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Business Protection Issues
Succession Planning (SP)
Overwhelmingly, business owners leave succession too late to maximise the value of their exit.
What happens if an owner needs to leave or scale down a business, including because of
unforeseen events, like accident or disagreement?
How will the business pay out exiting shareholders?
What are the shareholders’ expectation of pay out and timeframe?
Shareholder buy out should be planned via the shareholder agreement, including a “buy-sell”
component with a business valuation methodology.
Unexpected buy out can be funded by insurance.
Life insurance financing example (annual stepped premium):
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Key People
How will you replace the skills of a key person if they cannot work?
Insurance can be a funding mechanism for recruitment, loss of revenue or debt repayment in the
event of key person death, disability or critical illness.
Potential key people:
1. Business owner
2. Sales Manager
3. Technical Director
4. Operations Manager

Succession Planning in detail
Succession Planning needs to cover death, disablement, Illness, Boredom, Retirement,
Performance.
•
•
•
•

What is your business succession plan?
Do you have a business agreement? What does it say about succession?
How will exiting partners, or family members receive money from the business?
How will remaining owners continue to run the business in the event of an owner leaving?

Scenario Planning

.ent

One of the business partners is killed or debilitated in an accident.
Are you happy with their spouse and/or children in your business?
Do you buy them out? For how much? How will you pay?
What if you don’t want to buy the business out, or have family involved?

One of the business partners wants to retire.
How do you agree on the value?
How do you fund it?
What about loans to the business partner from the business? Are they to be paid back?

One of the business partners is not pulling their weight.
So, your business partner has stopped turning up? Can you force them to show up to work?
What if they are ill? Depressed? Just playing golf?
How long can you allow that to continue? What can you do about it?
What will happen to the business value?

The business partners have a major and seemingly insurmountable disagreement.
How do you negotiate your way out?
What happens to your investment in years and money in the business?

The most likely scenario is a planned exit. In which case, you need to have someone who will buy
the exiting partners share.
Potential purchasers include:
1.
2.
3.
4.

Other business owners
Key employees
Supply chain partners
Competitors

Succession planning must include management succession – someone must run the business.

Succession Tactics
• Make key staff more visible to clients so they will grow to trust these people, and be more
accepting of a changing of the guard
• Mentor team members for long term growth. Investment in staff will pay dividends, and
can build towards identifying who can take over the business
• Define the way forward. What will be your niche operation environment now, and in the
future? Involve the main staff & suppliers in this strategy planning
• Clear communication with clients about any change of ownership and communicate
“business as usual”
• Work life balance for success professionally and personally.

Why is SP important?
1) There is no “business court”. Unlike family law, there is no equivalent for business.
No court cares about the continuation of the business.
2) A partnership or shareholders’ agreement is not guaranteed to cover the exit of a business
partner. Usually it covers first right of refusal, which works in favour of the non-exiting
partner.
What happens if the non-exiting partner refuses to buy the share of the business from the
exiting partner?
You need to find someone else to buy it and have the remaining partner agree.
3) If there is no agreement, the partnership act only covers the sale of assets i.e. the
dissolution of the business, so does not allow for the continuation of the business.
4) If you are negotiating after the death of a business partner who are you negotiating with?
The beneficiaries can be a range of people.
5) If there is no will (and 50% of people don’t have a will), in Victoria an initial $100,000 goes
to the spouse, with the balance split between the spouse and children.

SP sample wording
Death or Permanent Disability of Shareholder
If one of the Shareholders dies or is pronounced Totally and Permanently Disabled (under an
“Own Occupation” definition used by TAL or AMP) the estate or disabled party agrees to
transfer their share of the business to the remaining shareholder(s). The estate or Disabled
shareholder will receive $250,000 from a Life or TPD insurance policy, the premiums for
which have been paid by the Company.

Solution is to put in place a fair and comprehensive agreement to cover SP
You need a succession document that covers voluntary, forced and involuntary exit.
These are two contracts housed in one document: a buy/sell agreement and an exit agreement.
Exit Agreement components:
- Sale price (Market value / formula?)
- How it will be funded: upfront, borrowings, over time based on business cashflow
- Dealing with loans
- Restraint of trade
Buy/Sell: (components)
- Trigger events that can be funded by insurance
- Value, CGT, loans, formula, top up if insurance is not enough

The business covers
Loan Cover
Loan protection, also known as guarantor protection, as commonly there are personal guarantees
involved, means the personal assets of each party are at risk.
Loan protection is about clearing this debt so that these guarantees can be released.

Key Person
This type of cover is about protecting the ongoing success of the business.
A Key person may be an owner, or they may be a member of staff.

Buy Sell Cover for SP
If one of several specified events occurs to a business partner, such as death, disablement or
critical illness, then their equity in the business is transferred to one or more remaining partners.
As part of this agreement, funds are payable to the insured or their estate. These funds are
covered through insurance where possible, or otherwise funded over a period time by remaining
business partners (if there is no insurance or it’s an uninsurable event).
When it comes to obtaining cover to fund buy sell agreements, almost half of business owners
surveyed (Cameron Research, 2010) suggest they’ve heard of it – but only 13% actually have cover
to fund a transfer of business interests in the event of death/disability or trauma.

The details
SP Ownership
You want the money going to the people it’s supposed to be going to, with tax minimised.

Self-ownership is the easiest and the cleanest way to own cover.
When a policy is self-owned the insurance amount in the one policy can cover the involuntary exit,
plus any debts to the business, and personal and family needs.
In return for the sum insured the estate pays any CGT owing and the continuing business owner
gets the share of the business.
Overall self-ownership is simple and attracts no tax on TPD and Trauma
Another option is via absolute entitlement trusts (bare trust):
• The trust only owns multiple insurance policies
• The trust is the policy owner
• It’s relatively simple if there are lots of partners: simply change the attaching register if one
partner leaves rather than having to do a new agreement
• No CGT if it is accepted as an absolute bare trust
• It does cost to set it up: the trustee needs to be separate from the actual company
Despite what people may think there are no advantages in cross ownership.
• CGT on TPD and Trauma (third party beneficiary)
• Bankruptcy risk stops the payment
• Timing delay: the money comes to the non-exiting partner.
When are they going to give it to the family?

Business ownership and funding
•
•
•
•
•
•

Often chosen as the clients want to use the company cheque book
The premiums are not tax deductible – capital purpose
Added to the loan account or FBT is payable
Unnecessary tax on TPD and trauma as 3rd party owner
It is for the personal use of owners
Most commonly used for Key person cover

Cannot use SMSF as defeats sole purpose test and the fund becomes non-complying.

Who Pays?
Sometimes (often) there is a premium discrepancy between business partners and some sense of
unfairness especially when dealing with partners of different ages and varying health.
Possible solution:
• The premiums come out of the individual’s distributions, loans, dividends etc.
• Use a system where everyone pays 50% of their own premium and the remaining 50% is
pooled and paid proportionately
• Use a carrot and stick approach when dealing with someone who smokes or is not very
healthy due to lifestyle: change habits so all benefit from lower premiums.

Business Valuation
Integral part of the SP is the valuation process, and the funding of the SP needs to be reviewed in
line with changes in the market value of the owners’ business interests.
Easy way to do this?
•
•
•
•

Split up the business financials
Basically, want to know revenue coming into the business and expenses coming out
Who is generating the revenue and to what extent?
If one of these parties is unable to continue working would the revenue stop totally, be
maintained and by who, or drop gradually?
• Tax - allow 30% ... maybe 25% ... based on individual tax rates.

More on Key Person
Key person insurance covers the financial consequences caused if a key person dies, suffers a
traumatic illness or is totally and permanently incapacitated.
Who is a key person?
A key person is someone who provides the ideas, drive, initiative and skills that generate the
profits needed for the survival and growth of the business.
Key persons may include:
• managing directors
• computer programmers
• specialist engineers
• working directors
• sales managers.

The sudden loss of such a person has inevitable costs, not all of them obvious. As well as reduced
sales or profits until a suitable replacement is found, there will be recruiting, specialist training and
familiarisation expenses. There invariably is a negative impact on capital value, goodwill and credit
rating of the business.
Key person insurance helps to overcome these unexpected setbacks.
Common methods for valuing a key person for revenue purposes
• Salary multiple (6x)
• Replacement cost
• Net revenue multiple
• Combination.

Tax
The taxation treatment of risk insurance depends on several factors including:
• the purpose of the premium
• who pays the premium
• policy ownership.
The taxation treatment of risk insurance premiums and benefits depends on whether the
insurance is for revenue or capital purposes.
Where the purpose of the insurance is for income or revenue (e.g. income protection), the
premiums are deductible, and any proceeds are assessable as income.
Where the purpose of the insurance is for capital purposes, premiums are generally nondeductible.
However, the insurance may be subject to Capital Gains Tax (CGT) if there has been a change in
beneficial ownership or the proceeds are paid to certain recipients.

Definitions
Life cover:
This includes terminal illness.
If life expectancy is less than 12 months, the life cover will be paid out.
Total & Permanent Disability (TPD):
This relates specifically to your ability to do your own job.
Therefore “own occupation” definition is vital.
Trauma (Critical Illness):
How many conditions do you want covered?
A basic policy will cover the major (and most likely) illnesses of cancer, heart attack and stroke.
A premium policy will cover 40+ critical illnesses.
Some policies allow for partial payments for early diagnosis. Is this important?

