade Secrets Need to Be Identified to Get Protection” was published in the July 14th issue of the Daily Journal
Extra. Jon’s article on the value of due diligence, entitled “Know What You’re Getting Into,” was published in the July issue of
California CPA . Lin Meyer’s article entitled "Employer’s Duty to Accommodate Has Some Limits" appeared in the July 18th issue
of the Los Angeles Daily Journal. Gary Wexler wrote an article on “Litigation Traps in Purchasing a Business” for the June issue of
The Corporate Counselor.


