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Knowledge Bank UNPLANNED SUCCESSION

Careers How to make sure your business survives you

Contact Us Life challenged. Unplanned succession. Any way you put it, death is a
subject most of us would rather not discuss. Statistically though, it’s hard
to avoid.

Smart business owners are spending more time on their succession
planning. Their business represents a valuable asset and effective
succession planning will maximise the value of that asset and the capital
that can be realised from it. But what happens if something happens to the
business owner, a partner or key director? Death, trauma or critical illness
can all trigger an ‘unplanned succession’ event. Any one of these events
can change the profile of the business and drastically affect its value. Even
where the disruption to the business can be managed, how do you fund
the unexpected need to buy out a partner or shareholder? And, how can
this can be done in the most tax effective way, providing certainty for all
sides and removing the risk to the business?

Current statistics tell us that before the age of 70, 68% of men and 47% of
women will die or suffer from cancer, a heart attack, a stroke, undergo
bypass surgery or suffer some other major sickness or disease. At some
stage, nearly every business is likely to be affected by death or ill-health.

This issue, if left to chance, increases the risk for the business and also for
the business owners. So what can you do to protect your business from
unplanned succession?

Unplanned succession is best addressed by having agreements in place
supported by an insurance funding mechanism that allows for an orderly
transition. Most commonly these agreements ate in the form of a buy/sell
agreement or an option agreement. The agreements do not necessarily
have to be complex. The key issues are to define the trigger events, agree
the valuation mechanism and then have an agreed process to manage the
transaction. Generally, the more presctiptive you can be the better. The
objective is not to simply make a statement of intentions but to remove
any uncertainty and have a clear agreement that all parties can work with.

Funding a buy/sell agreement is normally managed through specialised
insurance cover.

How insurance contracts are structured (who the owner is, who ‘pays’ the
premium, whether the policy is held inside or outside the superannuation
system, etc.) has a big impact on the tax deductibility of the premiums, the
tax status of the benefits and the flexibility of how the arrangement can be
structured. Whether or not the proceeds of an insurance payout are subject



to taxation can have a significant impact on the final amount received.

For example:

> Trauma polices cannot be held inside the superannuation system.

> If key person insurance is structured to replace a revenue stream, then
the insurance premiums will generally be tax deductible and the benefits
will be taxable. However, if the key person insurance is structured to
replace capital (to repay a business loan, say) then the insurance premiums
will not be tax deductible and the benefits will usually not be taxed (except
for trauma cover).

In addition to the ordinary tax issues there are also capital gains tax and
fringe benefit tax issues to consider. The message here is ‘don’t rush out
and put a policy in place believing that it is as simple as that.” How the
policy is structured could have a significant impact on the end position. As
always, there is no one solution that is right for everyone. The best
structure will depend on your particular circumstances. This is an area that
requires careful review and advice.

Succession agreements should be a must for any entity where you have
unrelated parties as shareholders, unit holders or partners. Done properly,
they ensure that the business will not be put at risk from an unexpected
death or illness, protect the sutviving shareholders from having to find
large amounts of money with little or no notice, and also pay out the estate
for an agreed value of their share in the business. All of the stakeholders
can have certainty on the outcomes if something unexpected occurs.

Managing unplanned succession can be confusing and too often it
is ignored because it is too hard. There are a clear series of steps that need
to be followed.

1. Work out what you would like to achieve

2. Understand the tax impacts and the options you have

3. Consider what needs to be in your buy/sell agreement and have that
prepared

4. Arrange appropriate insurance that meets the requirements of the
agreement and your tax objectives

To find out more - Call our experienced team today.
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